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THE U.S. ECONOMIC OUTLOOK: CHALLENGES 
FOR MONETARY AND FISCAL POLICY 


FRIDAY, JANUARY 7, 2011 

United States Senate, 
Committee on the Budget, 

Washington, D.C. 

The Committee met, pursuant to notice, at 9:31 a.m., in Room 
SH-216, Hart Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Wyden, Stabenow, Warner, Merkley, 
Manchin, Sessions, Enzi, and Cornyn. 

Staff Present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CoNRAD. The Committee will come to order. 

I want to welcome everyone to the Budget Committee this morn- 
ing. I especially want to welcome Senator Sessions. 

Senator Sessions has not formally been recognized as Ranking 
Member of the Budget Committee, but that is just a formality. He 
will be as soon as the organizing resolution is adopted, and so I in- 
tend to treat Senator Sessions as the Ranking Member here today, 
and I think that is the appropriate thing to do. 

I very much welcome Senator Sessions as my partner on this 
Committee. He has considerable knowledge of the budget and the 
budget process, and I very much look forward to working with him 
as we confront the significant challenges facing the country. 

I also want to welcome Federal Reserve Chairman Ben Bernanke 
back to the Budget Committee. This is Chairman Bernanke’s third 
appearance here, and we have always benefitted by his wise coun- 
sel. I believe that when the history of this period is written, you 
will be one of the heroes of the piece in averting what could have 
been a financial collapse. 

I was in the meetings with the former Secretary of the Treasury 
and with you when you warned us of how serious the financial cir- 
cumstances were in late 2008. Those moments will be forever riv- 
eted in my memory, I am sure in yours as well. I personally believe 
you and then Secretary of the Treasury Hank Paulson, followed by 
this administration, have taken steps that were critically important 
to averting a financial collapse, not only here but globally as well. 

Still, our Nation faces very serious challenges. We know we are 
on an unsustainable course with the budget, borrowing about 40 
cents of every dollar that we spend. Clearly, that cannot continue 
for very long. 


( 1 ) 
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On the other hand, we also face a fragile economy. With one in 
every six workers in this country either unemployed or under- 
employed, that requires our immediate attention as well. My own 
belief is that we need to put in place a plan this year to get our 
fiscal house back in order, and that plan needs to be phased in over 
a period of time along the lines of what the Fiscal Commission pro- 
posed. 

I think we also understand where we have come. This has been 
an extraordinary period in the country’s economic history. I would 
like to just go over a brief history of what we have experienced. 

I personally believe the Federal response did avert what could 
have been a financial collapse. I believe it was that serious. In the 
meetings that I was in with then Secretary of the Treasury Hank 
Paulson and you, Mr. Chairman, the risks were very clear. We 
have seen some progress made — in fact, important progress made. 
Private sector job growth has returned, although not as much as 
we would have liked. We heard the numbers this morning, some- 
thing over 100,000 jobs created in the private sector, a dramatic 
improvement of where we were back in January of 2009 when we 
were losing 800,000 private sector jobs a month. Now we have had 
12 consecutive months of private sector job growth. 



Now, in economic growth the pattern is the same, although actu- 
ally somewhat better. In the fourth quarter of 2008, the economy 
actually contracted, actually shrunk by 6.8 percent. More recently, 
in the third quarter of 2010, we saw a positive growth of 2.6 per- 
cent — again, a dramatic improvement, while not as strong as we 
would hope. We have now had five consecutive quarters of growth. 
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Economic Performance 


(Percent growth of real GDP, annuaj rate) 


We have also seen a dramatic rebound in the stock market. After 
falling to a low of just about 6,500 in March of 2009, the Dow is 
now over 11,500. And two of the most respected economists in the 
country — Mark Zandi, who was a consultant to the McCain Cam- 
paign, and Alan Blinder, the former Deputy Chairman of the Fed- 
eral Reserve — did an analysis that measured the impact of Federal 
actions — the TARP and stimulus — and also included the Fed’s mon- 
etary policy actions, and they concluded as follows: “We find that 
its effects on real GDP, jobs, and inflation are huge and probably 
averted what could have been called ‘Great Depression 2.O.’ When 
all is said and done, the financial and fiscal policies will have cost 
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taxpayers a substantial sum, but not nearly as much as most had 
feared and not nearly as much as if policymakers had not acted at 
all. If the comprehensive policy responses saved the economy from 
another depression, as we estimate, they were well worth the cost.” 
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This next chart shows Dr. Blinder and Dr. Zandi’s estimate of 
the number of jobs we would have without the Federal response. 
It shows we would have had 8 million fewer jobs in the second 
quarter of 2010 if we had not had the Federal response — the TARP 
and the stimulus. 


Jobs Picture: With and Without 
Federal Response to Financial 
Crisis and Recession 

(Millions of jobs, cjuartcrly ctatn. total nonfarm payrolls) 
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We see a similar picture with the unemployment rate. The unem- 
ployment rate averaged 9.7 percent in the second quarter. Accord- 
ing to Dr. Blinder and Dr. Zandi, if we had not had the Federal 
response, the unemployment rate would have been 15 percent in 
the second quarter and would have continued rising to over 16 per- 
cent in the fourth quarter of 2010. So, clearly, the Federal response 
to the economic crisis has had and continues to have a significant 
positive impact on the economy, but we are not out of the woods. 






Unemployment Rate: With and 
Without Federal Response to 
Financial Crisis and Recession 


^Unemployment rate; quarterly data) 


Fourth 

2008 


First 

Quartur 

?00‘t 


Second 

Quarter 

2004 


Third Fourth 

Quarter Quarter 

2009 2009 


Second Third Fourt 

Quarter Quarter Quarti 

■2010 2010 2010 


First 

Quarter 

2010 


Sotirro*^ Biirnaii of I ,ahor Statistics, U S. Dopartnient of Labor Alan S Olindor 
jnd M.iik Z*-*ndi. "How the Great Recession Was Brought to an EnrI," July 27 2010 
Note-* Percent of civilian laboi force 


Estimated Unemployment 
Rate without Federal 
Response v. 


Unemployment Rate 
with Federal Response 


We cannot forget that, as I mentioned before, one in every six of 
our fellow citizens are either unemployed or underemployed. The 
unemployment rate in December, which was also announced this 
morning, was 9.4 percent. This is still far too high. And Federal Re- 
serve projections show the rate is likely to come down only slowly, 
averaging still in the high 8-percentage-point range by the fourth 
quarter of 2012. 



Unemployment Rate Remains 
High and is Projected to 
Decline Only Gradually 


(Percent of civilian latjor force) 
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But as I noted, we must now also pivot to addressing the long- 
term fiscal imbalances that the country confronts. I believe we are 
at a critical juncture. We have been borrowing, as I mentioned ear- 
lier, 40 cents of every dollar that we spend. That cannot continue 
much longer. Spending is at the highest level as a share of our na- 
tional income in 60 years; revenue is at its lowest level as a share 
of our national income in 60 years. I believe that indicates you 
have to work both sides of that equation if we are to make 


progress. 
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23 . 8 % 


zo%: 



Gross Federal debt is already expected to reach 100 percent of 
GDP this year, well above the 90-percent threshold that many 
economists see as the danger zone. A leading economist came be- 
fore our Commission and has come before this Committee, Dr. Car- 
men Reinhart, who has studied 200 years of fiscal crises around 
the world. She concluded that when government debt as a share of 
the economy exceeds 90 percent — and she is referring here to gross 
Federal debt — that economic growth tends to be about one percent- 
age point lower than it would be if debt levels were not so high. 
If that association were applied to the United States today, it 
would translate into a potential economic loss of hundreds of bil- 
lions of dollars and substantially fewer jobs for Americans. 
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So I believe the deficit and debt reduction plan assembled by the 
Fiscal Commission could provide a blueprint and a way forward. 
The plan would stabilize the publicly held debt by 2014 and then 
lower it to 60 percent of GDP by 2023 and roughly 30 percent by 
2040. I emphasize that is the publicly held debt, not the gross debt. 
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The bipartisan Commission voted for the plan; 60 percent of us 
supported it — interestingly enough, five Republicans and five 
Democrats and one Independent. I think that demonstrates that we 
can reach across the aisle to do things that are critically important 
for the country. Facing up to the debt threat is something we must 
do, and we must do it together. 

With that, we will turn to Senator Sessions for his opening re- 
marks, and, again, I want to welcome him as Ranking Member of 
the Budget Committee. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you. Chairman Conrad. It is an honor 
to be here, to be with you. I respect you very much and value our 
friendship and enjoy being ribbed by you — effectively, I must add — 
and look forward to working with you to help make our country 
better. We have some real serious challenges ahead of us. 

I also want to note how much I have admired our former Rank- 
ing Member, Judd Gregg. I know you and he had a great relation- 
ship. I think his leadership was particularly valuable. People lis- 
tened to him, they trusted his judgment, and I hope that I can just 
come close to being as effective as he has been in this position. 

I would like to share some thoughts and concerns. I know that 
when the mortgage crisis hit and the economy was whacked, a lot 
of people got together and tried to make some decisions. Mr. Chair- 
man, it would have been better, I think, had we seen the mortgage 
crisis 2 years in advance and taken action to make the crisis less 
real. And I say that because we ought to be humble about where 
we are today. 

I do not think anyone fully understands this magnificent world 
economy we are a part of. I do not think any one person, whether 
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it is the Federal Reserve, the Secretary of Treasury, or even Con- 
gress, can have a little meeting and be sure that the actions we 
take are going to have certain impacts on this massive economy of 
which we are a part. When you are confused, in the end you need 
to return to the fundamentals of blocking and tackling, to the fun- 
damentals of paying your bills on time, and create some confidence 
in the economy. 

So today is our Committee’s first hearing of the 112th Congress. 
We meet on the heels of a historic election. It is important, that 
election. The American people rebelled against wasteful Wash- 
ington spending and a Government that has grown too large and 
too intrusive. The American people also rebelled against a political 
establishment that has placed our country on a path to fiscal de- 
cline. Solving our Nation’s economic and debt crisis is about more 
than economics. It is about protecting our way of life at home and 
our standing abroad as a great Nation, and it is about honest and 
moral policy. 

Our goal is not an era of austerity but an era of prosperity. Re- 
storing fiscal discipline and strengthening the private sector is the 
only way to create growth and opportunity for every hard-working 
American, and it is the only way to protect our country’s greatness 
and its vital role in the world. 

To solve our problems, we must speak about them candidly. Our 
Nation’s debt will soon be equal to the size of our entire economy. 
Forty percent of our budget relies on borrowed funds. In 2009, the 
interest on our debt alone cost $187 billion. And the Congressional 
Budget Office projects that under the President’s budget these in- 
terest payments will climb to $916 billion in 2020. That exceeds 
any other part of our budget and is growing faster than any other 
part of our budget — ^vastly superior to the defense budget. 

We are on a path that is unsustainable. The only real question 
is how much road is left between us and the edge of the cliff. The 
American people understand the situation. They understand that 
years of unchecked Federal spending has squandered our Nation’s 
wealth and threatened our children’s future. The American people 
understand what elites in Washington seem to forget, and that is, 
you can only live beyond your means for so long. Eventually the 
bill comes due. Fundamentally it is immoral to take from our chil- 
dren their wealth so we can spend unearned wealth today. 

There are other problems, too. Considering the housing bubble, 
for years Congress delayed action to address the unfolding catas- 
trophe at Freddie and Fannie. The Federal Reserve was asleep at 
the switch and failed to sound the alarm. And then one day the 
bubble burst, and the whole world changed. No one knows exactly 
what will happen if we continue our spending on the current 
course, but we must not find out. 

James Baker wrote a recent piece in the Washington Times de- 
scribing some of the worse potential consequences, saying we need 
to be more specific about what the consequences will be. He said, 
“One day the Treasury will hold an auction and there will not be 
buyers. The Federal Reserve will step in as a buyer of last resort, 
conjuring money from the ether to buy bonds. The injection of mas- 
sive liquidity into the financial system will trigger fears of hyper- 
inflation, causing the dollar to plunge and interest rates to rise. If 
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the resources of the European Union and the International Mone- 
tary Fund are stretched to rescue the finances of tiny Greece and 
Ireland, the United States will not only be too big to fail but too 
big to bail out. Absent emergency action by the Government, the 
economy will plunge into a depression roughly 3 times more acute 
than the recession we just experienced.” 

I do not know if it would happen like that, but Barron’s also had 
an editorial by an experienced Wall Streeter of 45 years warning 
of a hyperinflationary spiral. The writer explained that while the 
Federal Reserve can monetize the debt, historically a “break point 
occurs when a government borrows an amount equal to 40 percent 
of its expenditures for an extended period of time.” 

In a recent interview. Chairman Bernanke, you said you were 
100 percent confident the Fed could prevent such inflation, but I 
am not sure the masters of the universe — you being maybe the 
master master how confident you can be about that. You have been 
wrong before. And while we can debate just how great and immi- 
nent the risk is, there is no debating what the American people 
have declared in poll after poll. We are on the wrong track. 

But where is the leadership from our administration? Just last 
December, the President would only agree to maintain current tax 
rates if Congress agreed to new spending, all borrowed, that would 
add another $250 billion to the debt. Instead of slowing down. 
President Obama hit the accelerator. But simply easing off the 
pedal will not solve the problem. When you are driving toward a 
cliff at 90 miles an hour, you cannot just slow down to 60. You 
need to hit the brakes and steer on to the right road. For too long, 
Washington compromise has changed only the pace and not the di- 
rection that we are going. 

Last November, the American people said, “Enough.” That is pre- 
cisely what they said, I believe. They sent Congress a new fresh- 
man class with a clear set of instructions. Those instructions in- 
clude a budget that changes our trajectory and genuinely reduces 
the size, cost, and burden of Government. We can learn from those 
who are setting a strong example. 

In New Jersey, Governor Chris Christie has a plan to close his 
State’s funding gap without raising taxes. 

In Britain, the new conservative government has taken strong 
action and has a plan to reduce their deficit from 10 to 4 percent 
of GDP in just 4 years. As Britain’s Chancellor of the Exchequer 
George Osborne said, “It is a hard road, but it leads to a better fu- 
ture.” 

Yet some would argue that reducing Government spending even 
a small amount will reduce the quality of our life, but the surest 
way to lower the quality of life in America is to continue on our 
current course, spending without restraint, crushing private enter- 
prise, and mortgaging the inheritance of our children. 

The challenges ahead may be difficult, but the choices we face 
are not. We need to limit Government, control spending, and create 
an environment where the free market can thrive and flourish. It 
is a road map our Founders laid out more than two centuries ago. 
There is no doubt it will work again. America’s progress is not a 
thing of the past. We can do this. But to achieve this progress, we 
can no longer compromise our Nation’s founding principles. Instead 
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we must fight for them and in so doing hope to find common 
ground in doing so. 

Chairman Bernanke, I look forward to discussing these and other 
issues with you today, and I look forward to getting your thoughts 
on how you and the administration are working together with a 
plan for strengthening our future. 

Thank you, Mr. Chairman. 

Chairman CoNRAD. Thank you so much. Senator Sessions, and I 
just want to say I welcome your analysis. We may not agree on 
every solution. I think the one thing we are agreed on is we are 
on an unsustainable course, and we have an obligation, we have a 
very serious and somber obligation to come up with a plan and to 
do it sooner rather than later, and I look very much forward to 
working with you on that. 

Senator Sessions. Thank you. I value those comments. 

Chairman CONRAD. Mr. Chairman, thank you so much for com- 
ing. I want to tell the Committee that Chairman Bernanke has also 
offered to come up here in a closed session with Committee mem- 
bers to discuss what he sees with respect to the economy, but we 
very much welcome your being here as our first witness as we em- 
bark on the challenge of putting together a budget for this year and 
succeeding years. Welcome. 

STATEMENT OF THE HONORABLE BEN S. BERNANKE, CHAIR- 
MAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE 

SYSTEM 

Mr. Bernanke. Thank you. Thank you. Chairman Conrad, Sen- 
ator Sessions, and other members of the Committee. I want to 
thank you for this opportunity to offer my views on current eco- 
nomic conditions, recent monetary policy actions, and issues related 
to the Federal budget. 

The economic recovery that began a year and a half ago is con- 
tinuing, although to date at a pace that has been insufficient to re- 
duce the rate of unemployment significantly. The initial stages of 
the recovery in the second half of 2009 and in early 2010 were 
largely attributable to the stabilization of the financial system, the 
expansion of monetary and fiscal policies, and a powerful inventory 
cycle. 

Growth slowed somewhat this past spring as the impetus from 
fiscal policy and inventory building waned and as European sov- 
ereign debt problems led to increased volatility in financial mar- 
kets. More recently, however, we have seen increased evidence that 
a self-sustaining recovery in consumer and business spending may 
be taking hold. In particular, real consumer spending rose at an 
annual rate of 2.5 percent in the third quarter of 2010, and the 
available indicators suggest that it likely expanded at a somewhat 
faster pace in the fourth quarter. 

Business investment in new equipment and software has grown 
robustly in recent quarters, albeit from a fairly low level, as firms 
replaced aging equipment and made investments that had been de- 
layed during the downturn. However, the housing sector remains 
depressed as the overhand of vacant house continues to weigh 
heavily on both home prices and construction, and non-residential 
construction is also quite weak. Overall, the pace of economic recov- 
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ery seems likely to be moderately stronger in 2011 than it was in 
2010. 

Although recent indicators of spending and production have gen- 
erally been encouraging, conditions in the labor market have im- 
proved only modestly at best. After the loss of nearly 8.5 million 
jobs in 2008 and 2009, private payrolls expanded at an average of 
only about 100,000 per month in 2010 — a pace barely enough to ac- 
commodate the normal increase in the labor force and, therefore, 
insufficient to materially reduce the unemployment rate. 

On a more positive note, a number of indicators of job openings 
and hiring plans have looked stronger in recent months, and initial 
claims for unemployment insurance declined through November 
and December. Notwithstanding these hopeful signs, with output 
growth likely to be moderate in the next few quarters and employ- 
ers reportedly still reluctant to add to payrolls, considerable time 
likely will be required before the unemployment rate has returned 
to a more normal level. 

Persistently high unemployment by dampening household income 
and confidence could threaten the strength and sustainability of 
the recovery. Moreover, roughly 40 percent of the unemployed have 
been out of work for 6 months or more. Long-term unemployment 
not only imposes exceptional hardships on the jobless and their 
families, but it also erodes the skills of those workers and may in- 
flict lasting damage on their employment and earnings prospects. 

Recent data show consumer price inflation continuing to trend 
downward. For the 12 months ending in November, prices for per- 
sonal consumption expenditures rose 1.0 percent, and inflation, ex- 
cluding the relatively volatile food and energy components, which 
tends to be a better gauge of underlying inflation trends, was only 
0.8 percent, down from 1.7 percent a year earlier and from about 
2.5 percent in 2007, the year before the recession began. 

The downward trend in inflation over the past few years is no 
surprise given the low rates of resource utilization that have pre- 
vailed over that time. Indeed, as a result of the weak job market, 
wage growth has slowed along with inflation. Over the 12 months 
ending in November, average hourly earnings have risen only 1.6 
percent. 

Despite the decline in inflation, long-run inflation expectations 
have remained stable. For example, the rate of inflation that 
households expect over the next 5 to 10 years, as measured by the 
Thompson Reuters/University of Michigan Surveys of Consumers, 
has remained in a narrow range over the past few years. With in- 
flation expectations stable and with levels of resource utilization 
expected to remain low, inflation is likely to be subdued for some 
time. 

Although it is likely that economic growth will pick up this year 
and that the unemployment rate will decline somewhat, progress 
toward the Federal Reserve statutory objectives of maximum em- 
ployment and stable prices is expected to remain slow. The projec- 
tions submitted by the Federal Open Market Committee, or FOMC, 
showed that, notwithstanding forecasts of increased growth in 2011 
and 2012, most participants expected the unemployment rate to be 
close to 8 percent 2 years from now. At this rate of improvement. 
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it could take 4 to 5 more years for the job market to normalize 
fully. 

FOMC participants also predicted inflation to be at historically 
low levels for some time. Very low rates of inflation raise several 
concerns. 

First, very low inflation increases the risk that new adverse 
shocks could push the economy into deflation; that is, a situation 
involving ongoing declines in prices. Experience shows that defla- 
tion induced by economic slack can lead to extended periods of poor 
economic performance. Indeed, even a significant perceived risk of 
deflation may lead firms to be more cautious about investment and 
hiring. 

Second, with short-term nominal interest rates already close to 
zero, declines in actual and expected inflation increase, respec- 
tively, both the real cost of servicing existing debt and the expected 
real cost of new borrowing. By raising effective debt burdens and 
by inhibiting new household spending and business investment, 
higher real borrowing costs create a further drag on growth. 

Finally, it is important to recognize that periods of very low in- 
flation generally involve very slow growth in nominal wages and 
incomes as well as prices. I have already alluded to the recent de- 
celeration in average hourly earnings. Thus, in circumstances like 
those we face now, very low inflation, or deflation, does not nec- 
essarily imply any increase in household purchasing power. Rather, 
because of the associated deterioration in economic performance, 
very low inflation, or deflation, arising from economic slack is gen- 
erally linked with reductions rather than gains in living standards. 

In a situation in which unemployment is high and expected to re- 
main so and inflation is unusually low, the FOMC would normally 
respond by reducing its target for the Federal funds rate. However, 
the Federal Reserve’s target for the Federal funds rate has been 
close to zero since Decemb^er 2008, leaving essentially no scope for 
further reductions. Consequently for the past 2 years, the FOMC 
has been using alternative tools to provide additional monetary ac- 
commodation. Notably, between December 2008 and March 2010, 
the FOMC purchased about $1.7 trillion in longer-term Treasury 
and agency-backed securities in the open market. The proceeds of 
these purchases ultimately find their way into the banking system, 
with the result that depository institutions now hold a high level 
of reserve balances with the Federal Reserve. 

Although longer-term securities purchases are a different tool for 
conducting monetary policy than the more familiar approach of 
managing the overnight interest rate, the goals and transmission 
mechanisms of the two approaches are similar. Conventional mone- 
tary policy works by changing market expectations for the future 
path of short-term interest rates, which in turn influences the cur- 
rent level of longer-term interest rates and other financial condi- 
tions. These changes in financial conditions then affect household 
and business spending. By contrast, securities purchases by the 
Federal Reserve put downward pressure directly on longer-term in- 
terest rates by reducing the stock of longer-term securities held by 
private investors. These actions affect private sector spending 
through the same channels as conventional monetary policy. 
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In particular, the Federal Reserve’s earlier program of asset pur- 
chases appeared to be successful in influencing longer-term interest 
rates, raising the prices of equities and other assets, and improving 
credit conditions more broadly, thereby helping stabilize the econ- 
omy and support the recovery. 

In light of this experience and with the economic outlook still un- 
satisfactory, late last summer the FOMC began to signal to finan- 
cial markets that it was considering providing additional monetary 
policy accommodation by conducting further asset purchases. At its 
meeting in early November, the FOMC formally announced its in- 
tention to purchase an additional $600 billion in Treasury securi- 
ties by the end of the second quarter of 2011, or about one-third 
the value of securities purchased in earlier programs. The FOMC 
also maintained its policy, adopted at its August meeting, of rein- 
vesting principal received on the Federal Reserve’s holdings of se- 
curities. The FOMC stated that it will review its asset purchase 
program regularly in light of incoming information and will adjust 
the program as needed to meet its objectives. 

Importantly, the committee remains unwaveringly committed to 
price stability and in particular to maintaining inflation at a level 
consistent with the Federal Reserve’s mandate from the Congress. 
In that regards, it bears emphasizing that the Federal Reserve has 
all the tools it needs to ensure that it will be able to smoothly and 
effectively exit from this program at the appropriate time. 

Importantly, the Federal Reserve’s ability to pay interest on re- 
serve balances held at Federal Reserve banks will allow it to put 
upward pressure on short-term market interest rates and thus to 
tighten monetary policy when needed, even if bank reserves remain 
high. Moreover, the Fed has invested considerable effort in devel- 
oping methods to drain or immobilize bank reserves as needed to 
facilitate the smooth withdrawal of policy accommodation when 
conditions warrant. If necessary, the committee could also tighten 
policy by redeeming or selling securities on the open market. 

As I am appearing before the Budget Committee, it is worth em- 
phasizing that the Fed’s purchases of longer-term securities are not 
comparable to ordinary Government spending. In executing these 
transactions, the Federal Reserve requires financial assets, not 
goods and services. Ultimately, at the appropriate time, the Fed- 
eral Reserve will normalize its balance sheet by selling these assets 
back into the market or by allowing them to mature. In the in- 
terim, the interest that the Federal Reserve earns from its securi- 
ties holdings adds to the Fed’s remittances to the Treasury. In 
2009 and 2010, those remittances totaled about $120 billion. 

Fiscal policymakers also face a challenging environment. Our 
Nation’s fiscal position has deteriorated appreciably since the onset 
of the financial crisis and the recession. To a significant extent, 
this deterioration is the result of the effects of the weak economy 
on revenues and outlays along with the actions that we are taking 
to ease the recession and steady financial markets. In their plan- 
ning for the near term, fiscal policymakers will need to continue to 
take into account the low level of economic activity and the still 
fragile nature of the economic recovery. 

However, an important part of the Federal budget deficit appears 
to be structural rather than cyclical; that is, the deficit is expected 
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to remain unsustainably elevated even after economic conditions 
have returned to normal. For example, under the CBO’s so-called 
alternative fiscal scenario, which assumes that most of the tax cuts 
enacted in 2001 and 2003 are made permanent and that discre- 
tionary spending rises at the same rate as the GDP, the deficit is 
projected to fall from its current level of about 9 percent of GDP 
to 5 percent of GDP by 2015, but then to rise to about 6.5 percent 
of GDP by the end of the decade. 

In subsequent years, the budget outlook is projected to deterio- 
rate even more rapidly as the aging of the population and contin- 
ued growth in health spending boost Federal outlays on entitle- 
ment programs. Under this scenario. Federal debt held by the pub- 
lic is projected to reach 185 percent of the GDP by 2035, up from 
about 60 percent at the end of fiscal year 2010. 

The CBO projections by design ignore the adverse effects that 
such high debt and deficits would likely have on our economy. But 
if Government debt and deficits were actually to grow at the pace 
envisioned in the scenario, the economic and financial effects would 
be severe. Diminishing confidence on the part of investors that defi- 
cits will be brought under control would likely lead to sharply ris- 
ing interest rates on Government debt and potentially to broader 
financial turmoil. Moreover, high rates of Government borrowing 
would drain funds away from private capital formation and in- 
crease our foreign indebtedness with adverse long-run effects on 
U.S. output, incomes, and standards of living. 

It is widely understood that the Federal Government is on an 
unsustainable fiscal path, yet as a Nation we have done little to ad- 
dress this critical threat to our economy. Doing nothing will not be 
an option indefinitely. The longer we wait to act, the greater the 
risks and the more wrenching the inevitable changes to the budget 
will be. By contrast, the prompt adoption of a credible program to 
reduce future deficits would not only enhance economic growth and 
stability in the long run, but could also yield substantial near-term 
benefits in terms of lower long-term interest rates and increased 
consumer and business confidence. 

Plans recently put forward by the President’s National Commis- 
sion on Fiscal Responsibility and Reform and other prominent 
groups provide useful starting points for a much needed national 
conversation about our medium- and long-term fiscal situation. Al- 
though these various proposals differ on many details, each gives 
a sobering perspective on the size of the problem and offers some 
potential solutions. 

Of course, economic growth is affected not only by the levels of 
taxes and spending but also by their composition and structure. I 
hope that in addressing our long-term fiscal challenges the Con- 
gress will seek reforms to the Government’s tax policies and spend- 
ing priorities that serve not only to reduce the deficit but also to 
enhance the long-term growth potential of our economy, for exam- 
ple, by encouraging investment in physical and human capital, by 
promoting research and development, by providing necessary public 
infrastructure, and by reducing disincentives to work and to save. 
We cannot grow out of our fiscal imbalances, but a more productive 
economy would ease the trade-offs that we face. 
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Thank you, Mr. Chairman, Senator Sessions. I would be pleased 
to take your questions. 

[The prepared statement of Mr. Bernanke follows:] 
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Chairman Conrad, Senator Sessions, and other members of the Committee, thank you for 
this opportunity to offer my views on current economic conditions, recent monetary policy 
actions, and issues related to the federal budget. 

The Economic Outlook 

The economic recovery that began a year and a half ago is continuing, although, to date, 
at a pace that has been insufficient to reduce the rate of unemployment significantly.' The initial 
stages of the recovery, in the second half of 2009 and in early 2010, were largely attributable to 
the stabilization of the financial system, expansionary monetary and fiscal policies, and a 
powerful inventory cycle. Growth slowed somewhat this past spring as the impetus from fiscal 
policy and inventory building waned and as European sovereign debt problems led to increased 
volatility in financial markets. 

More recently, however, we have seen increased evidence that a self-sustaining recovery 
in consumer and business spending may be taking hold. In particular, real consumer spending 
rose at an annual rate of 2-1/2 percent in the third quarter of 2010, and the available indicators 
suggest that it likely expanded at a somewhat faster pace in the fourth quarter. Business 
investment in new equipment and software has grown robustly in recent quarters, albeit from a 
fairly low level, as firms replaced aging equipment and made investments that had been delayed 
during the downturn. However, the housing sector remains depressed, as the overhang of vacant 
houses continues to weigh heavily on both home prices and construction, and nonresidential 
construction is also quite weak. Overall, the pace of economic recovery seems likely to be 
moderately stronger in 201 1 than it was in 2010. 


' This testimony was submitted before this morning's employment report for December, which will provide an 
important update on the .state of the labor market. 
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Although recent indicators of spending and production have generally been encouraging, 
conditions in the labor market have improved only modestly at best. After the loss of nearly 
8-1/2 million jobs in 2008 and 2009, private payrolls expanded at an average of only about 
100,000 per month in 2010— a pace barely enough to accommodate the normal increase in the 
labor force and, therefore, insufficient to materially reduce the unemployment rate.^ On a more 
positive note, a number of indicators of job openings and hiring plans have looked stronger in 
recent months, and initial claims for unemployment insurance declined through November and 
December. Notwithstanding these hopeful signs, with output growth likely to be moderate in the 
next few quarters and employers reportedly still reluctant to add to payrolls, considerable time 
likely will be required before the unemployment rate has returned to a more normal level. 
Persistently high unemployment, by damping household income and confidence, could threaten 
the strength and sustainability of the recovery. Moreover, roughly 40 percent of the unemployed 
have been out of work for six months or more. Long-term unemployment not only imposes 
exceptional hardships on the jobless and their families, but it also erodes the skills of those 
workers and may inflict lasting damage on their employment and earnings prospects. 

Recent data show consumer price inflation continuing to trend downward. For the 
12 months ending in November, prices for personal consumption expenditures rose 1.0 percent, 
and inflation excluding the relatively volatile food and energy components— which tends to be a 
better gauge of underlying inflation trends-was only 0,8 percent, down from 1.7 percent a year 
earlier and from about 2-1/2 percent in 2007, the year before the recession began. The 
downward trend in inflation over the past few years is no surprise, given the low rates of 
resource utilization that have prevailed over that time. Indeed, as a result of the weak job 
market, wage growth has slowed along with inflation; over the 12 months ending in November, 

^ Average job gains for 2010 are through November. 
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average hourly earnings have risen only 1.6 percent. Despite the decline in inflation, long-run 
inflation expectations have remained stable; for example, the rate of inflation that households 
expect over the next 5 to 10 years, as measured by the Thompson Reuters/University of 
Michigan Surveys of Consumers, has remained in a narrow range over the pa.st few years. With 
inflation expectations stable, and with levels of resource utilization expected to remain low, 
inflation is likely to be subdued for some time. 

Monetary Policy 

Although it is likely that economic growth will pick up this year and that the 
unemployment rate will decline somewhat, progress toward the Federal Reserve’s statutory 
objectives of maximum employment and stable prices is expected to remain slow. The 
projections submitted by Federal Open Market Committee (FOMC) participants in November 
showed that, notwithstanding forecasts of increased growth in 201 1 and 2012, most participants 
expected the unemployment rate to be close to 8 percent two years from now. At this rate of 
improvement, it could take four to five more years for the job market to normalize fully. 

FOMC participants also projected inflation to be at historically low levels for some time. 
Very low rates of inflation raise several concerns: First, very low inflation increases the risk that 
new adverse shocks could push the economy into deflation, that is, a situation involving ongoing 
declines in prices. Experience shows that deflation induced by economic slack can lead to 
extended periods of poor economic performance; indeed, even a significant perceived risk of 
deflation may lead firms to be more cautious about inve.stment and hiring. Second, with short- 
term nominal interest rates already close to zero, declines in actual and expected inflation 
increase, re.spectively, both the real cost of servicing existing debt and the expected real cost of 
new borrowing. By raising effective debt burdens and by inhibiting new household spending 
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and business investment, higher real borrowing costs create a further drag on growth. Finally, it 
is important to recognize that periods of very low inflation generally involve very slow growth in 
nominal wages and incomes as well as in prices. (I have already alluded to the recent 
deceleration in average hourly earnings.) Thus, in circumstances like those we face now, very 
low inflation or deflation does not necessarily imply any increase in household purchasing 
power. Rather, because of the associated deterioration in economic performance, very low 
inflation or deflation arising from economic slack is generally linked with reductions rather than 
gains in living standards. 

In a situation in which unemployment is high and expected to remain so and inflation is 
unusually low, the FOMC would normally respond by reducing its target for the federal funds 
rate. However, the Federal Reserve’s target for the federal funds rate has been close to zero 
since December 2008, leaving essentially no scope for further reductions. Consequently, for the 
past two years the FOMC has been using alternative tools to provide additional monetary 
accommodation. Notably, between December 2008 and March 2010, the FOMC purchased 
about $1.7 trillion in longer-term Treasury and agency-backed securities in the open market. The 
proceeds of these purchases ultimately find their way into the banking system, with the result 
that depository institutions now hold a high level of reserve balances with the Federal Reserve. 

Although longer-term securities purchases are a different tool for conducting monetary 
policy than the more familiar approach of managing the overnight interest rate, the goals and 
transmission mechanisms of the two approaches are similar. Conventional monetary policy 
works by changing market expectations for the future path of short-term interest rates, which, in 
turn, influences the current level of longer-term interest rates and other financial conditions. 
These changes in financial conditions then affect household and business spending. By contrast, 
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securities purchases by the Federal Reserve put downward pressure directly on longer-term 
interest rates by reducing the stock of longer-term securities held by private investors.^ These 
actions affect private-sector spending through the same channels as conventional monetary 
policy. In particular, the Federal Reserve’s earlier program of asset purchases appeared to be 
successful in influencing longer-term interest rates, raising the prices of equities and other assets, 
and improving credit conditions more broadly, thereby helping stabilize the economy and 
support the recovery. 

In light of this experience, and with the economic outlook still unsatisfactory, late last 
summer the FOMC began to signal to financial markets that it was considering providing 
additional monetary policy accommodation by conducting further asset purchases. At its 
meeting in early November, the FOMC formally announced its intention to purchase an 
additional $600 billion in Treasury securities by the end of the second quarter of 2011, about 
one-third of the value of securities purchased in its earlier programs. The FOMC also 
maintained its policy, adopted at its August meeting, of reinvesting principal received on the 
Federal Reserve’s holdings of securities. 

The FOMC stated that it will review its asset purchase program regularly in light of 
incoming information and will adjust the program as needed to meet its objectives. Importantly, 
the Committee remains unwaveringly committed to price stability and, in particular, to 
maintaining inflation at a level con.sistent with the Federal Reserve’s mandate from the 
Congress.'' In that regard, it bears emphasizing that the Federal Reserve has all the tools it needs 


^ More specifically, the Fed’s purchases should tend to reduce term premiums, a component of the yield to longer- 
term securities. Longer-term interest rates are also influenced by market expectations of the future path for short- 
term interest rates, which in turn depend on the outlook for the economy and so for the target federal funds rate. 

Most Committee participants judge that, in the longer term, inflation in the range of 2 percent or a bit less 
appropriately balances the risk that adverse economic shocks could tip the economy into deflation against the 
benefits of low and stable inflation. An inflation rate modestly above zero also reduces the probability that 
monetary policymakers will be constrained from easing policy when necessary by the zero lower bound on nominal 
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to ensure that it will be able to smoothly and effectively exit from this program at the appropriate 
time. Importantly, the Federal Reserve’s ability to pay interest on reserve balances held at the 
Federal Reserve Banks will allow it to put upward pressure on short-term market interest rates 
and thus to tighten monetary policy when needed, even if bank reserves remain high. Moreover, 
the Fed has invested considerable effort in developing methods to drain or immobilize bank 
reserves as needed to facilitate the smooth withdrawal of policy accommodation when conditions 
warrant. If necessary, the Committee could also tighten policy by redeeming or selling securities 
on the open market. 

As I am appearing before the Budget Committee, it is worth emphasizing that the Fed’s 
purchases of longer-term securities are not comparable to ordinary government spending. In 
executing these transactions, the Federal Reserve acquires financial assets, not goods and 
services. Ultimately, at the appropriate time, the Federal Reserve will normalize its balance 
sheet by selling these assets back into the market or by allowing them to mature. In the interim, 
the interest that the Federal Reserve earns from its securities holdings adds to the Fed’s 
remittances to the Treasury; in 2009 and 2010, those remittances totaled about $120 billion. 
Fiscal Policy 

Fiscal policymakers also face a challenging policy environment. Our nation’s fiscal 
position has deteriorated appreciably since the onset of the financial crisis and the recession. To 
a significant extent, this deterioration is the result of the effects of the weak economy on 
revenues and outlays, along with the actions that were taken to ease the recession and steady 
financial markets. In their planning for the near term, fiscal policymakers will need to continue 


interest rates. Many central banks around the world have come to similar quantitative judgments about the long-run 
level of inflation that best fosters growth and stability. 
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to take into account the low level of economic activity and the still-fragile nature of the 
economic recovery. 

However, an important part of the federal budget deficit appears to be structural rather 
than cyclical; that is, the deficit is expected to remain unsustainably elevated even after 
economic conditions have returned to normal. For example, under the Congressional Budget 
Office’s (CBO) so-called alternative fiscal scenario, which assumes that most of the tax cuts 
enacted in 2001 and 2003 are made permanent and that discretionary spending rises at the same 
rate as the gross domestic product (GDP), the deficit is projected to fall from its current level of 
about 9 percent of GDP to 5 percent of GDP by 2015, but then to rise to about 6-1/2 percent of 
GDP by the end of the decade. In subsequent years, the budget outlook is projected to 
deteriorate even more rapidly, as the aging of the population and continued growth in health 
spending boost federal outlays on entitlement programs. Under this scenario, federal debt held 
by the public is projected to reach 185 percent of the GDP by 2035, up from about 60 percent at 
the end of fiscal year 2010. 

The CBO projections, by design, ignore the adverse effects that such high debt and 
deficits would likely have on our economy. But if government debt and deficits were actually to 
grow at the pace envisioned in this scenario, the economic and financial effects would be severe. 
Diminishing confidence on the part of investors that deficits will be brought under control would 
likely lead to sharply rising interest rates on government debt and, potentially, to broader 
financial turmoil. Moreover, high rates of government borrowing would both drain funds away 
from private capital formation and increase our foreign indebtedness, with adverse long-run 
effects on U.S. output, incomes, and standards of living. 
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It is widely understood that the federal government is on an unsustainable fiscal path. 

Yet, as a nation, we have done little to address this critical threat to our economy. Doing nothing 
will not be an option indefinitely; the longer we wait to act, the greater the risks and the more 
wrenching the inevitable changes to the budget will be. By contrast, the prompt adoption of a 
credible program to reduce future deficits would not only enhance economic growth and stability 
in the long run, but could also yield substantial near-term benefits in terms of lower long-term 
interest rates and increased consumer and busines.s confidence. Plans recently put forward by the 
President’s National Commission on Fiscal Responsibility and Reform and other prominent 
groups provide useful starting points for a much-needed national conversation about our 
medium- and long-term fiscal situation. Although these various proposals differ on many 
details, each gives a sobering perspective on the size of the problem and offers some potential 
solutions. 

Of course, economic growth is affected not only by the levels of taxes and spending, but 
also by their composition and structure. I hope that, in addressing our long-term fiscal 
challenges, the Congress will seek reforms to the government’s tax policies and spending 
priorities that serve not only to reduce the deficit but also to enhance the long-term growth 
potential of our economy— for example, by encouraging investment in physical and human 
capital, by promoting research and development, by providing necessary public infrastructure, 
and by reducing disincentives to work and to save. We cannot grow out of our fiscal imbalances, 
but a more productive economy would ease the tradeoffs that we face. 

Thank you. I would be pleased to take your questions. 
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Chairman CONRAD. Thank you for your excellent testimony. 

I want to go to your final point. This is the Budget Committee. 
We have a special responsibility to our colleagues and the country 
to propose a fiscal policy going forward. What I hear you saying is 
that it is critically important that we adopt a credible plan, longer- 
term plan, to deal with our deficits and debt. Is that an accurate 
understanding of what you are saying to us? 

Mr. Bernanke. That is correct, Mr. Chairman. Our fiscal issues 
are very long-term in nature. They increase — the difficulties in- 
crease over time. Merely addressing this year’s spending is not 
going to solve the problem. We need to develop a plan, and a cred- 
ible plan, one that markets will accept as plausible, to address the 
longer-term structural budget deficits that we face. 

Chairman CoNRAD. The Fiscal Commission proposed a plan that 
would reduce the debt over time by $4 trillion, which would sta- 
bilize the debt in the short term, but importantly, bring the debt 
down as a share of the economy to roughly, publicly-held debt, to 
30 percent of GDP. That is over an extended period of time. Is that 
about the magnitude of the size of the plan that is necessary? 

Mr. Bernanke. Senator, no one knows exactly what the desirable 
debt-to-GDP ratio is in the long run. You mentioned the 90 percent 
number as an upper level of comfort. In the near term, I think we 
need to focus on stabilizing the debt-to-GDP ratio. Under the alter- 
native scenario of the CBO, it just rises indefinitely and that is cer- 
tainly not sustainable. 

If we could achieve, say, in the next decade a two or three per- 
centage point of GDP reduction in the deficit, that would be suffi- 
cient to bring the primary deficit close to zero and would stabilize 
the debt-to-GDP ratio over the next decade. We would need addi- 
tional steps after that. So I think stability is the first step. Bring- 
ing it down is a bonus, if we can do that. 

Chairman CONRAD. You know, that was really the conclusion of 
the Commission. The conclusion of the Commission was, first job, 
job one is to stabilize the debt. You know, we talk about these dif- 
ferent measures of debt. Publicly-held debt is currently roughly 60 
percent. The gross debt is currently about 90 percent. And most of 
the advice to the Commission was, you have to stabilize publicly- 
held debt at 60 percent, gross debt at 90 percent. But over time, 
you really need to bring it down. You should not stabilize it and 
consider that you have finished the job because you need to have 
a margin to deal with future shocks. Is that your judgment, as 
well? 

Mr. Bernanke. Yes, Mr. Chairman, but stabilizing it would be 
a very important first step. 

Chairman CoNRAD. Yes. Job one, stabilize. 

Mr. Bernanke. Right. 

Chairman CoNRAD. My second question is the timing of imposing 
the tough choices that need to be made here on both the spending 
side of the equation, and the Commission proposed roughly $2.2 
trillion of spending cuts, proposed nearly a trillion dollars of new 
revenue. The rest of the savings was savings of interest. In terms 
of when you pivot, that is a critical question. The Commission’s 
conclusion was you ought not to take the really tough steps that 
need to be taken for the next several years. You need to begin. You 
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need to adopt the plan. But the real tough medicine needs to wait 
until the economy is on stronger ground. What would your rec- 
ommendation he to us? 

Mr. Bernanke. Mr. Chairman, I think the issue is credibility. If 
we can — it is not really sufficient to say, well, we are not doing 
anything now because of the recession but we will do something 
later, but we are not specifying what that is. I think if we could 
adopt a credible plan that is specific enough and credible enough 
to address the long-run situation, that would be the most positive 
thing that we could do, and in doing so, we could get really all the 
benefits without having to take actions that would endanger the 
very near-term recovery, which is still somewhat fragile. 

Chairman CONRAD. Yes, that was very much the conclusion of 
the Commission. It is not enough to say, yes, we are going to do 
something in the sweet bye-and-bye. You have actually got to adopt 
a plan. You have to put it in place. You have to put it in place leg- 
islatively so people know, yes, we are going to cut spending. We are 
going to improve the revenue base. We are going to have savings 
of interest costs. And it has to be credibly scored. It has to be real. 
But you should not have the bite occur too soon or you endanger 
this fragile recovery. 

You made another set of comments that I thought was very im- 
portant and that was the composition of the spending reductions, 
the composition of the revenue is also critically important to future 
economy growth. You are saying, look, you have to pay attention 
to human capital, education. You have to pay attention to infra- 
structure because that improves the economic competitive position 
of the United States. But when you are imposing these spending 
cuts, you have to go after things that are superfluous, and goodness 
knows as we look across Federal spending there are places we are 
not doing things that enhance economic growth. There are things 
that constitute waste, although the idea that just cutting waste, 
fraud, and abuse is going to solve this problem is — I wish it were 
the case, but it is necessary but not sufficient. 

On the revenue side, the Commission concluded one of the best 
things we could do is broaden the tax base, eliminating some of the 
tax expenditures, but simultaneously reducing rates to make Amer- 
ica more competitive. Is that what you had in mind when you 
talked about paying attention to the composition of the changes 
that are made? 

Mr. Bernanke. Yes, Mr. Chairman. On the first point, the Na- 
tional Income Accounts do not really distinguish between govern- 
ment consumption and investment very sharply. I mean, there is 
a technical distinction. But we need to think about making invest- 
ments for the future as opposed to simply spending on current 
needs, and so thinking about government programs, we should ask 
the question, will this provide benefits in the future, provide a 
more productive, competitive economy in the future. 

On the tax side, I do not think it is really very controversial 
among economists that rising rates combined with a multiplication 
of exemptions, deductions, credits, and so on leads to a tax code 
which is very complex and can distort economic decisions, and I 
think all of the major deficit reduction commissions have taken the 
opportunity to talk about the need to lower rates but to avoid — but 
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to close loopholes so as not to lose revenue. So I think that is some- 
thing, I hope, that the Congress will talk about. It is not at all in- 
consistent to both address the long-term deficit issues but also to 
think about making our tax code and our spending priorities more 
growth friendly. 

Chairman CoNRAD. I tell you, there is nobody that could have 
participated in this process that did not conclude this tax system 
that we have is just completely out of date. You know, it does not 
take account of the world that we live in today. 

The other conclusion of the Commission was that you have to 
have everything on the table. Spending, revenue, and every part of 
Federal spending has to be dealt with, and, you know, even de- 
fense. One of the most startling, I would say to my colleague, one 
of the most startling pieces of information that came to the Com- 
mission was 51 percent of the Federal workforce is at the Depart- 
ment of Defense. That does not count the contractors. When we 
asked the defense analysts who came before the Commission, how 
many contractors does the Department of Defense have, they told 
us they could not tell us, not because it was secret but because 
they did not know. And when we asked them, what was the range, 
they said between one and nine million. That is a pretty broad 
range. 

So we have issues throughout the Federal Government and we 
are going to have to address them. I very much appreciate the good 
advice that you have given us. 

Mr. Bernanke. Thank you. 

Chairman CoNRAD. Senator Sessions? By the way, we are going 
with eight-minute rounds, a little bit longer than usual because of 
the numbers who are here, and I have tried to respect that in my 
time and hope others will. 

Senator Sessions. Thank you, Mr. Chairman. 

First, Mr. Bernanke, let me pursue the question that revolves 
around your confidence about being able to prevent inflation. You 
note that you remain unwaveringly committed to price stability in 
your statement, and in particular, maintaining inflation at a level 
consistent with the Federal Reserve’s mandate. In that regard, it 
bears emphasizing that the Federal Reserve has all the tools it 
needs to ensure that it will be smoothly and effectively exit from 
this program at the appropriate time. 

Well, forgive me if I am less confident you can know precisely 
when and how to exit and that you can do so smoothly. And I no- 
tice that the bond market and the common seems almost consensus 
view now around Wall Street and investors is that bonds are a bad 
investment, presumably because they expect a realistic reality of 
an increase in interest rates in the future as a result of quan- 
titative easing deficits and the like. Can you assure us? It looks to 
me like, would you not agree, that investors are getting nervous al- 
ready? 

Mr. Bernanke. Well, Senator, first, on your earlier comment 
about the 100 percent certainty, what I was talking about there 
was not that we would know exactly with certainty the right mo- 
ment. What I was trying to convey was I thought I was certain that 
we have the tools we need. Now, it is always the case that when 
you are reversing monetary policy in a period of growth, that as a 
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matter of judgment, you can be too early, too late, but that is true 
for normal monetary policy as well as for unusual monetary policy. 
So I am not trying to claim omniscience, and, of course, it is always 
possible that we will be either a little too slow or a little too quick, 
and we will do our very, very best to move at the right time. 

As far as inflation is concerned, though, I mean, again, the actual 
inflation rate is at essentially a post- war low and inflation expec- 
tations look very stable — 

Senator Sessions. What about — is there a difference between in- 
terest rates on the Federal debt and inflation? 

Mr. Bernanke. The interest rates on the Federal also are quite 
low, of course, and in the indexed bond market, the break-even in- 
flation rates are about where you think they want to be if people 
expect that over the next five to ten years the Fed will keep infla- 
tion at about two percent, which is about where we think we ought 
to be aiming. We are going to pay very close attention to the infla- 
tion situation and we take that very, very seriously. 

Senator Sessions. But tell me, just trying to bring a little com- 
mon sense and an honest question to you, it does seem that the 
bond market is nervous. It does seem to me that the quantitative 
easing plans continue and may continue again and that the deficits 
continue at an unsustainable rate. Why should people not be wor- 
ried that eventually there could be a tipping point reached and a 
rather dramatic surge in our interest rates could occur? 

Mr. Bernanke. Well, on the monetary policy side, as I said, we 
are in a situation similar to where we always are, which is we need 
to find the right moment to begin tightening. You mentioned that 
the bond market is expecting short-term rates to rise in the future. 
That would, of course, be corresponding to the Fed tightening and 
reversing the easy money policies. 

In terms of the fiscal side, there, I absolutely agree with you. I 
think that if the Congress and the administration do not find a 
credible plan for controlling the long-term structural deficits, there 
could be very serious problems in financial markets and in infla- 
tion. That is the history of many, many situations in the past. 

So I do very much urge this committee to look for strong and 
credible actions to control the Federal debt. If that is done, then 
I do not think that inflation will be a long-term problem. What we 
are trying to do, I think, in the short term, is to create an appro- 
priate balance between the risks of inflation and the risks of defla- 
tion, which are not yet gone. 

Senator Sessions. With regard to unemployment, I think you 
made clear in your statement, but it is important for us to under- 
stand, even though the rate dropped three-tenths, four-tenths of a 
point to 9.4, the 103,000 jobs added is really sort of treading water 
about what you have to just maintain the current employment rate, 
is that not right, and that is not really a number that we can cele- 
brate today? 

Mr. Bernanke. It is about what we expected, but as you say, it 
is not a number that is going to — if we continue at this pace, we 
are not going to see sustained declines in the unemployment rate. 

Senator Sessions. But the predictions were as much as 275,000 
jobs are being added. 
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Mr. Bernanke. That was not — certainly not our prediction, and 
not most Wall Street predictions. There was a number that came 
out of — the so-called ADP number, which was very high — 

Senator Sessions. Yes. 

Mr. Bernanke. — ^but that is only loosely connected with the ac- 
tual number. 

Senator Sessions. I think the American people are deeply con- 
cerned about where we are heading economically. Their jobs are at 
stake. I believe that that is a legitimate concern. To what extent 
do you have a plan and to what extent does the administration, the 
President have a plan that sees into the future and it says, we are 
going to do A, B, C, and D and those things will bring us out of 
this, and is it written? Can we see it? 

Mr. Bernanke. Senator, well, first of all, it was concern about 
the failure of unemployment to decline that motivated us back in 
August and September to adopt more monetary accommodation, 
and my view is that we have already had some benefits from that. 
We have seen some improvements in the outlook. We have seen 
some improvements in financial markets. So that is certainly part 
of what we are trying to do, is trying to keep this recovery going. 

In addition, of course, we are working very hard in our role as 
a regulator to try to improve the availability of credit to small busi- 
nesses and to other borrowers. Senator Warner, I know, has been 
very interested in that issue. So we are working very hard and that 
is our top priority. 

Senator Sessions. Well, we have a change-over in the White 
House. Mr. Summers is gone. Ms. Romer is gone. Peter Orszag has 
left. Mr. Lew is there at 0MB. We have a new Chief of Staff, I 
hear, today. But I do not sense anywhere in our government that 
we have the kind of clarity of leadership we had under Mr. Volcker 
when we had the crisis in the late 1970s and early 1980s. One of 
the Fed members said we knew we were doing the right thing. 
They were protesting Mr. Volcker. Some called for his resignation. 
But we had a plan and we were staying with it. 

Can the American people have confidence that you and the ad- 
ministration are on the same page and we have a plan other than 
reacting every month or two to some new change in conditions? 

Mr. Bernanke. Well, Senator, the Federal Reserve is inde- 
pendent of the administration. I mean, we try to coordinate with 
the administration. We try to coordinate with Congress. But the 
Federal Reserve is independent. We make independent decisions. 

Senator Sessions. I know you are independent. 

Mr. Bernanke. So the administration’s plan. Congress’s plan, I 
mean, those are not our province. That is for the administration 
and Congress to decide. 

In our case, we do have a plan, and like — I have tremendous re- 
spect for Chairman Volcker, and one of the things that he did, as 
you say, was he did what he thought was right even though there 
was a lot of criticism, and I think that is what the importance of 
independent monetary policy is. At the Federal Reserve, we recog- 
nize that there are different views, but we are trying to do the best 
thing that we can for the American economy and that is the beauty 
of having an independent central bank. 
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Senator Sessions. Thank you very much. Mr. Volcker, history 
records, I think, was correct in his plan. I hope history will record 
the same for your leadership. 

Chairman CoNRAD. Thanks, Senator Sessions. 

Let me just indicate that on our side, it is Senator Wyden, Sen- 
ator Warner, Senator Manchin, Senator Stabenow, Senator 
Merkley. On the Republican side, it is Senator Enzi and Senator 
Cornyn. 

Senator Wyden. 

Senator Wyden. Thank you very much, Mr. Chairman. 

I, too, want to welcome Senator Sessions as our Ranking Minor- 
ity Member. He is somebody I greatly enjoy working with and re- 
spect very much. I do want to note for the record that I do not be- 
lieve the Auburn Tigers have a realistic chance of keeping up with 
the University of Oregon’s fast-moving, innovative offense in the 
championship game, but we will save that for another discussion. 
I just want to welcome my good friend. 

Senator Sessions. Well, if you are correct in that, I will be 
pleased to wear that tie you have on for a few days perhaps. 

Senator Wyden. We have an agreement, and I will reciprocate. 

[Laughter.] 

Senator Wyden. Senator Conrad, thank you very much, and Mr. 
Chairman, we are so glad to have you here, and I especially be- 
cause you and I share a similar view that the big idea for economic 
growth in our country is fundamental tax reform, where you go in 
there and clean out this job-killing, thoroughly discredited mess, 
and you addressed that, I thought, very well in the “60 Minutes” 
discussion that you had back in December. 

Here is my first question. It was clear at the end of the year that 
you had to take some steps with respect to the tax code in the short 
term so that people would not be clobbered at the beginning of the 
year, the middle-class folks and small businesses and others. But 
what I am concerned about is when you look at the overall struc- 
ture of what was done in December, it has contributed once again 
to tax uncertainty, all of the two-year provisions, the one-year pro- 
visions, the phase-ins, the phase-outs. As you know, the tax code 
has tripled in just the number of words in the last decade and that 
has been fueled once again by what was done in December. 

I want to make sure, for the record, it is clear that when you are 
talking about long-term economic growth, you want a different tax 
model than what the Congress passed in December. You do not 
want to see more provisions added and more exemptions and de- 
ductions. You think, by and large, we ought to be draining the 
swamp, cleaning out a lot of the clutter to hold down some rates, 
keep progressivity and provide some certainty. You want a dif- 
ferent model than what was passed in December for the long term, 
is that correct? 

Mr. Bernanke. Yes, Senator. What was passed in December was 
understandable, given the exigencies of time and so on. But I hope 
that the Congress will think hard about what long-run tax struc- 
ture will be most beneficial, and lowering rates and closing loop- 
holes is, I think, the best approach. 

Senator Wyden. The second question, there has been consider- 
able discussion in the last few days, really the last week or so. 
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about the idea of instead of the kind of tax reform you and I want, 
comprehensive reform, just going out and changing the corporate 
tax rate. I think that would be a big mistake, and the reason why 
is that most businesses in America, probably in the vicinity of 80 
percent, pay taxes essentially as individuals, some Chapter S, sole 
proprietors, partnerships, the whole host of firms that are not, in 
effect, C Corporations. 

Is there not a real danger if you go in and just make changes 
on the corporate side to have further distortions, further complica- 
tions, and end up with yet more uncertainty than you would have 
if you went in and made a comprehensive overhaul, recognizing the 
connections between the individual provisions in the code and the 
business provisions? 

Mr. Bernanke. Well, Senator, as you know better than me or 
anyone, there are many interactions between the two codes, includ- 
ing, for example, the double taxation of dividends and many other 
issues. So, yes, ideally, I hope that you would look at the tax sys- 
tem as a holistic single part of policy. I do not know what is fea- 
sible for politically and so on. That is really your call. But ideally, 
yes, of course, you would like to make sure that the entire Federal 
code is consistent and is supportive of efficient growth. 

Senator Wyden. I will keep you out of the politics, but col- 
leagues, and we have several on the Finance Committee and Sen- 
ator Sessions is very interested in it, the Chairman is making a 
very important point. There is today such a connection between the 
individual portions of the code and the corporate portions of the 
code, to just split one out as some have been discussing, I think, 
could once again create a whole set of additional distortions in the 
American economy and I appreciate what you are saying, Mr. 
Chairman. 

One other point with respect to tax reform that I think you have 
touched on in the past but would be important to have on the 
record. Today, it is very clear that people loathe the Internal Rev- 
enue System. I mean, it is just up there at the top of all of the Fed- 
eral agencies and functions of the Federal Government people are 
furious about. 

It seems to me if you got to the point where you had a one-page 
1040 Form — Senator Gregg and I have that in our bill, as you 
know. Chairman Volcker has all but proposed that, it was in the 
Bush proposal, for Pete’s sakes, years and years ago — would not 
having a one-page 1040 Form, where most people could complete 
taxes themselves rather than spending their whole spring on 
TurboTax and the like, would that not in and of itself be a public 
good in terms of simplicity and understanding and making people 
feel more confident that the American economy and the 
underpinnings of the American economy were sound? 

Mr. Bernanke. Well, as a general matter, simplicity, besides 
being less likely to be distortionary, has benefits of lower compli- 
ance costs, which are quite significant, and less need for the IRS 
or for accountants to adjudicate complex provisions in the code. So 
certainly simplicity is to be desired and I think it would make peo- 
ple more comfortable with the tax code because it would be less of 
a burden and because they would feel more comfortable that there 
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were not all kinds of loopholes they did not understand that people 
were taking advantage of. 

Senator Wyden. One last question, again, not from a political 
standpoint, from an economic standpoint. One judgment I have 
made, looking back over the last quarter century on this, is that 
a mistake in 1986 was to not have some provisions to make it 
tougher to unravel fundamental tax reform when you got it. In 
other words, over the last 25 years after it was enacted, pretty 
much a few weeks later, the ink on the bill was dry and everybody 
just went back to business as usual. From an economic standpoint, 
how useful would it be when the tax code is overhauled this time, 
so there is more fairness for the middle class and take these steps 
to be globally competitive, how important from an economic stand- 
point is it to make it tougher to unravel it as soon as you get the 
reform? 

Mr. Bernanke. Well, Senator, as you say, there are political and 
probably constitutional issues involved in all that, but everything 
else being equal, greater clarity and certainty is obviously bene- 
ficial, and to the extent that you can create more certainty about 
where the tax code is going to be over a number of years, that 
would be helpful. 

Senator Wyden. Mr. Chairman, thank you, and I look forward to 
following up with you on these matters, and the fact that you have 
been outspoken on this has really given a boost to reformers and 
we are very appreciative. Thank you, Mr. Chairman. 

Chairman CoNRAD. Thank you. 

Senator Enzi. 

Senator Enzi. Thank you, Mr. Chairman. 

To follow up on what the Senator from Oregon said, our Nation’s 
fiscal policy is in tatters. Our projected level of Eederal spending 
growth is unsustainable. Our Tax Code is a mess. The only con- 
stant is that the Federal budget deficit is large and likely to re- 
main that way. 

To what extent does the uncertainty that comes with these prob- 
lems undermine economic growth? 

Mr. Bernanke. It is hard to make a quantitative judgment. Sen- 
ator, but I am sure it is a negative. I do think that addressing our 
long-term structural budget deficits would not only reduce the risks 
we face in the future, but would probably have near-term benefits 
in terms of possibly of lower interest rates but also in terms of 
greater confidence and certainty. As you say, as it stands the one 
thing we know about our long-term tax and spending commitments 
is that they are not feasible, they cannot happen, they are not sus- 
tainable. So we do not know how things are going to change. So, 
yes, the more clarity we can achieve, the better we will be, the bet- 
ter off we will be. 

Senator Enzi. Thank you. I was a cosponsor of the Conrad-Gregg 
deficit commission bill and was pleased that we got one, one way 
or another, and I think that that sheds some real light on what 
needs to be done by Congress. I am really concerned about the rap- 
idly rising debt-to-GDP ratios and watching what is happening 
over in Europe. They have enacted some programs to rein in gov- 
ernment spending. Some of them did not act quickly enough and 
had to be bailed out by their neighbors. 
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During a hearing before the House Budget Committee in June, 
Representative Hensarling asked you whether the United States 
was nearing a similar point given our comparable debt-to-GDP 
ratio, and you responded that you do not know exactly how much 
breathing space we have. Rather than enact austerity cuts as the 
Europeans did, we have seen our gross national debt increase by 
$1 trillion since June. Can you give us any kind of an indication 
of how much breathing room we do have if we continue on this 
course before we reach that tipping point? Anything more exact 
since June? 

Mr. Bernanke. You know, I just think it is inherently impossible 
to pinpoint the exact date or the exact level of debt that would cre- 
ate a crisis or a sharp increase in interest rates. 

That being said, it would be the better part of valor to take ac- 
tion now to make sure that we do not get too close to that point. 
I do not know what the number is, but what I do know — and the 
CBO’s projections show this very clearly — is that absent any ac- 
tion, the debt-to-GDP ratio is going to be not only rising but rising 
at an increasing pace. It is going to be heading straight to heaven, 
basically, and that is certainly not going to happen — that certainly 
cannot occur. 

So I do not know at what point exactly, but that point will come 
if we do not take appropriate action. 

Senator Enzi. I also appreciate your meeting with some other 
groups. Senators Warner and Chambliss started a group to review 
these things, and I appreciated your comments about the difference 
between our debt-to-GDP ratio and the Japanese one where they 
have a lot of savings and we do not. There are just so many things 
that need to be taken into consideration with all of these things. 

I know that the Fed undertook quantitative easing because of a 
fear of deflation, yet other than housing prices, Americans are ex- 
periencing inflation in virtually every other major household out- 
lay, particularly when it comes to groceries and gasoline. America’s 
economy runs to a large degree on motor fuel. If as some analysts 
predict gasoline prices reach $4 a gallon this summer, will not this 
risk choking off the economic recovery? 

Mr. Bernanke. Well, first, just the facts are that inflation is 1 
percent including food and fuel, so inflation overall, taking into ac- 
count everything that people buy, is quite low. 

Now, it is true that people are very sensitive to the price of gaso- 
line, and we are watching that very carefully. I do not think that 
quantitative easing of monetary policy is the main reason that oil 
prices are up in the past few months. The dollar, after all, has been 
quite stable, and oil prices are up in essentially all currencies. I 
think the main reason oil prices are up is the strength of emerging 
markets, the demand for energy from China and other fast-growing 
emerging-market economies. 

That being said, we are watching it very carefully because, as 
you point out, higher gas prices are like a tax on families; and if 
they get too high, then that will, in fact, be a negative for growth 
as well as for inflation. So we will pay very close attention to both 
energy prices and other commodity prices as well. 

Senator Enzi. There is discussion among policymakers about re- 
moving the Federal Reserve’s dual mandate of a stable monetary 
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policy and full employment. Some have suggested that it would 
make sense to remove your mandate for full employment so that 
you can focus only on monetary policy. Do you have an opinion 
about this matter? 

Mr. Bernanke. Senator, we are not seeking any change. We 
think the current mandate is workable. That being said, I think it 
is entirely appropriate for the Senate and for the Congress to con- 
sider what mandate they want to set. There are, after all, central 
banks around the world that do focus primarily on price stability, 
and whatever decision the Congress makes, of course, we will 
honor that decision and pursue that mandate. 

Senator Enzi. Thank you. I do not have any further questions. 

Chairman CONRAD. Thank you so much. Senator Enzi. 

Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and thank you for 
holding this hearing this morning. 

Chairman Bernanke, let me first of all acknowledge what my col- 
league Senator Enzi has already said and thank you for being will- 
ing to meet with a growing bipartisan group of Senators. Senator 
Chambliss and I have been working, along with Senator Wyden 
and others, on saying we need to move forward on a real plan. And 
compliments to Senator Conrad and Senator Gregg and others. And 
while imperfect — and I particularly appreciate your comments in 
your testimony about the President’s National Commission on Fis- 
cal Responsibility and Reform that we ought to go ahead and take 
that work product of the last year and use that as a starting point, 
because I think as both you and Senator Sessions have said in your 
testimonies, simply talking about deficit reduction does not get us 
anyplace. We have to have a real plan to work against. And it is 
the intention of Senator Chambliss and me to take that work and 
put it into legislative language and introduce it. I think, again, a 
point that both Senator Conrad and Senator Wyden have made, is 
that if we are going to take on this issue, it is going to require dra- 
matic cuts in Government spending, but it is also going to require 
meaningful tax reform. And I think, again, a lot of the early atten- 
tion to the Commission’s work focused on the deficit reduction 
piece. It did not focus as much on the tax reform piece, which both 
lower corporate rates and individual rates, and actually I would 
add on the individual side, lent more progressivity to the Tax Code. 
So I think it is a good working document, and I look forward to 
working with colleagues on both sides of the aisle to see if we can 
get as many cosponsors as possible to at least move forward on this 
discussion. And it is my hope that we could actually see a plan put 
forward this year, working off of the President’s Commission, as I 
am sure it would be amended, and actually get it voted on. Because 
the way I hear you saying — now, you would never be as impolite 
as to use these terms, so let me use these terms. But you are basi- 
cally saying to us, the Congress and the policymakers, we have to 
walk and chew gum at the same time, so that we have to continue 
to do short-term stimulus — ^you at the Fed have done that through 
your quantitative easing policies, and we in certain tax policies 
that were taken in December, both in terms of short-term stimulus, 
but that short-term stimulus then has to be morphed into long- 
term deficit reduction. 



39 


Going back to some of Chairman Conrad’s earlier questions, you 
know, what should we look at as the metrics or other indicators of 
when we should kind of ease off on the stimulus and ramp up the 
deficit reduction piece? Should that be based on a timeline? I think 
the President’s Commission, Chairman Conrad, you had a lot of 
your actions starting to click in about 2012, 2013, 2014. Should it 
be on a kind of date line process? Should it be based on when 
growth hits at a certain level, unemployment falls to a certain 
level? What should be the indicators, even if we get a plan in place, 
that would trigger the kind of hard choices around deficit reduction 
that we are looking at? 

Mr. Bernanke. Senator, first let me say that I enjoyed meeting 
with your group, you and Senator Chambliss, and I commend you 
for the extra work you are doing on this issue. 

I think there is an important trade-off. We need to — we, the 
American people, the Congress needs to demonstrate a credible 
commitment to solving the long-term fiscal problems. The stronger 
and more credible the plan that is put forward, the less need there 
will be to take sharp short-term cuts in order to show your serious- 
ness. So a strong long-term plan that kicks in over a period of time 
will make it less necessary to take actions in the short term that 
would be counterproductive from the point of view of the recovery. 
So that is why it is so important to develop a strong plan. 

So that is the trade-off: The stronger the plan, the less near-term 
downpayment you have to make. 

Senator Warner. And, Mr. Chairman, could I just interrupt for 
one second? Based upon your testimony today by referencing the 
National Commission on Fiscal Responsibility and Reform, by ref- 
erencing that effort, is that an endorsement that that would be 
viewed in your mind as a strong plan? 

Mr. Bernanke. Yes. For example, it has the feature that I be- 
lieve that hy 2015 there is a stabilization of the debt-to-GDP ratio 
which requires, I think, about a two- to three-percentage-point-of- 
GDP cut in the deficit starting in a couple of years through the rest 
of the decade. 

In terms of criteria, I think there is no magic number, but what 
we need to see is a sense of momentum, a sense that there is 
enough forward movement and strength in the recovery that we 
can feel confident that it will continue and will not be knocked off 
course by too precipitate fiscal retrenchment. 

Senator Warner. I know you do not want to give me a set indi- 
cator, but should those indicators be time, growth rate, unemploy- 
ment rates, a combination of all of those? What should be our 
markers if we pass this plan — whether the Commission’s plan or 
a like kind serious plan, there has to be some markers when we 
shift course from stimulative activities to serious deficit reduction 
and cost — 

Mr. Bernanke. Well, all of those factors matter, but I think a 
sustained growth rate above sort of the long-term average would be 
an indication that the recovery is proceeding and has some momen- 
tum. But, again, the stronger, more credible the forward-looking 
plan, the less need there will be to make sharp short-term adjust- 
ments that might risk the recovery. 
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Senator Warner. Let me in my last moment follow up on Sen- 
ator Enzi’s comments, and I think he was looking for a percentage 
on when the markets will say “no mas” in terms of our deht-to- 
GDP ratio. I guess my feeling is it is not a question of if we are 
going to do deficit reduction. It is going to happen. It is really only 
a question of when, and whether we are going to do this on our 
timetable in a way that is not disruptive to the economy or wheth- 
er it is going to be dictated by the markets in terms of their lack 
of faith in our ability to service our debt over the long term. 

And so what I guess I would ask you — and I know my time has 
expired, Mr. Chairman, and this will be my last question. You 
know, we cannot predict that to a specific percentage or date cer- 
tain. But what would be or what could be some of the warning 
signs that we are getting close to that precipice? Could it not be 
some external international. Cod forbid, terrorist incident that 
might put a shock wave across the economy? Could it not be an- 
other economy in Europe getting close to a failing point, an econ- 
omy that would be larger than, say, Ireland or Greece? What are 
some of those warning signals? And would you also say that if we 
start going down this precipice it could happen very quickly once 
we get to that unforeseen point? 

Mr. Bernanke. So in terms of market signals, I think I would 
look at things like Government financing, interest rates, long-term 
bond yields, the dollar, indicators of confidence in the United 
States. 

I think it is important to understand, if I may, that nobody 
doubts that the United States has the economic capacity to pay its 
bills. It is really a question of do we have the political will to do 
that, and demonstration of the political will, that is what the mar- 
kets are watching. Are the Congress and the public and the admin- 
istration able to demonstrate that they are serious and that they 
have enough willingness to work together to make progress? At the 
point where confidence is lost in that, you could see a relatively 
quick deterioration in financial positions, as we saw in some cases 
in Europe, where things change very quickly based on just the 
change in sentiment about the prospects for those economies. 

Senator Warner. Thank you, Mr. Chairman. I look forward to 
working with you and Senator Sessions and all our colleagues on 
making sure we do not get to that point. 

Chairman CoNRAD. Yes, we appreciate the effort that you have 
mounted, along with Senator Chambliss, our colleague. 

I just for the record want to point out that the Commission pro- 
posal stabilized the debt by 2014 and then starts bringing it down 
on a sure path after that. 

Senator Manchin. 

Senator Manchin. Thank you, Mr. Chairman. 

Chairman Bernanke, first of all, from the perspective of my home 
State of West Virginia, I am concerned about the finances of our 
State and all the States, being a former member of the NGA. What 
I would like to know is from your opinion as based on the future 
pension liabilities of both corporate and State governments, the re- 
cent reports of the financial crisis that many of our States are fac- 
ing in the very near term future, have you all looked carefully at 
the possibility of a default on general obligation and municipal 
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bonds by State and local governments and the budget strains that 
would present to the overall U.S. economy? We are concerned about 
that the stimulus runs out June of this year. What happens if 
there is no more stimulus to come or Federal bailout, if you will, 
and they have to work on a balanced budget amendment and they 
cannot meet these long-term obligations? Have you all looked into 
that or been spending any time on it? 

Mr. Bernanke. To some extent. Senator, yes. No question State 
and local governments are under a lot of pressure. They have been 
cutting spending and employment over the last couple years. The 
Federal assistance will continue in 2011, but after 2011, it is going 
to be pretty much zeroed out, I think. And so, on the one hand, the 
States are seeing some improvement in tax revenues as there has 
been some growth; but on the other hand, they could be losing 
some of the Federal assistance. So the pressures on State budgets 
and local municipal budgets are going to continue for a while, and 
that is going to be a head wind for the overall economy as well as 
for the individual States. 

It is also true — this is more a long-run issue — that like the Fed- 
eral Government, the State and local governments have some long- 
term fiscal issues relating primarily both to pensions of State em- 
ployees but also to health care promises, which in most cases are 
almost entirely unfunded. So those are long-term obligations that 
could be collectively as much as $2 trillion for all the States to- 
gether in the long run. Now, those, of course, are long-run obliga- 
tions and do not come in the near term. So there are some very 
serious long-term fiscal pressures. 

Now, in terms of the municipal bond market, it currently seems 
to be functioning reasonably well. Liquidity is fine. Issuance has 
actually been very high, including issuance for capital projects, so 
we are not seeing extraordinary stress in the municipal markets, 
which suggests that investors still are reasonably confident that 
there will not be any defaults among major borrowers. And one 
reason they might believe that is because most States have rules 
which put debt repayment and interest payments at a very high 
priority, above many other obligations of the State and localities. 

So, bottom line, the municipal markets, bond markets, seem to 
be doing okay, but clearly there is a lot of both near-term and 
longer-term pressure on these governments, and it is going to be 
something that is not going to be going away in the near term. 

Senator Manchin. Another question I have is that, you know, in 
West Virginia, when families have problems, whether they be fami- 
lies or single parents, they cannot really respond and kind of un- 
derstand what we do here in Washington or what Government 
does. They do not sit down and think how much more money can 
they spend or how much can they borrow to get themselves out of 
trouble. They start looking at cutting expenses. 

What expenses could the Federal Government cut that would 
have the longest — or have the most effect on long-term stability in 
your recommendation? What should we be cutting? 

Mr. Bernanke. Well, Senator, I should just say first, very 
strongly that these tough decisions about taxes versus spending 
and the mix of spending and so on are your decisions and not mine, 
and I do not want to inject myself too much. But I will say one 
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thing which is just obvious from the arithmetic, which is that going 
forward the costs of health-related programs — Medicare and Med- 
icaid — are rising prospectively very quickly, and on current trends, 
you know, would be at some point, between Medicare and Medicaid 
and Social Security, would essentially be what is now the entire 
budget of the United States. 

So I do think that an important priority for us as a country and 
for the Congress from a fiscal point of view is to think about what 
we can do to achieve better cost efficiency in the health care area 
at the same time that we do what we can to maintain quality and 
access. So that is clearly an area we need to look at. 

That being said, of course, we have military spending, other dis- 
cretionary spending. We have the Tax Code. There are many other 
things that you will certainly want to look at. 

Senator Manchin. And I know that there have been some Mem- 
bers of Congress who have long advocated for a Federal audit on 
the Federal Reserve System. Would you oppose an independent 
audit of the Federal Reserve System? 

Mr. Bernanke. The Dodd-Frank Act included an amendment, 
sponsored by Senator Sanders and others, that includes an exhaus- 
tive audit of all the financial aspects of the Federal Reserve. In 
fact, on December 1st, we released all the information about our — 
all the lending programs, financial programs, credit programs that 
we undertook during the crisis. So as far as our finances are con- 
cerned, we are an open book, and if there is any area where you 
or your colleagues are dissatisfied with the information, I would be 
happy to work with you to make sure you get what you need. So 
in terms of all aspects of our finances and operations, I think it is 
reasonable for Congress to want to have that information. 

The one area where I have been concerned — and this goes back 
to my earlier comment to Senator Sessions — is that monetary pol- 
icy independence is very important for the stability of our economy 
and our financial markets, and where “Fed audit” is really a code 
for congressional intervention in monetary policy decisions, that is 
where I would be much less comfortable. 

Senator Manchin. And, finally, is the Federal Reserve consid- 
ering any policy changes that would negatively impact the financial 
viability of local community banks around the country? 

Mr. Bernanke. To the contrary, we have a strong commitment 
to community banks, and we have, in fact, recently increased our 
schedule of direct meetings with the Board with representatives of 
community banks. There is obviously a lot of work to be done to 
implement Dodd-Frank and Basel III and other changes in finan- 
cial regulation. It is our objective — I think the intent of both Basel 
III and the Dodd-Frank Act is to focus on the largest so-called too- 
big-to-fail banks and to make them not too big to fail. That is 
where our focus is as well, and we want to make sure that we do 
what we can not to increase the regulatory burden that small 
banks face. And small banks have been playing just an incredibly 
important role. Particularly as large banks have cut back on their 
lending to small businesses in other contexts, they have in many 
cases stepped up and proven their worth to the U.S. economy. 

Senator Manchin. Thank you, sir. 

Chairman CONRAD. Thank you. Senator. 
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Senator Stabenow. 

Senator Stabenow. Well, thank you, Mr. Chairman, and wel- 
come, Mr. Chairman. 

Mr. Chairman, thank you for your thoughtfulness, and I think 
what you laid out to us both in terms of where we have come from, 
what we have done, and where we need to go I think is very, very 
important. 

I feel as a member of this Committee now for many, many years, 
though, that I have a need to make sure that we do not have revi- 
sionist history whenever we are talking about how we got here. I 
think it is really important if we are not going to repeat mistakes 
that have been made before that got us here. I think it is impor- 
tant to just say once again for the record that when I had the op- 
portunity to come in and serve with you, Mr. Chairman, Committee 
members in 2001, we had the biggest surpluses in the history of 
the country. And so we have not always been in this situation, and 
there were a number of decisions made on spending, frankly, with- 
out accountability that have ten us where we are. And I would 
argue that, unfortunately, the spending in the 8 years in the pre- 
vious administration was not focused on those things that create 
innovation to create jobs, to compete in a global economy or focus 
on opportunity or security for middle-class families. Instead it was 
very much focused on the benefit to a privileged few. And at the 
time, in the last administration, we were told deficits did not mat- 
ter when we were focusing on things that would benefit the privi- 
leged few. Now, after two very, very tough years — ^very tough years, 
very slow years — we are turning it around. We have not gotten 
things back on track. People in Michigan are still hurting, although 
it is better, but we have a long way to go. 

My concern is that we are now hearing with the new majority 
in the House that, again, deficits only matter when it is things that 
affect middle-class families in terms of opportunity, education, in- 
novation; but that when it comes to the policies that got us in this 
mess, focusing on tax cuts for the privileged few, supply-side eco- 
nomics, hoping it will trickle down, that that does not count. And 
so we saw this week over $1 trillion exempted from the budget 
rules that will add over $1 trillion in debt if we go forward with 
that, based on a way of looking at the economy that frankly did not 
work and then it got us in the last decade, in my judgment, into 
the hole that we are in. 

So, Mr. Chairman, I want to ask you about how we get out of 
this hole, both short term and long term, and I agree we need a 
credible plan, and I very strongly share your view that we have to 
be very careful in the short run. It is a very fragile situation. And 
I do not, frankly, see how we get out of this with over 15 million 
people out of work. I do not know how — how do we get out of deficit 
if we do not first focus on jobs? 

One of the things that I am proudest of is the fact that we did 
not give up on American manufacturing 2 years ago. We did not 
give up on the American automobile industry, and this year, for the 
first time since 1999 all three companies are making a profit. They 
are actually bringing jobs back to this country. And because of our 
investments in innovation, we are going to go from 2 percent of the 
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world’s battery manufacturing, advanced batteries, to 40 percent in 
the next 4 years. 

But my question, Mr. Chairman, relates to the immediate situa- 
tion for families that are not yet feeling this recovery and the fact 
that we have tens of millions of people who are out of work. And, 
frankly, when we talk about 2008 budget numbers, I would like to 
go back to 2008 jobs numbers and focus on that to get us out of 
deficit. But how would you focus on job creation in the short run, 
knowing that we have serious long-term issues that have to be ad- 
dressed on the deficit? But at the same time, I guess I would like 
your reaction to the notion that we will not get out of debt if we 
have over 15 million Americans out of work. 

Mr. Bernanke. Senator, you are absolutely right that a large 
part of the deficit we currently have is what economists call a “cy- 
clical deficit.” It arises because unemployment is well above a nor- 
mal level, and what we need to address is the structural compo- 
nent, the part that remains once the economy is back to a more 
normal level. 

Again, I think that we need to think of fiscal policy as a piece; 
that is, we cannot think about short run and long run separately. 
You have to think about them together. And the more credible and 
effective our plans are for addressing the long-term structural 
issues, structural deficits, the more scope we will have and more 
flexibility we will have to allow continued support for the recovery 
now that we continue to need as the economy remains in a very 
still weak and fragile condition. 

So my advice, for what it is worth, is, again, not to focus only 
on the short term but think also about the long term, that you need 
to combine those two things. You mentioned things like innovation. 
Again, as I talked about in my testimony, the composition and 
structure of Government spending and the Tax Code and so on is 
also very important. Are we doing enough for innovation? We 
spend quite a bit of money on that, but is it well directed? Is it suf- 
ficient to keep our leadership position going forward? 

So those would be the themes I would note. Long-term structural 
deficits need to be addressed, and in doing so it would help the 
short term, would give us more flexibility in the short term. And 
we need to think hard about what we are doing to promote longer- 
term growth, longer-term innovation, longer-term human capital, 
training, education, and so on that makes people able to get better 
jobs and sustain higher incomes. 

So it is a tough set of problems, and they are very much inter- 
connected. 

Senator Stabenow. Well, I very much appreciate your comments 
and share your feeling that it is about balance; it is putting in 
place the long-term plan; but also understanding that in a global 
economy — we are in transition now as a country — that it is very, 
very important that we be investing in those things, opportunity, 
education, innovation, that allow us to move forward in terms of 
growing the economy quickly. 

Before my time runs out, just one quick question to follow up on 
small businesses. We passed the small business jobs bill. We talked 
about the importance of supporting community banks. I would just 
ask you — on the one hand, we are saying to banks, “Lend more.” 
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Regulators are saying, “Don’t lend,” essentially, or “Tighten up 
things.” It is critical, I think, that the Fed and other regulators 
help banks, community banks, take full advantage of the lending 
initiatives that we placed in the small business jobs bill. And I am 
wondering what actions the Federal Reserve is doing or can do to 
help small business. 

Mr. Bernanke. Senator, as it happens, I am going to be on a 
panel sponsored by the FDIC, I think it is next week, with Sheila 
Bair and with Senator Warner. We will be talking about small 
business credit and talking about all the initiatives and things that 
the Congress has done, the Federal Reserve has done, and the 
other banking agencies have done. 

But just very briefly, we are very attuned to the need to have an 
appropriate balance. On the one hand, we do not want banks mak- 
ing bad loans. That is how we got in trouble in the first place. But 
on the other hand, creditworthy borrowers need to have access to 
credit so that they can hire and they can expand and help the econ- 
omy recover. And so we have been working very hard with the 
banks and with our examiners to try to get a balanced approach 
and I think it is beginning to pay off. There is some improvement, 
in my view, in the availability of credit and I expect to see more 
lending this year. So there is — the terms and standards have begun 
to ease a bit. So I think there is some progress on that side. 

We have also, and I will not take too much of your time, but we 
have also undertaken a series of meetings around the country, 
more than 40 meetings, where we have met with small businesses, 
lenders, examiners, local officials, trade associations, and the like, 
and tried to identify technical problems and other issues that have 
blocked access to credit and we have found some very useful things 
and we are working — we are moving forward on the things we 
learned. 

Senator Stabenow. Thank you. Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you very much. Senator Stabenow. 

Senator Cornyn is recognized for 30 seconds. No, that is not — 

Senator Cornyn. Mr. Chairman, I cannot clear my throat in 30 
seconds. 

[Laughter.] 

Chairman CONRAD. Seriously, we are doing eight-minute rounds. 

Senator Cornyn. Mr. Chairman, thank you very much for your 
service in what is, by all accounts, a very challenging job. But, of 
course, we are all volunteers here and no one is holding a gun to 
our head and making us do these jobs. We volunteer to do them 
because we think we can contribute to doing things that are in the 
best interest of the country and appreciate very much your service 
in admittedly a very challenging job. 

It strikes me that there are three events coming up which will 
really provide an opportunity for Congress and the administration 
to demonstrate its seriousness at dealing with the runaway spend- 
ing and the unsustainable debt problem that we have. One is the 
President’s budget is going to be due the first Monday in February. 
That will be, I think, one of the first indications, perhaps, of the 
President’s response to the report of the Fiscal Commission, and I 
want to congratulate all of our colleagues who participated in that 
on a bipartisan basis who I think demonstrated great courage in 
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voting for a plan, albeit one that we all can find some differences 
with. But again, the time for talk is running out and now it is time 
for action. 

So it strikes me as the first event that will provide the President 
an opportunity to respond to that in a meaningful way, to set out 
his budget for the next fiscal year, will be the first Monday in Feb- 
ruary, or I hear it may slip by a week or so. 

The second, it strikes me, is the debt ceiling vote that is going 
to be coming up, and there has been a lot of talk and speculation 
about what might happen, whether there will be some additional 
conditions that would be imposed on voting to extend the debt ceil- 
ing, which is obviously a very sensitive and important issue. 

And then it strikes me that the third sort of watershed that is 
coming up here that will demonstrate our collective seriousness of 
dealing with this, particularly from a fiscal policy standpoint, will 
be the expiration of the Continuing Resolution. 

But I want to ask you specifically about something that Senator 
Manchin alluded to briefly in terms of not just the Federal Govern- 
ment’s problems dealing with its debt, but the States and munici- 
palities. Meredith Whitney, an analyst who correctly foresaw the 
mortgage crisis in 2008, now predicts that 50 to 100 sizeable U.S. 
cities could default in 2011. She said this could cause hundreds of 
billions of dollars of municipal bond defaults and warns that, next 
to housing, this is the single most important issue in the United 
States and certainly the biggest threat to the U.S. economy. And 
I would note, obviously, many States are in deep fiscal trouble, 
also, and there is the potential — at least the potential, maybe not 
the probability at least imminently, but at least the potential — that 
we could see some defaults at the State level. 

I heard what you said about the municipal bond market not 
showing any imminent signs of crisis, but do you agree that this 
is a very serious issue that needs to be confronted? 

Mr. Bernanke. Well, I do not have a — I am sorry. Senator. I do 
not have a forecast about default risk. I think that sounds like a 
somewhat pessimistic view, but something we need to pay close at- 
tention to. Clearly, a lot of cities are under — certainly, no one can 
question they are under a lot of financial stress and it is something 
we need to pay attention to because it would have some spillover 
effects into other markets. But we do not at this point see anything 
of that magnitude happening. 

That being said, I think cities and localities will need to take 
strong measures to avoid default. Default is only, at best, a short- 
term solution for local governments because what they find is that 
it will be very difficult to get back into the market, or if they do, 
they will have to pay a higher interest rate, so it would obviously 
be very much in their interest to take the difficult measures to 
avoid default. 

So I, again, as I said earlier, while there is no question that 
there is a lot of stress at State and local governments, at this point, 
the municipal market seems to be operating fairly normally, but we 
will watch that very carefully. 

Senator Cornyn. That is fair enough. Let me sort of drill down 
a little bit, because this is a point I want to get to, in particular. 
In 2002, you gave a speech before the National Economists Club in 
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Washington and you said, quote, and I think this is a fair quote, 
tell me if it is not, quote, “The Fed has the authority to buy foreign 
government debt as well as domestic government debt.” And we 
know that under the QE2 plan that you are implementing at the 
Fed, you are buying U.S. Government bonds, but would that extend 
to State and local debt, that authority? 

Mr. Bernanke. Only in a very, very limited way. So first of all, 
we have no intention to buy foreign debt. That is really a provision 
to allow us to hold foreign exchange reserves, and we are not plan- 
ning any policy in that direction. 

Senator Cornyn. My interest, obviously, is really on the State — 

Mr. Bernanke. On the State and local, we have very limited au- 
thority there. We do have the authority to buy very short-term mu- 
nicipal debt that is within certain categories. So we have very lim- 
ited ability to buy State, local, municipal debt. And moreover, the 
Dodd-Frank legislation restricts our ability additionally not to lend 
to any insolvent borrower and not to lend to an individual bor- 
rower, but only in terms of a broad program. So we have no expec- 
tation or intention to get involved in State and local finance. I 
think to the extent that there is anyone to look at that, it would 
have to be Congress to look at that. 

Senator Cornyn. Well, I do not have to tell you how a request 
for a bailout or for a State or municipality would be received here 
in Washington. So let me ask you, under Chapter 9 of the Bank- 
ruptcy Code, a municipality could go through a bankruptcy pro- 
ceeding. But right now, there is no provision in the Bankruptcy 
Code, as I understand, for a State to go through a bankruptcy-like 
proceeding, a Chapter 11 where, of course, the secured creditors, 
the bondholders and others would maintain the highest priority, 
but there would be a procedure by which the State could ultimately 
wind its way out of this crisis situation and get back onto a more 
sound fiscal basis. 

There has been some suggestion among commentators and others 
that Congress ought to look at a procedure that would allow that 
to happen as one alternative. Would you think that that would be 
a wise or a good thing for Congress to do? 

Mr. Bernanke. I think it would be useful for Congress to look 
at the situation broadly and try to identify what potential problems 
that might be there and what lacunae there might be in the bank- 
ruptcy law, et cetera. I think it would be extraordinarily unusual 
for a State to default. It has not really happened seriously for 160 
years or so and I think we ought to focus on States meeting their 
obligations, which they do have the tools to do. And again, as I 
mentioned before, in most States, the debt and interest payments 
are the top priority and they would come in front of provision of 
services and so on. So I think we should understand the situation, 
but I am very, very hopeful and expect that we will be able to avoid 
defaults at that level. 

Senator Cornyn. And I share that hope, but if I may conclude 
on this question, what would be the consequence of a large State 
like California or Illinois defaulting on its debt? 

Mr. Bernanke. It is — 

Senator Cornyn. In terms of the national economy. 
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Mr. Bernanke. Well, it is difficult to know, frankly, because it 
has not happened for a long time. It would certainly be a — it would 
certainly create a lot of stress and volatility in the markets. There 
is no question about that. It also would mean that the State, when 
it came back into the market, would probably have to pay a much 
higher interest rate for a considerable period and therefore it would 
be, I think, very much a last resort for any State to do that. 

Senator Cornyn. Thank you very much. Thank you, Mr. Chair- 
man. 

Chairman CoNRAD. I thank the Senator. I thank the Senator for 
asking the question, because I think this is something we need to 
be paying close attention to. The Senator has raised the question 
of a series of municipalities that may be under significant stress. 
We have also been told that there are a number of States, I have 
been told as many as 20. Governor Manchin, maybe you have more 
recent information — 

Senator Manchin. I just cycled out of being Chair of the NGA 
and we were very much concerned about this, watching the fiscal 
viability of every one of the States, and everything is back to 2008 
levels, is what we were based off, and that is what you all based 
off in Congress when you set up the help that was given as far as 
the aid to the States. That all goes away by June 30. Most of our 
fiscal budgets are done June 30, 2011. 

Chairman CONRAD. And do you have a rough idea of how many 
States are — 

Senator Manchin. I think upwards more of in the high 20s, low 
30s, that could be in serious problems. We are concerned. We are 
very much concerned. 

Chairman CoNRAD. We have an analysis, by the way, underway 
on this question. This may be one of the things we would like to 
talk to you about if you have an opportunity to come up and meet 
with us in a session with all Senators. We do have an effort under- 
way based on the conversation I had with Governor Manchin ear- 
lier. 

Senator Manchin. If I could ask one question, Mr. Chairman, 
and to Mr. Bernanke, is I think what we were asking, and the Sen- 
ator from Texas was asking the same, is there any plan — I know 
it has not happened for many, many years and maybe — ^but we are 
seeing indications and concerns that we have right now, and States 
have done everything humanly possible because they have to meet 
a balanced budget every year and they have cut to the bone, if you 
will, and if the cash flow is just not there to suffice with the 
amount of services they have to give, is there any bailout or any 
other proposal that you all have or have been looking at? I think 
that is what we are saying. Is there any plan available that could 
help a State, that would prevent this from happening, from falling 
into default, or could you do that? 

Mr. Bernanke. I do not think the Federal Reserve has the au- 
thority and I do not think it would be appropriate for us to do that. 
This is something that would take place over a period of time. It 
would not happen in a day or two and there would be plenty of 
time, I think, for Congress and for the State legislature to look at 
alternative solutions. So I think this is really a political fiscal issue. 
We will watch it very carefully because it has implications for the 
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economy and for financial markets, but I do not think the Fed real- 
ly has much that we can do about it. 

Senator Manchin. Mr. Chairman, I would recommend that 
maybe as a committee what we should do is check with the NGA. 
They will give you a complete status of what they see in real crisis. 

Chairman CONRAD. I think we had better think about how we 
get input on this. The more we look, and Senator Cornyn has 
brought to our attention here what we had heard earlier as a result 
of the information you shared with us, this is something that is out 
there on the horizon that we need to pay very close attention to. 

Senator Merkley, we apologize to you because we interceded on 
your time. We will give you an additional minute and you are rec- 
ognized. 

Senator Merkley. Thank you very much, Mr. Chair, and I will 
use a few seconds of that to say that. Senator Sessions, I am happy 
to hear that you are willing to wear Senator Wyden’s tie if Oregon 
wins. I have a pin right here that maybe you would be willing to 
wear this pin after Oregon wins for a couple of days. 

Senator Sessions. I would be glad to, although I am not going 
to lose any sleep over that prospect. 

[Laughter.] 

Senator Merkley. Will you be out there on Saturday? 

Senator Sessions. Having an Auburn team going to Tuscaloosa 
and come out victorious, I am a little confident. But actually, it is 
exciting. It is so much fun and people are so excited. I am sure they 
are in Oregon. It is just one of the great things about America, that 
people can pick out something other than politics — 

Senator Merkley. Absolutely. 

Senator Sessions. — and have some fun with. 

Senator Merkley. A little bit of an antidote. 

Well, let me turn to the business at hand, and thank you very 
much for your testimony, Mr. Chairman. I wanted to start by ask- 
ing a little bit around the QE2 policy. As I understand it, you could 
summarize it by saying that in buying these bonds, you are inject- 
ing more money into the economy. Doing so reduces the interest 
that would be borne on those bonds, which encourages people to 
maybe hold less of those bonds and invest more in either corporate 
bonds or perhaps stocks, if there was a substitution effect, to invest 
in American business. So that is kind of one category. 

Another category would be that in doing this, one also creates 
more pressure in terms of those economies such as China’s which 
are using a pegged exchange rate with the United States to try to 
reduce the impact of China’s currency manipulation on our ability 
to sell our products abroad. 

Do you see both of those as key components of this policy, or is 
one more important than the other, or could you just help us get 
our hands around those two pieces? 

Mr. Bernanke. Senator, first, I want to say the Federal Reserve 
is neutral on the Auburn-Oregon issue. 

[Laughter.] 

Senator Merkley. I am disappointed to hear that, because there 
are two Senators from Oregon here and only one from Alabama, 
so — 

[Laughter.] 
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Mr. Bernanke. Senator, your first part of your description, I 
think, was very accurate. I mean, we are trying to ease financial 
conditions to stimulate more economic activity. You know, de facto, 
this policy has been in effect really since August, because we, in 
August, we began to reinvest our securities and I began to talk 
about this in public and the markets began to anticipate these ac- 
tions. And we have seen since August significant improvements in 
stock prices, in spreads and volatility, in a variety of areas, and I 
think we are having some positive benefits on financial conditions 
and are contributing to a better outlook for the economy. 

It is not our intention to do anything in particular on the inter- 
national front. Our objectives are focused entirely on the U.S. econ- 
omy, which is what our mandate tells us to do. It is true that to 
the extent that China or other countries undervalue their exchange 
rate or maintain a fixed exchange rate, that they import U.S. mon- 
etary policy. U.S. monetary policy, in my view, which is quite ac- 
commodative, is appropriate for the United States. It is not particu- 
larly appropriate for China, given how quickly they are growing. In 
fact, they are dealing with some inflation issues now. So, in fact, 
it is forcing them to take some actions. Letting their exchange rate 
appreciate somewhat would be helpful for them in this context be- 
cause it would reduce the inflation pressures that they are other- 
wise going to experience. But that is not the key objective of the 
policy. The policy’s objective is to try to meet our price stability and 
employment goals. 

Senator Merkley. No, I understand that, but the employment 
goals also are impacted by the ability of us to sell our products 
overseas, so there is kind of a complete picture that comes to play 
in that. 

And in that regard, let me turn then to manufacturing, because 
one of the challenges certainly for American products, making them 
here and selling them abroad, is the difference in labor rates. But 
there has also been the argument that in our trade agreements, we 
sometimes end up in a situation where foreign producers seem to 
have full access to the American economy while, both through cur- 
rency manipulation and through non-tariff barriers, American 
products do not seem to be able to get into the foreign markets as 
easily, and that that differential has undermined manufacturing in 
America. 

There has also been a related conversation that I just wanted to 
lay it out because I see it starting to appear here and there, and 
that is that one of the reasons we seem to be coming out on the 
short end of these trade agreements is because we also go into 
these negotiations with other goals that are not necessarily eco- 
nomic goals, that is, goals related to access, military access, finding 
a key ally to say, as we did within the markets in China when we 
were involved in the wrestling with the Soviet Union, that we take 
non-economic goals into these agreements. 

So I thought I would just see if you would like to comment a lit- 
tle bit on these challenges in terms of our ability to maintain a 
manufacturing base and some of the interrelated issues regarding 
trade negotiations. 

Mr. Bernanke. Senator, of course, we remain an important man- 
ufacturing power. I think we still have the largest manufacturing 
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sector in the world. Employment has been declining very sharply 
because of productivity gains. But you are also correct, I think, that 
trade and currency issues are an important factor. 

On the currency side, I have been very clear that I believe that 
the policy of China and other emerging markets to undervalue 
their currencies is counterproductive both for those countries and 
also for international imbalances and for global trade flows and I 
hope that we can continue to work with China and those other 
countries to create a more flexible exchange rate regime. I think 
that is very important. 

I am not deeply conversant with the details of trade negotiations. 
I think every country has multiple objectives when they engage in 
these negotiations, but I hope that we will be aggressive in pur- 
suing WTO remedies, et cetera, as needed to eliminate trade bar- 
riers, both tariff and non- tariff barriers, and I am very supportive, 
like most economists, of free trade agreements which work both 
ways, that allow both exports as well as imports to flow freely. 

Senator Merkley. Thank you. Let me turn to another issue, 
which is the ongoing impact of the high level of foreclosures on 
housing prices in America. We have had an ongoing rate, and I 
think it is projected through the balance of this year, of about 
300,000 foreclosure filings a month. Not all of those will result in 
foreclosures, but many will. We still seem to be driving down the 
value of homes, which results in more families underwater, more 
families that are in a situation they certainly cannot borrow 
against the value of their house since the house is worth less than 
they owe. 

How does this — and I will just note that our effort to intervene, 
which was highly debated two years ago when I first came here to 
the Senate, a decision to invest $50 to $100 billion to assist Or- 
egon — not Oregon, but Oregon and the United States home- 
owners — as a result of an expenditure over these two years of less 
than a billion dollars — I think last I checked it was about $500 mil- 
lion. So our intervention has been modest, at most. This remains 
both a huge factor affecting the quality of life for families and their 
ability to look positively on the future. How does this play into our 
monetary policy or interrelate in ways that we should understand 
better? 

Mr. Bernanke. Well, you said it very well. Foreclosures continue 
to be very high. There have been sincere government efforts to try 
to address the problem, but they run into lots of bureaucratic and 
other difficulties, as well as the fact that in a weak economy with 
lots of unemployment, there are a lot of folks for whom there really 
is no solution or good alternative, given that income has been lost 
through job loss. 

This is an important consequence — has important consequences 
for the macro situation, as I alluded to in my testimony. The high 
levels of vacancies, homes that are not only empty but are, in fact, 
reducing the value of the neighboring homes around them are driv- 
ing down prices, which is affecting household wealth, which is af- 
fecting consumer spending and confidence. It is affecting the whole 
residential industry. Construction is very, very weak because with 
prices so low, new construction cannot recover its costs. It has some 
implications for the quality of mortgage assets and therefore for 



52 


our financial system. In our reviews of bank capital positions, we 
are doing stress test scenarios and one of the main stressors is 
what happens if house prices were to fall five or ten or 15 percent 
more and how would that affect their mortgage portfolios and their 
capital. 

So in a number of different directions over and above how it is 
affecting the individual families, at the community level and at the 
broad economic level, it is a very serious problem and it is one of 
the reasons that the recovery, along with the problems in credit 
markets, one of the reasons that the recovery is not as robust as 
it normally would be, given how deep the recession was. 

Senator Merkley. My time has expired. I do have another ques- 
tion, if it is appropriate. 

Chairman CONRAD. Given the fact we intruded on your time, go 
ahead. 

Senator Merkley. Thank you. Well, one of the interesting devel- 
opments is that families started saving a substantial amount, rec- 
ognizing that they needed to prepare for the possibility of the loss 
of a job or the drop in value of their home and so on and so forth, 
which, of course, on the spending side that throws a wrench into 
the economy. But one thing that I have heard reference to, but I 
am not sure if it is right, is that the amount of consumer debt has 
decreased by more than the amount the national debt has in- 
creased. That is, if you take the family debt and the national debt 
together, our total indebtedness has dropped. Is that accurate, and 
how does that play into the macroeconomic picture in terms of the 
impact of our national debt? 

Mr. Bernanke. That is correct, and one way to see that is that 
our current account deficit, which is our foreign borrowing, has 
gone down, meaning that our total need for borrowing, public and 
private, is lower than it was before the crisis. That is the opposite 
side of saying that the aggregate demand, that total spending is in- 
sufficient to bring the economy to full employment. So what you 
say is exactly right and it, again, is consistent with the need for 
continued, at least speaking from the Federal Reserve’s perspec- 
tive, continued accommodative monetary policy to help support the 
economy’s recovery. 

Senator Merkley. Thank you. 

Chairman CoNRAD. I thank the Senator. 

We will go to a second round, and I think maybe what we will 
do is reduce this to four minutes so we do not impose too much on 
the Chairman’s time. 

Let me just say, I haveten an initial report now on the States’ 
situation and I have asked Senator Manchin, as former head of the 
National Governors Association, to get us the latest information 
that is available from that source. Here is what I have in an initial 
review since our conversation on the floor, I think it was last week. 
Governor Manchin, maybe a week ago or so. 

In looking at what has happened since enacting their 2011 budg- 
ets, 15 States had new budget gaps open by late November totaling 
$27 billion. Nearly the entire gap is accounted for by five States: 
Illinois, half of it, roughly half; Arizona, about ten percent; Wash- 
ington, seven percent; California, roughly seven percent; Texas, five 
percent. Those are the new gaps that opened up in 2011 after they 
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collectively had closed $84 billion of gaps in working on their 2011 
budgets. 

What is, I think, a serious matter is looking at the 

2012 budget gaps. NCSL’s survey, the National Committee on 
State Legislatures, projected a gap of roughly $97 billion 

in 2012. The Committee on Budget and Policy Priorities reports 
that gap currently stands at $113 billion and is expected to grow 
to $140 billion once all the States have updated forecasts. So we 
are talking about a significant problem here with some 35 States 
projecting gaps in 2012. Only 11 States reporting no budget gaps 
for 2012. I must say, proudly, my State has no budget gap. I think 
Governor Manchin left his State in very good shape. I do not think 
they face a budget gap. 

But that — now, looking back in 2011, they closed $84 billion of 
budget gaps, so clearly there is capacity there to do significant 
budget gap closing looking at 2012. But, I mean, $140 billion is a 
big number, certainly for those individual States, and I think it 
is — you know, you look at Illinois, for example. They are talking 
about a 2012 budget gap of $15 billion, which represents 50 percent 
of their budget. That is a whopper. 

And I do think we need to be prepared with a plan in case we 
are approached by one or more States, because clearly, the problem 
is concentrated in a handful of States. As I indicated, five States 
were the significant majority of the 2011 gaps — Illinois, Arizona, 
Washington, California, and Texas. We have to be ready with a 
plan if we are approached with respect to requests from any or all 
of those States, and I understand fully that is not in your domain, 
but I think we can reasonably anticipate that we may have re- 
quests made to us. I can tell you, I do not think Congress, the 
House or the Senate, are going to be very interested in bailouts to 
States. 

Senator Manchin. Mr. Chairman? 

Chairman CoNRAD. Senator Manchin? 

Senator Manchin. If I may, just in open discussion here, the 
States are going to be in a situation where they are going to have 
to have the flexibility to refinance to put their financial houses in 
order. Everybody bet on the come, if we will. They worked off of 
2008 levels, the amount of stimulus that helped them get through 
a difficult time, and we thought the economy would pick up and it 
has not. They are still left short, if you will, and they are making 
some really draconian cuts and they are all making that effort. 

But with that, our know, our ability — our bond ceilings that we 
have that we as States were able to go out to the market with, 
there might be some creative financing that is needed to be done 
here and we are going to need all the help we can get. Can they 
raise those ceilings to see if there is a market so they can refinance 
zero percent bonds, to go out and find out if they can create value 
within their States. I do not think the appetite is here in Congress 
to just say, okay, here is more money to help you. Can we help you 
help yourself? Can we give you some flexibility? Are there some re- 
strictions and regulations that we can ease up on? 

I think that is what would be most appreciative, and I think we 
should be looking at it now because it is not if it is going to hap- 
pen, it is when they are going to need our assistance and help. 
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Chairman CONRAD. Well, I think you make a very good point, 
and I think since our previous conversation, I immediately asked 
people to go out and do this survey and I think it is something this 
committee is going to have to be prepared with an answer. And 
what you are saying, I think, makes eminent good sense. That is, 
maybe there are ways to help with creative financing. I do not 
think there is going to be much appetite here to send truckloads 
of money to States. 

I have about used my time on this four-minute round. Others? 
Senator Sessions, would you like an additional round? 

Senator Sessions. I would, Mr. Chairman, and there is so much 
to ask. Chairman Bernanke, I will submit written questions to you. 

With regard to the State situation, the States are sovereign. 
They have issued their own debt, and the people who loan money 
to States need to know their likelihood of being repaid is based on 
the financial condition of that State. And there is a moral erosion 
of a significant nature when we undertake to start bailing out 
more. I just think this whole bailout mentality has far more rami- 
fications than a lot of us think and a lot of people have indicated. 

I understand what you are saying, Mr. Bernanke, and that 
States need to get their house in order. They should not expect low- 
interest loans from the Fed if they get in trouble. Is that correct? 

Mr. Bernanke. They should not expect loans from the Fed, and 
I think the numbers that the Chairman referred to are prospective 
gaps obviously. They are a measure of how much spending cuts or 
tax increases are going to be needed to achieve balance. It is going 
to be difficult, but on the other hand, there is some improvement 
in the economy, and tax revenues actually have picked up some. So 
it is a difficult situation, but I hope the States will be able to ad- 
dress it. 

Senator Sessions. But I have just got to tell you, places like 
California have been living beyond their means for a very long 
time, even when the economy was in good shape. Our State is very 
frugal. We try to operate a good State, and I think I am not in- 
clined to ask my constituents to rescue someone who has been im- 
provident. 

I will note what Mr. Christie is doing in New Jersey: the agri- 
culture department, reduced 24 percent; banking, 12 percent; com- 
munity affairs, reduced 35 percent; education, down to 8 percent; 
human services, 4 percent; law and public safety, 7 percent; roads, 
3 percent. 

Now, I suggest New Jersey is not going to sink into the ocean. 
It is still going to be there. And this idea that cuts — and even this 
deficit commission, bless your heart, I hope I would have been will- 
ing to support the Commission’s recommendations. It is about as 
good as anything we have seen. But it does not call for anything 
like a reduction in Federal spending like this. It actually does not 
call for any, really, in discretionary accounts of a significant 
amount. So we can do better, and the American people are telling 
us this. 

Mr. Bernanke, I have criticized some of you folks, including 
President Bush and Mr. Greenspan. I do not think you realize the 
political world we live in, the real world we live in. You think, well, 
we can — in 2001, when we needed to stimulate the economy and 
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run a deficit, well, we have had a surplus for a few years, we can 
just ask the Congress to spend money, and then when they get to 
a certain point, we can tell Congress to stop. But those of us who 
committed and were elected to try to balance the budget and par- 
ticipated in tough votes to balance the budget really had our legs 
chopped off. We were not able then to warn against spending. Even 
the Republicans, some of them, and the Fed seemed to be saying 
deficits do not matter. And now, see how hard it is to turn off the 
spigot? I think the same thing — maybe you and the Fed can turn 
off the spigot just like that within your power. But for us politically 
it is not easy. So we have to get a consensus. 

I think the American people have a sense right now — don’t you, 
Mr. Chairman? — that they want us to do something now. And I 
want to ask you, are you telling us that you think it is premature 
to start reducing some of our spending levels and some of the Gov- 
ernment accounts because it might hurt the economy? The Brits do 
not seem to think so. In a similar situation to our, they are cutting 
now. 

Mr. Bernanke. What I said. Senator, was that it is a long-run 
issue. It has to do with — you know, the problems are not just this 
year or next year. The problems go out decades. And I think it is 
not too soon to have a strong set of measures that will bring down 
deficits over time so that we have at some point a stabilizing and 
then declining debt-to-GDP ratio. 

So I think action is needed, but I think you are not going to solve 
the problem by just making cuts for this year’s budget. You need 
to think about the whole future path and all the obligations both 
implicit — I mean, the Chairman talked about the debt held by the 
public and the gross debt and so on. All those debt numbers do not 
include the unfunded obligations that we have for entitlements, for 
example. So the true debt is probably 3 or 4 times bigger than 
what the Chairman is talking about. 

So we need to address that, but what I am saying is that we 
want to take — we should take a long-run perspective, and that is 
really what the markets are looking at, and that is what economic 
stability requires. 

Senator Sessions. Fair enough. I do believe we have an oppor- 
tunity to limit waste and spending right now, and it would not 
damage the economy, and in the long run we need to work together 
to try to figure out how to create confidence that our economy is 
under control and our spending is under control. 

Chairman CoNRAD. Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. 

Chairman Bernanke, I want to ask about China in a different 
way. I also chair the Senate Finance Subcommittee on Trade and 
Competitiveness, and I want to take you through what I think is 
going on with China and get your reactions in the American econ- 
omy and particularly the cause of creating more good-paying jobs. 

A decade ago, when China was admitted to the World Trade Or- 
ganization, in effect there was a commitment made to marketplace 
principles. That was essentially what their entry to the World 
Trade Organization was all about. 

In the last 6 months — and, frankly, we have seen this over a con- 
siderable period of time — it seems to me we have seen considerable 
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backsliding in China with respect to these marketplace principles, 
and two areas I have been especially concerned about most recently 
are rare earth minerals, which are so important for American man- 
ufacturing, green goods and others, where the Chinese in effect are 
saying, look, we are going to keep our rare earth minerals here; 
and if people in the United States want manufacturing, they got 
to come there. And we are also seeing it in what amounts to dis- 
crimination against American digital goods and services, which is 
another important area of good-paying jobs for our country. 

My question to you is: What is your sense about the implications 
of China backsliding on these marketplace principles that they in 
effect committed to? And I will tell you, just in my view, they are 
violating World Trade Organization principles in those two areas, 
the question of rare earth minerals and digital goods. What are the 
implications of what they are doing there? And what is an appro- 
priate role that our Government ought to be taking? 

Mr. Bernanke. Well, the WTO agreements have specific rules 
and procedures, and we have actually brought some actions under 
WTO, and I believe we won a couple of them. So within the rules 
that China has agreed to, the WTO process looks like it has been 
working. But I am not so sure that I would agree that China is 
backsliding. I mean, there have been issues all along with intellec- 
tual property and government procurement and a wide variety of — 
you know, access to — 

Senator Wyden. Well, those are two areas most recently, and 
they are very important to the American economy. Rare earth min- 
erals and digital goods, this is a pretty new phenomenon. This is 
the last 6 months, and that is why I am talking about the implica- 
tions for the economy. 

Mr. Bernanke. Well, on rare earth minerals, you know, I agree 
that that is a strategic input. I do not believe the United States has 
any current capacity or has very little capacity in that area, so we 
might want to consider some strategic investments in that area. 
But this is just a number — there are a number of areas, and the 
Chinese would raise issues with us as well about exports and so 
on, the technological exports and so on, where I think ongoing en- 
gagement is really going to be important. And, of course, the Presi- 
dent of China is going to be here in a few days, and I hope that 
will he an opportunity for high-level discussions. But this is part 
of the ongoing process we have had with China for a while, which 
is to try to hold both sides to trade and investment obligations, and 
it has been a struggle in many cases. I am not disagreeing with 
you. 

Senator Wyden. Well, I thank you. I clearly come to these trade 
issues looking for ways to open markets. That is why I think that 
we are at such a critical time. And I have voted for every market- 
opening agreement since I have been in public life. But I also think 
it is important to adhere to principles that ensure that in a global 
marketplace everybody has an opportunity to make markets work. 
And I think we are seeing in a number of areas considerable back- 
sliding from the Chinese, and I look forward to following up with 
you on this as well, because we cannot meet our target of doubling 
exports, as we have set out to do in this country, and substantially 
lowering the unemployment rate as our constituents are demand- 
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ing unless we have an opportunity around the world to have fair 
access to markets. And I think in a growing number of areas, that 
has not been the case. 

I look forward to working with you in the days ahead, and I 
thank you for your appearance today. 

Mr. Bernanke. Thank you. Senator. 

Senator Wyden. Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. 

Senator Manchin. 

Senator Manchin. Just to follow up very quickly on that, in the 
State of West Virginia we have been blessed with some of the high- 
est quality coking coal in the world, and I brought this to the atten- 
tion of people in higher places, that we are concerned about most 
of our assets are being purchased by foreign countries. We still 
have the good fortune of our miners working and we are mining 
the coal and the severance tax the State receives. But as the Sen- 
ator just mentioned, most of this product is leaving this country. 
That is the ingredients of making the steel that is needed that 
builds industry, if you will. And I do not know if we know the crit- 
ical juncture we are at, but I can tell you, we can see it every day, 
the outside interests and the amount of money they are paying for 
these reserves. 

With that being said — I know this has been talked about — I am 
the new kid, if you will, in town — the TARP, the whole bailout of 
the banking system. It is still in my area as far as in West Vir- 
ginia, we are very much concerned that small businesses do not 
have access to capital, are having a hard time acquiring it. Individ- 
uals, if you will, commercial developers, the building industry. The 
thing that is really lacking and throwing us back right now is the 
access to capital. And we have heard it, you know, we bailed out 
Wall Street but not Main Street. 

When do we see relief or what do you think needs to be done, 
sir, for us to opening up the banking industry so it can start tak- 
ing, if you will, some calculated risk and putting money back in the 
market? 

Mr. Bernanke. Well, just on the narrow question of TARP, of 
course, capital went out to smaller firms as well as larger firms, 
and Congress just recently passed the small business plan that has 
non-TARP capital going to small banks that are willing to make 
loans to small businesses. So some of this money has gone to small 
firms as well as large firms. 

It is a tough problem because you have small businesses who 
were used to somewhat easier conditions before the crisis. Terms 
and lending conditions have tightened up to some extent for under- 
standable reasons given what happened during the crisis and given 
the losses that banks took. 

It is also a situation where the economy has been weak and 
where the value of collateral, the value of stores or factories, et 
cetera, has come down, which makes it more difficult to borrow as 
well. So there are some fundamental reasons why credit is harder 
to come by. 

That being said, I think there is a tendency to overreact. There 
is a tendency after a crisis or in a weak period to tighten too much, 
to swing too far, the pendulum to swing too far, and — 
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Senator Manchin. Do you think that has been done? 

Mr. Bernanke. I think in some cases that has been the case, and 
that as I have said, the Federal Reserve, we understand — we have 
a responsibility to keep banks safe and sound as best we can. On 
the other hand, we also have considerable interest in having the 
economy grow. And so we have been — and I would be happy to give 
you much more detail at a more convenient time and send you a 
letter or meet with you personally, however you would like to do 
it. But we have taken a lot of actions to try to create a better bal- 
ance for banks to make sure that they can make good loans; that 
if they are following safe and sound procedures that we will not 
criticize them for making a loan to a small business or even a busi- 
ness where the collateral value has declined. So we are very sym- 
pathetic to what you are saying, and we have been working hard, 
and I do think that there is some progress. I think there is some 
improvement. And as the economy expands and as credit needs go 
up, I think we are going to see more lending take place. 

But we are very much aware of this issue, and we are reaching 
out to small businesses, we are reaching out to banks. And if you 
have any suggestions or you have — if anyone would like — we have 
an ombudsman who will be happy to take any complaints or con- 
cerns. We do want to be responsive on this issue. 

Senator Manchin. I will do that. I will bring specifics, if I may, 
and maybe you can give us some help. 

Mr. Bernanke. Of course. 

Senator Manchin. Thank you. 

Chairman CoNRAD. Senator Merkley. 

Senator Merkley. Thank you, Mr. Chair, and I appreciated the 
reference, Mr. Chairman, to the Small Business Lending Fund, 
which was a proposal that I developed in response to a problem we 
saw in community banks in Oregon where they were noting that 
because of the FDIC requirements on leverage being firmly applied, 
healthy community banks were unable to lend. We do not yet know 
the results of that program, but it was one way to try to get funds 
into Main Street banks so that they could assist Main Street busi- 
nesses. And in addition to banks that did no have the capitalization 
to make additional loans, we have banks that are not only healthy 
but do have funds but are kind of sitting on them waiting to see 
what happens with the economy. And so we look forward to con- 
tinuing to brainstorm some of the ways we can get liquidity in the 
hands of small businesses, because if they cannot borrow money, 
they cannot seize business opportunities. And they are a job ma- 
chine that we have to put fully to work, and finding the right way 
to do that is very important. 

I wanted to turn back to housing. Oregon produces a lot of lum- 
ber, and many other States produce lots of products that are not 
being consumed when the housing market is down. There are a se- 
ries of ideas that are still being talked about. Again, a $50 to $100 
billion promise has turned into less than $1 billion of spending to 
assist homeowners. One of those concepts is to do a national short 
sale program in which families who have passed an economic dis- 
tress test or filter, if their home is being sold at a far lower value 
after being foreclosed on or shortly before being foreclosed on, that 
the family itself might have a chance to buy it back using lending 
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that is fully underwritten based on their ability to pay, but maybe 
not the complete traditional FICO score structure. 

A second approach being talked about is downpayment grants to 
help first-time homebuyers. Of course, we have experimented with 
this program, but to help absorb that inventory of foreclosed 
homes, so that instead of having an empty home on the block, you 
have a family that is in that home, and to help arrest the down- 
ward direction of house pricing. 

A third is another examination of bankruptcy reform as a way 
to kind of adjudicate the issues involved in homeownership where 
every other contract can be adjudicated by a bankruptcy judge, a 
home contract cannot be. And with appropriate protocols that we 
have been alerted to in terms of being backward-looking not for- 
ward-looking, great concern to the banking community. 

So as we look at this national housing challenge, which I think 
you echoed the concern that it is a major factor in our economy get- 
ting back on track, if these are not the right ideas, what are the 
right ideas? What more can we do here in Congress to take on one 
of the really big domestic issues affecting the quality of life for fam- 
ilies and the strength of our economy? 

Mr. Bernanke. Well, I am afraid there are no simple solutions, 
as you might imagine, and the ones you mention are all interesting 
ones, and let me just offer in general that we would be happy to 
work — staff would be happy to work with you on the details of any 
of these ideas. If you would like to take us up on that, we would 
be more than happy to work with you. 

The short sale idea has been around. I think it is fairly similar 
to the idea of just having a principal reduction in the mortgage, 
which is something that is now — which the Federal Reserve actu- 
ally advocated for a number of years, which I have talked about in 
speeches for some time as being a way of creating greater incen- 
tives for the homeowner to want to stay in the home. That is a pro- 
gram that is now currently in place, building on a program that 
was passed a couple years ago. I do not know how far along that 
hasten, but that is one approach. 

Senator Merkley. Not very far. 

Mr. Bernanke. Not very fair. I think — 

Senator Merkley. And there is an important — I will just inter- 
ject here on this. The challenge on the principal reduction is that 
as long as the family looks anywhere near viable, financial institu- 
tions are very, very reluctant to write down the principal. The idea 
of the short sale is at the point that a bank or a mortgage holder 
has concluded that the family is going to go under and the home 
is going to have to be resold, at that point there is no longer kind 
of this competition between writing down an existing loan on the 
books because the loan is going to be — the house is going to be fore- 
closed on, the loan is going to be gone anyway. So that is why the 
conversation has migrated in that direction. 

Mr. Bernanke. Well, again, economists at the Board and around 
the Federal Reserve System have been working on various plans, 
schemes to try to address this problem, and I would be more than 
happy to work with you in more detail on these issues. But getting 
the principal down through some mechanism is obviously one ap- 
proach. 
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On the downpayment assistance, I think you would want to de- 
sign it in a way so that — one of the concerns that we had about 
the homeowners — the tax credit was that it created a temporary 
bump but did not seem to have a permanent impact on the housing 
sector. So you would want to do something that did not just shift 
purchases in time a little bit, but actually created a more sustain- 
able demand for housing. And that is another difficult problem. 

But, you know, I have been — I am a member of the committee 
that oversees the TARP, and so we have been getting regular pres- 
entations from the Treasury on the various programs, and to their 
credit, you know, they have gone beyond their initial HAMP pro- 
gram to look at a number of different experimental approaches, 
giving States money to apply to their own strategies. So there are 
a lot of ideas out there and a lot of things that are being experi- 
mented with, but clearly, particularly in a world where unemploy- 
ment is 10 percent and long-term unemployment is 44 percent of 
that unemployment, there are situations where it is very difficult 
to find a solution. 

Senator Merkley. My time has expired, but can I follow up on 
one piece of this? 

Chairman CoNRAD. If it is brief, because we have made a com- 
mitment here that the Chairman would get out of here by noon and 
we are little past that now. 

Senator Merkley. Okay. The concept of a permanent downpay- 
ment grant at a lower level for first-time homebuyers addresses 
that issue you were talking about of just shifting demand forward, 
but it also addresses something more fundamental, which is our 
primary mechanism of reducing the cost of homes for families, is 
the home mortgage interest deduction. But that kicks in primarily 
when you buy a larger house and you are in a higher tax bracket. 
So the vast bulk of the subsidy goes to the families who need it the 
least in terms of actually becoming homeowners. And so the idea 
of a downpayment grant — and it should be in addition to. I am not 
taking anything away from the concept of interest deduction on 
your home. But the idea is that now you have a working family of 
modest means that is buying a very modest house, and we are 
helping them become homeowners, in which they would hardly 
benefit at all from the mortgage interest deduction. And so it 
serves as kind of a fairness factor because we should help working 
families buy homes as well as help successful families buy large 
homes, and yet also help absorb this inventory of empty homes. So 
that is kind of the broader, fuller picture of it. 

Mr. Bernanke. The Commission that the Chairman was on 
talked a lot about the interest deduction and lots of, I think, inter- 
esting ways to think about whether that could be made more pro- 
ductive, more constructive. 

Senator Merkley. I will mention I am not addressing the inter- 
est — 

Mr. Bernanke. No, no. I understand. But it raises the point that 
some people it does not really help very much. If you do not 
itemize, for example, you do not get the interest deduction. 

Senator Merkley. Thank you. 

Chairman CoNRAD. I thank the Senator. 
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One final question that we have been asked, and that is, with 
the substantial expansion of the balance sheet by the Federal Re- 
serve to make sure the flow of credit continued during this down- 
turn, can you anticipate now what percentage of that expansion 
would be realized as losses? I have been told that it is very small. 
Can you give us some sense of that? 

Mr. Bernanke. Well, first, as I mentioned in my testimony, this 
is not deficit spending. We are buying assets which we will either 
sell back to the market or allow to run off. Currently we are in a 
profit position. Our cost of funds is very low, so the interest that 
we are receiving we are remitting back to the Treasury. I got a new 
number this morning. For 2009 and 2010, we remitted back to the 
Treasury $125 billion from this program, which is much higher 
than our normal. 

Should it be the case that short-term interest rates rise, which, 
of course, could happen if the economy recovers and we need to 
normalize monetary policy, then those remittances could go down. 
But currently we are in a — you know, this is at this point a profit- 
able program from the perspective of the Federal deficit. 

Chairman CONRAD. And is it your forecast at this point that you 
will then not experience losses on this extension of credit that was 
made during the downturn? 

Mr. Bernanke. As a practical matter, what matters is not losses, 
because those are paper losses. What matters is the amount of 
funds, remittances we send back to the Treasury. Under most sce- 
narios, because our cost of funding is so low, we will continue to 
remit back to the Treasury significant amounts of money. Under a 
scenario in which short-term interest rates rise very significantly, 
it is possible that there might come a period where we do not remit 
anything to the Treasury for a couple of years. That would be, I 
think, the worst-case scenario. But even in that case, we would 
have offsetting that both the early payments, which are above nor- 
mal, and the fact that to the extent that this is a successful policy, 
it will strengthen the economy and increase tax revenues. 

So I think from a purely fiscal point of view, I think this is most 
likely to be beneficial, not harmful, to the Government’s financial 
position. 

Chairman CoNRAD. The reason I asked the question and phrased 
it like I did is because in common parlance there has been a great 
concern that what the Federal Reserve did was going to result in 
large losses to taxpayers or there was the potential for that. And 
you do not see that. 

Mr. Bernanke. I do not see that as likely, and our record so far 
not only in this program but in all of the lending and other special 
credit programs we have done, you know, has been very positive 
from a perspective of returns to the Treasury. 

Senator Sessions. With regard to quantitative easing on the 
Federal purchases, that money that you pay back is money that 
came from the Treasury. Is that right? It is the interest — 

Mr. Bernanke. Well, yes, but it is, of course — another way of 
looking at it is that it is interest that the Treasury did not have 
to pay to the Chinese. 
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Senator Sessions. I am aware of that, but it is a zero sum game 
I guess in that sense. And you believe it is helpful to the economy. 
I understand that. 

Mr. Bernanke. That is the main point. 

Senator Sessions. That is the main point of it. 

On “60 Minutes” a couple years ago, you made reference to this 
is the equivalent of printing money. Was that when the Fed buys — 
is quantitative easing the purchase of Treasury bills, is that what 
you meant when you said printing money? 

Mr. Bernanke. So I was actually talking about a somewhat dif- 
ferent issue at that point. So let me try to explain what really hap- 
pens. What happens is that when we buy securities, the money 
finds its way into the banking system and shows up as reserves 
that the banks hold with the Fed. So currently banks are holding 
a large amount of reserves with the Fed which will have to at some 
point be unwound as we exit from this program. However, I think 
there are some folks out there who think that we are literally 
printing money and putting it in circulation. That is absolutely not 
happening. 

Senator Sessions. But it does have a tendency, does it not, to in- 
crease the circulation of dollars, which, like more apples in the 
marketplace, makes the apple less valuable? Or does it not? 

Mr. Bernanke. The amount of currency and money in circulation 
has not really been affected by this program. Very slightly. And, in 
fact, money growth over the last year or so, 2 years, has been below 
normal. So it is not a situation where the Fed is dumping money 
into the economy. That is not what is happening. 

Senator Sessions. Thank you. 

Chairman CONRAD. Thank you. Thank you very much for your 
appearance. Thank you for your forthright testimony here, and we 
look forward to having you up for a meeting with the members as 
we try to craft a fiscal policy to get us back on track. 

Mr. Bernanke. I look forward to it. Thank you, sir. 

[Whereupon, at 12:09 p.m., the Committee was adjourned.] 
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Questions for The Honorable Ben Bernanke. Chairman. Board of Governors of the Federal 
Reserve System, from Senator Nelson: 

1. The Federal Reserve Board of Governors and the Federal Open Market Committee are 
mandated by the Congress to use their authority over monetary policy to promote the goals 
of maximum employment, stable prices, and moderate long-term interest rates. Some 
influential Members of Congress have recently indicated their desire to change the Federal 
Reserve’s statutory objective to focus solely on maintaining stable prices. In your view, 
what is the appropriate mandate for the Federal Reserve? 

Since 1978, the Federal Reserve’s statutory mandate for monetary policy has been to promote 
maximum employment, stable prices, and moderate long-term interest rates. Achieving the first 
two of these objectives would be expected to lead to success on the third as well, so this mandate 
is often referred to as the "dual mandate." I believe that this mandate is appropriate, and the 
Federal Reserve is not seeking a change to its statutory mandate. Of course, we would honor any 
change that the Congress made. However, it is worth noting that a flexible inflation objective of 
the sort that is common around the world would not necessarily have led to policy decisions that 
differed appreciably from those that we made in recent quarters. For example, our decision last 
fall to provide additional accommodation through further purchases of longer-term Treasury 
securities reflected the Committee’s judgment that unemployment was above and inflation 
somewhat below the levels that it thought were consistent with its dual mandate. A central bank 
that had only a price stability objective might well have looked at the low and declining level of 
inflation and judged that additional policy accommodation was appropriate to return inflation to 
target and to limit the risk of deflation. Moreover, with considerable slack in resource markets, 
such policymakers would likely have seen considerable scope for policy easing without running 
the risk of inflation rising above their objective. 

2. Going forward, assuming Congress has the opportunity to revisit and amend the Dodd- 
Frank Wall Street Reform and Consumer Protection Act, what improvements, if any, 
would you like to see? 

The Board has made considerable progress in carrying out its assigned responsibilities under the 
Act. As we continue to work through om rulemaking and other implementation projects, we will 
communicate challenges, including technical or substantive errors we encounter in the 
legislation, to you in response to this inquiry. 

3. What are the key criteria you will use to determine whether the $600 billion asset 
purchase program announced in November has been a success? Alternatively, what 
indicators would suggest to you that the program has been a failure? 

Although large-scale purchases of longer-term securities are a different monetary policy tool 
than the more familiar approach of targeting the federal funds rate, the two types of policies 
affect the economy in similar ways. Conventional monetary policy easing works by reducing 
short-term interest rates and also by lowering market expectations for the future path of 
short-term interest rates, which in turn reduces the current level of longer-term interest rates and 
contributes to an easing in broader financial conditions. These changes not only reduce 
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businesses’ and households’ bonowing costs, they also lower the rates at which investors 
discount future cash flows and thus tend to raise asset prices. Lower borrowing costs and higher 
asset prices, in turn, bolster household and business spending and thus support an increase in 
economic activity. By comparison, the Federal Reserve’s purchases of longer-term securities 
have not affected very short-term interest rates, which remain close to zero, but instead have put 
downward pressure directly on longer-term interest rates. By easing conditions in credit and 
financial markets, these actions encourage spending by households and businesses through 
essentially the same chatmels as conventional monetary policy, thereby bolstering the economic 
recovery. 

A wide range of market indicators supports the view that the Federal Reserve’s securities 
purchases have been effective at easing financial conditions. For example, since August, when 
we announced our policy of reinvesting maturing securities and signaled that we were 
considering more purchases, equity prices have risen significantly, volatility in the equity market 
has fallen, corporate bond spreads have narrowed, and inflation compensation as measured in the 
market for inflation-indexed securities has risen from low to more normal levels. Yields on 5- to 
1 0-year Treasury securities initially declined markedly as markets priced in prospective Fed 
purchases; these yields subsequently rose as investors became more optimistic about economic 
growth and as traders scaled back their expectations of future securities purchases. All of these 
developments are what one would expect to see when monetary policy becomes more 
accommodative, whether through conventional or less conventional means. Moreover, these 
developments are rqmarkably similar to those that occurred during the earlier episode of asset 
purchases, notably in the months following our March 2009 announcement of a significant 
expansion in our securities holdings. The fact that financial markets responded in very similar 
ways to each of these policy actions supports the conclusion that these actions had the expected 
effects on markets and are thereby providing significant support to job creation and the economy. 

Some have expressed concern that the Federal Reserve’s asset purchase program would lead to a 
sizable increase in expected inflation rather than to a stronger recovery, or that it would set the 
stage for future financial instability by encouraging potential bonowers to employ excessive 
leverage to take advantage of low financing costs and by leading investors to demand too little 
compensation for bearing risks as they seek to enhance rates of return in an environment of very 
low yields. We take these concerns seriously. My colleagues and I have said that we will review 
the asset purchase program regularly in light of incoming information— including information on 
the economic outlook, the efficacy of the program, and any unintended consequences that might 
arise-and will adjust it as needed to promote maximum employment and stable prices. The 
Federal Reserve is carefully monitoring economic and financial indicators for signs that expected 
inflation is heating up and for potential threats to financial stability. 
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Questions for The Honorable Ben Bernanke. Chairman. Board of Governors of the Federal 
Reserve System, from Senator Cornvn: 

Chairman Bernanke, I have a number of questions regarding the Federal Reserve’s $600 
billion bond-purchase program, known as quantitative easing, or QE2, announced this past 
November. 

At the time QE2 was announced, some argued against it, saying it would only add to excess 
reserves in the banking system and those reserves already amounted to about $1 trillion. 
Supporters of QE2 said the policy would help the economy by reducing long-term interest 
rates. But now long-term Treasury yields are significantly higher than they were at the 
time QE2 was announced. Mortgage rates are also noticeably higher. 

1. What I am wondering is what are the objective criteria by which we can judge the 
effectiveness of QE2 and whether the program is helping the economy, or whether the 
economy is improving on its own without any assistance from QE2? 

From December 2008 through March 2010, the Federal Open Market Committee (FOMC) 
purchased about $1.7 trillion in longer-term Treasury, agency, and agency mortgage-backed 
securities. In August 20 1 0, we began reinvesting the proceeds from all securities that matured or 
were redeemed in longer-term Treasury securities, so as to keep the size of our securities 
holdings roughly constant. Around the same time, we began to signal to financial markets that 
we were considering providing additional monetary policy accommodation by conducting further 
asset purchases. And in early November, we aimounced a plan to purchase an additional $600 
billion in longer-term Treasury securities by the middle of this year. 

Although large-scale purchases of longer-term securities are a different monetary policy tool 
than the more familiar ^proach of targeting the federal fimds rate, the two types of policies 
affect the economy in similar ways. Conventional monetary policy easing works by reducing 
short-term interest rates and also by lowering market expectations for the future path of short- 
term interest rates, which, in turn, reduces the cunent level of longer-term interest rates and 
contributes to an easing in broader financial conditions. These changes not only reduce 
businesses’ and households’ borrowing costs, they also lower the rates at which investors 
discount future cash flows and thus tend to raise asset prices. Lower borrowing costs and higher 
asset prices, in turn, bolster household and business spending and thus support and increase in 
economic activity. By comparison, the Federal Reserve’s purchases of longer-term securities 
have not affected very short-term interest rates, which remain close to zero, but instead have put 
downward pressure directly on longer-term interest rates. By easing conditions in credit and 
financial markets, these actions encourage spending by households and businesses through 
essentially the same charmels as conventional monetary policy, thereby bolstering the economic 
recovery. 

A wide range of market indicators supports the view that the Federal Reserve’s securities 
purchases have been effective at easing financial conditions. For example, since August, when 
we atmounced our policy of reinvesting maturing securities and signaled that we were 
considering more purchases, equity prices have risen significantly, volatility in the equity market 
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has fallen, corporate bond spreads have narrowed, and inflation compensation as measured in the 
market for inflation-indexed securities has risen from low to more normal levels. Yields on 5- to 
10-year Treasury securities initially declined markedly as markets priced in prospective Fed 
purchases; these yields subsequently rose as investors became more optimistic about economic 
growth and as traders scaled back their expectations of future securities purchases. All of these 
developments are what one would expect to see when monetary policy becomes more 
accommodative, whether through conventional or less conventional means. Moreover, these 
developments are remarkably similar to those that occurred during the earlier episode of asset 
purchases, notably in the months following our March 2009 announcement of a significant 
expansion in our securities holdings. The fact that financial markets responded in very similar 
ways to each of these policy actions supports the conclusion that these actions had the expected 
effects on markets and are thereby providing needed support to job creation and the economy. 

2. When will the Federal Reserve make a determination that QE2 is working? 

As noted in my response to question 1, we believe that our asset purchases are having a positive 
effect on financial conditions, and so are providing support for the recovery and helping to move 
inflation, overtime, back to levels consistent with our mandate of maximum employment and 
stable prices. 

3. Is it your intention to make this an open-ended program? 

My colleagues and 1 have said that we will complete purchases of $600 billion of longer-term 
Treasury securities by the end of the second quarter, consistent with the intended asset purchase 
program we announced in November of 2010. We have also said that we will regularly review 
the size and composition of the Federal Reserve's securities holdings in light of incoming 
information and that we are prepared to adjust those holdings as needed to best foster maximum 
employment and price stability. 

4. Once the Federal Reserve decides to wind down Q£2 and reduce its multi-billion dollar 
bond portfolio, how long will it take to do so? 

Once the recovery is sufficiently strong, the FOMC will need to consider withdrawing policy 
accommodation in order to avoid the risk of a buildup of inflation pressures. The Federal 
Reserve has the necessary tools to smoothly and effectively exit from the current extraordinary 
degree of accommodation at the appropriate time. Our ability to pay interest on reserve balances 
held at the Federal Reserve Banks will allow us to put upward pressure on short-term market 
interest rates and thus to tighten monetary policy when required, even if bank reserves remain 
high. We have developed additional tools that will allow us to drain or immobilize bank reserves 
as needed to facilitate the smooth withdrawal of policy accommodation. If needed, we could 
also tighten policy by redeeming or selling securities. 

The FOMC intends to normalize the size and composition of the Federal Reserve’s balance sheet 
over time. However, this adjustment should be conducted in a marmer that is consistent with the 
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achievement of the FOMC’s objectives of maximum employment and price stability. In order to 
minimize market disruptions, sales of securities from the portfolio should be implemented in 
accordance with a framework communicated in advance and be conducted at a gradual pace that 
potentially could be adjusted in response to changes in economic and financial conditions. The 
actual timing and pace of sales will, therefore, depend on economic developments and the 
FOMC’s assessment of the outlook. 

In a response to a question I asked during the hearing, you stated that the Federal Reserve 
has a “very limited authority” to purchase state and local municipal debt. 

5. Could you please provide a reference point in the statute that provides the Federal 
Reserve authority to purchase state and local debt? 

Section 14(b)(1) of the Federal Reserve Act (12 U.S.C. § 355) authorizes Federal Reserve Banks, 
uppn the direction of the FOMC, to purchase bills, notes, revenue bonds, and warrants with a 
maturity from date of purchase of not exceeding six months, issued in anticipation of the 
collection of taxes or in anticipation of the receipt of assured revenues by any state, county, 
district, political subdivision, or municipality. The last purchases of mimicipal bonds by Federal 
Reserve Banks under the authority of Section 14(b)(1) occurred in 1933. 

6. Could you please explain the limitations, aside from those you mentioned from the 
Dodd-Frank Wall Street [Reform and Consumer Protection] Act (P.L. 111-203), that are 
imposed on the Federal Reserve’s authority to purchase state and local municipal debt? 

As set forth in the Response to (5) above, the Federal Reserve may only purchase municipal 
obligations that (A) have a maturity from date of purchase not exceeding six months; and that 
(B) are issued in anticipation of the collection of taxes or receipt of assured revenues. It is 
estimated that a very small percentage of municipal bonds currently outstanding would fall 
within the statutory limitations of Section 14(b)(1). 

7. Does the Federal Reserve’s charter place any limits on the maturity or amount of state 
and local municipal bonds that may be purchased? 

As set forth in the Response to (5) above, the Federal Reserve’s authority to purchase municipal 
securities is limited to those with a maturity from date of purchase of not exceeding six months. 
There is no statutory limit upon the amount of state and local municipal bonds that may be 
purchased. 
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Questions for The Honorable Ben Bcrnanke. Chairman- Board of Governors of the Federal 
Reserve System^ from Senator Stabenow: 

1. When derivatives legislation was initially implemented, Chairman Dodd and Lincoln 
clearly stated in a June 30, 2010 letter that the Act ‘^does not authorize the regulators to 
impose margin on end users.’’ Chairmen Peterson and Frank also unequivocally stated 
that their intentions were the same. Chairman Peterson noted, “[W]e have given the 
regulators no authority to impose margin on anyone who is not a swap dealer or a major 
swap participant,” while Chairman Frank responded that, “ITjhe gentleman is absolutely 
right. We do differentiate between end users and others.” In response to questions offered 
at a recent hearing, you indicated that end-users do not contribute to systemic risk when 
you said, ^The Board does not believe that end-users other than major swap participants 
pose the systemic risk that the legislation is intended to address.” 

• In spite of these clear statements of Congressional intent, do you believe that 
legislation either requires or at a minimum gives regulators the authority to require 
swap dealers to collect margin from its non-major swap participant end-user 
counterparties? 

• A number of organizations have estimated the economy-wide effects of collateral 
requirements could total hundreds of billions, or even in excess of a trillion dollars. 
Has the Board conducted its own analysis of the impact of collateral-intensive 
provisions of the Act? 

• If the Board believes it is either required to or has authority to impose such a 
requirement, docs the Board believe such a requirement is critical for the mitigation 
of systemic risk and that the risk-reducing benefits of such a requirement outweigh 
the economic costs? 

• Since non-systcmically significant end users have not been associated with systemic 
risk concerns, is the Board concerned that requiring entities that are not swap 
dealers or major swap participants to post margin could reduce prudent risk 
management, harm economic growth or create other unintended consequences? 

Although section 723 of the Act provides an explicit exemption for certain end users from the 
swaps clearing requirement, there is no exclusion in section 73 1 or section 764 of the Act from 
the margin requirements for a swap dealer or major swap participants (MSPs) swaps with end 
users. Sections 731 and 764 of the Act require the CFTC, SEC, Board, and other prudential 
regulators to adopt rules for swap dealers and MSPs imposing initial and variation margin 
requirements on all non-cleared swaps. The statute directs that these margin requirements be 
risk-based. Although development of a proposed rule is still underway, the Board and the other 
prudential regulators are giving serious consideration to how the relatively low risk posed by 
commercial end users engaged in hedging activities should be reflected in the amount of margin 
that dealers and MSPs need to collect from them. For example, we are considering whether it 
would be appropriate to allow a banking organization that is a swap dealer or MSP to establish a 
threshold, with respect to an end user counterparty, based on a credit exposure limit that is 
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reviewed, monitored, and approved in accordance with the banking organization’s standard 
credit approval processes, below which the end user would not have to post margin. The Board 
and the other prudential regulators are working to estimate the costs of margin requirements in 
order to inform the interagency rule-making process. 

As you noted, the Board expressed its view in a prior hearing that end users, other than MSPs, do 
not pose systemic risk. The Board has long been of the view that derivatives are valuable tools 
for the management of risk, and it is committed to working with the Congress and other 
regulators to ensure that the benefits and costs from the use of these instruments are 
appropriately balanced, both for end users and for other market participants. 

2 . Does the Board believe that imposing margin on a swap dealer, when that dealer 
transacts with an end user that is not a major swap participant, is a critical policy tool for 
containing systemic risk or does it believe that other policy tools in the Act - including 
central clearing between financial entitiCvS, capital requirements applicable to swap dealers 
and major swap participants, and margin requirements applicable when swap dealers and 
major swap participants trade with each other — are sufficient for containing systemic 
risks? 

The Act creates a comprehensive regulatory system governing the derivatives trading activities 
of swap dealers and major swap participants. Central clearing, which is required for certain 
swap transactions, provides another tool for mitigating counterparty credit risk. Another 
important tool is the creation of trade repositories which will support regulatory oversight and 
policymaking through provision of more comprehensive data on the derivatives market. These 
statutory requirements form the core of reform efforts designed to reduce the likelihood of OTC 
derivatives transmitting shocks through the financial system. 

3. The CFTC will release its proposed rule on margin for trades with non-bank swap 
dealers in the next couple of weeks. Given the significant uncertainty that this issue creates 
for businesses, do you anticipate that the Federal Reserv'e and other prudential regulators 
will release Its proposed rule on margin for trades with bank swap dealers soon? Can you 
provide any indication of timing? 

The Board and other prudential regulators are jointly developing a rule on margin for swaps 
involving swap dealers and major swap participants that are banks. The timing is somewhat 
uncertain because of the need for all the prudential regulators to concur on the language, but we 
are striving to seek public comment in the near future and to adopt final rules by My of this 
year. The prudential regulators have begun a consultation process on these rules with the CFTC 
and the SEC and plan to continue that process as the rules are developed. 
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Questions for The Honorable Bea Bernanke. Chairman. Board of Governors of the Federal 
Reserve System, from Senator Grasslev: 

1. What evidence do we have that the Treasury securities purchase program Is having the 
intended effect? 

From December 2008 through March 2010, the FOMC purchased about $1 .7 trillion in longer- 
term Treasury, agency debt, and agency mortgage-backed securities. In August 2010, we began 
reinvesting the proceeds from all securities that matured or were redeemed in longer-term 
Treasury securities, so as to keep the size of our securities holdings roughly constant. Around 
the same time, we began to signal to financial markets that we were considering providing 
additional monetary policy accommodation by conducting further asset purchases. And in early 
November, we announced a plan to purchase an additional $600 billion in longer-term Treasury 
securities by the middle of this year. 

Although large-scale purchases of longer-term securities are a different monetary policy tool 
than the more familiar approach of targeting the federal funds rate, the two types of policies 
affect the economy in similar ways. Conventional monetary policy easing works by reducing 
short-term interest rates and also by lowering market expectations for the future path of short- 
term interest rates, which, in turn, reduces the current level of longer-term interest rates and 
contributes to an casing in broader financial conditions. These changes not only reduce 
businesses’ and households’ borrowing costs, they also lower the rates at which investors 
discount future cash flows and thus tend to raise asset prices. Lower borrowing costs and higher 
asset prices, in turn, bolster household and business spending and thus support an increase in 
economic activity. By comparison, the Federal Reserve’s purchases of longer-term securities 
have not affected very short-term interest rates, which remain close to zero, but instead have put 
downward pressure directly on longer-term interest rates. By easing conditions in credit and 
financial markets, these actions encourage spending by households and businesses through 
essentially the same channels as conventional monetary policy, thereby bolstering the economic 
recovery. 

A wide range of market indicators supports the view that the Federal Reserve’s securities 
purchases have been effective at easing financial conditions. For example, since August, when 
we announced our policy of reinvesting maturing securities and signaled that we were 
considering more purchases, equity prices have risen significantly, volatility in the equity market 
has fallen, corporate bond spreads have narrowed, and inflation compensation as measured in the 
market for inflation-indexed securities has risen from low to more normal levels. Yields on 5- to 
10-year Treasury securities initially declined markedly as markets priced in prospective Fed 
purchases; these yields subsequently rose as investors became more optimistic about economic 
growth and as traders scaled back their expectations of future securities purchases. All of these 
developments are what one would expect to see when monetary policy becomes more 
accommodative, whether through conventional or less conventional means. Moreover, these 
developments are remarkably similar to those that occurred during the earlier episode of asset 
purchases, notably in the months following our March 2009 announcement of a significant 
expansion in our securities holdings. The fact that financial markets responded in very similar 
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ways to each of these policy actions supports the conclusion that these actions had the expected 
effects on markets and are thereby providing significant support to job creation and the economy. 

2. The Treasury purchase program has led to some devaluation of the dollar and rise in 
commodity prices. (low confident are you that Fed will act quickly enough to unwind asset 
purchases and prevent significant increases in inflation? If the economy is slowly gaming 
momentum, as recent data suggest, is the Fed considering ending or reversing Treasury 
purchases before June 2011? 

We have seen significant increases in many commodity prices as well as some depreciation of 
the dollar in recent months. However, the increase in commodity prices has largely resulted 
from rapid growth in demand from fast-growing emerging market economies coupled, in some 
cases, with constraints on supply. The changes in the foreign exchange value of the dollar over 
this period appear to have reflected developments both in the United States and abroad. 

Despite these recent moves in commodity prices and the dollar, overall inflation remains quite 
low in the United Stales; Over the 12 months ending in December, the price index for personal 
consumption expenditures (a measure of prices for all the goods and services purchased by 
households) increased by only 1.2 percent, down from 2.4 percent over the prior 12 months. To 
assess underlying trends in inflation, economists also follow several alternative measures of 
inflation; one such measure is core inflation, which excludes the more volatile food and energy 
components and therefore can be a better pi^dictor of where overall inflation is headed. Core 
inflation was only 0.7 percent in 2010, compared with around 2-1/2 percent in 2007, the year 
before the recession began. The downward trend in price inflation is not surprising, given the 
substantial slack in the economy. Moreover, longer-run inflation expectations have remained 
stable; for example, the rate of inflation that households expect over the next 5 to 1 0 years, as 
measured by the Thompson Reuters/University of Michigan Surveys of Consumers, has 
remained in a narrow range over the past few years. With levels of resource utilization likely to 
increase only gradually, and with longcr-run inflation expectations stable, FOMC participants 
project that inflation will remain subdued for some time. 

Nonetheles.s, my colleagues and I recognize that the FOMC must withdraw monetary stimulus 
once the recovery has taken hold and the economy is improving at a healthy pace. As your 
question suggests, the liming of that step will depend in part on the contours of the economic 
recovery this year. Importantly, the Committee remains unwaveringly committed to price 
stability and does not seek inflation above the level of 2 percent or a bit less that most FOMC 
participants see as consistent with our m^date to promote maximum employment and stable 
prices. 

My colleagues and I have said that we will review the asset purchase program regularly in light 
of incoming information— including information on the economic outlook, the efficacy of the 
program, and any unintended consequences that might arise— and will adjust it as needed to 
promote maximum employment and stable prices. In particular, it bears emphasizing that we 
have the necessary tools to smoothly and effectively exit from the current accommodative stance 
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of monetary policy at the appropriate time. Our ability to pay interest on reserve balances held at 
the Federal Reserve Banks will allow us to put upward pressure on short-term mtu-ket interest 
rates and thus to tighten monetary policy when required, even if bank reserves remain high. We 
have developed additional tools that will allow us to drain or immobilize bank reserves as needed 
to facilitate the smooth withdrawal of policy accommodation. If needed, we could also lighten 
policy by redeeming or selling securities. 

J. The Treasury purchase program includes purchasing assets with long durations. If 
interest rates rise, the long-dated assets will have declined in value. How does the Federal 
Reserve plan to handle the interest rate risk associated with owning long-duration assets? 
How will the Federal Reserve manage the losses? 

Currently, the Federal Reserve’s System Open Market Account (SOMA) portfolio is in a modest 
overall unrealized gain position of about S70 billion. Through time however, if interest rates rise 
and the market value of the securities in the portfolio decline, the portfolio could have unrealized 
losses. The Federal Reserve does not realize losses on its portfolio unless a security is sold. As 
a result, even if the securities in the SOMA portfolio were to decline in value, there would be no 
implication for Federal Reserve earnings if the assets were not sold. Moreover, we currently 
expect that realized losses on any potential sales of securities will be more than offset by the 
substantial interest income that the Federal Reserve earns, and is expected to continue to earn, on 
the SOMA portfolio. 

Federal Reserve accounting rules call for net income to be remitted to Treasury, after setting 
aside funds to cover operations, to pay dividends to member banks, and to reserve funds to 
equate surplus capital to paid-in capital. Under most scenarios, given the Federal Reserve’s low 
interest expense, we will continue to remit significant earnings to the Ifcasury. Indeed, over the 
past two years we have remitted to the Treasury about $125 billion. 

However, if interest rates were to rise more than is implied by cunent market rates, or if the 
Federal Reserve were to sell assets relatively rapidly, realized losses would be higher than 
expected, reducing the Federal Reserve’s net income. Under some particularly adverse 
scenarios, asset sales could lead to realized losses that exceed net interest income, and as a result. 
Federal Reserve remittances to the Treasury could fall to zero for a time. To appropriately assess 
the cost of the asset-purchase program, however, it is important to compare any potential losses 
in the future with the high level of remittances we have seen in the early years of the program. 

In addition, to the extent that the policy is successful in stimulating economic growth, the 
Treasury should receive increased tax revenues resulting from the stronger economy. 
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Questions for The Honorable Ben Bernanke, Chairman. Board of Governors of the Federal 
Reserve System, from Senator Crapo: 

1. Do you agree with the testimony from economists Carmen Reinhart and Ken Rogoff 
that, once our gross debt reaches 90 percent of GDP, that it creates a significant drag on 
our economic growth to the extent that we basically lose a full percentage point, so that, for 
example, if our economy otherwise would have grown at a 4 percent rate, we will actually 
only see 3 percent growth? 

Persistently high and rising levels of government debt relative to GDP can have a number of 
negative effects on the economy. An elevated and growing ratio of federal debt to GDP will 
eventually put upward pressure on real interest rates and thus inhibit capital formation, 
productivity, and economic growth. Indeed, increased expectations of steadily expanding federal 
debt in the future could make households and businesses more cautious now about spending, 
capital investment, and hiring, thus slowing economic growth even before federal debt actually 
moves up to higher levels. Large government debts also can increase our reliance on foreign 
lenders, implying that the share of U.S. national income devoted to paying interest to foreign 
investors will increase over lime and that a lesser share of U.S. national income would be 
available for domestic consumption. Moreover, an increasingly large cost of servicing a growing 
national debt could require significant fiscal actions to cover these costs, which would tend to 
slow economic growth by reducing incentives to work, save, hire, and invest. Finally, a large 
federal debt decreases the flexibility of policymakers to take actions needed to counteract 
adverse shocks to the economy, thus leaving the economy more vulnerable lo the negative 
effects of recessions and financial crises. 

It is difficult to identify an exact threshold at which federal debt would begin to pose more 
substantial costs and risks to the U.S. economy or to know precisely what the magnitude of those 
negative effects would be. What we do know, however, is tliat the costs and risks to the U.S. 
economy will grow if the ratio of federal debt to GDP is allowed to increase to progressively 
higher levels. Indeed, the historical experience of countries that have faced fiscal crises indicates 
that interest rates could rise suddenly and rapidly, imposing substantial costs on our economy, if 
global financial market participants were to lose confidence in the ability of the United States to 
manage its fi.scal policy. In light of the uncertainty about when such a development might occur, 
the prudent course is for fiscal policymakers to move quickly to pul in place a credible plan in 
order to stabilize, and potentially reduce, the ratio of federal debt to GDP over the medium and 
longer term. The sooner a credible fiscal plan is established, the more time affected individuals 
will have to prepare for the necessary changes, likely making the necessary adjustments less 
painful and more politically feasible. Moreover, acting now to develop a credible program to 
reduce future deficits would not only enhance economic growth in the long run, these actions 
could also yield substantial near-tenn benefits for the economy from lower long-term interest 
rates and increased consumer and business confidence. 

2. The most expensive government bailouts will be those of Fannie Mae and Freddie Mac - 
the largest housing lenders that purchased home loans, packaged them into investments 
and then guaranteed them against default. According to a January 2010 CBO background 
paper titled “CBO’s Budgetary Treatment of Fannie Mae and Freddie Mac,” CBO 
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‘*believes that the federal govemment^s current floancial and operational relationship with 
Fannie Mae and Freddie Mac warrants their inclusion in the budget (p. 7).*’ Do you agree 
with the CBO report that the debt obligations of Fannie Mae and Freddie Mac should be 
included in the federal budget? 

In September 2008, the Director of the Federal Housing Finance Agency placed the two 
mortgage-relatcd government-sponsored enterprises (GSEs) - Fannie Mae and Freddie Mac - 
into conservatorship wth the federal government, which took a major ownership interest in both 
of these GSEs. In Ae judgment of the Congressional Budget Office (CBO), those actions 
effectively made Fannie Mae and Freddie Mac part of the federal government and implied that 
all of their operations should be reflected in the federal budget. However, the Administration’s 
Office of Management and Budget (0MB) has continued to treat Fannie Mae and Freddie Mac 
as non-govemment entities, though their financial transactions with the Treasury have been 
recorded in the federal budget. Ultimately, the 0MB makes the final decision about the 
treatment of Fannie Mae and Freddie Mac in the federal budget. Neither the CBO nor the 0MB 
incorporates the debt securities or the mortgage-backed securities issued by Fannie Mae and 
Freddie Mac in their estimates of federal debt held by the public, which is defined as including 
only debt issued directly by the Treasury. 

3. Some analysts are warning about the potential for defaults in the $2.8 trillion municipal 
bond market while others say those predicting widespread defaults are exaggerating the 
connection between budget pressure and failure to meet payments on general-obligation 
bonds. This healthy debate has led some to speculate that rather than letting a state default 
on its bonds, the Federal Reserve would take the unprecedented action of buying state 
bonds. What is the state of the municipal bond market and Is it accurate that you would 
oppose any pressure for a back-door bailout by having the Federal Reserve buy state 
bonds? 

Conditions in the municipal market generally reflect the continued pressures on state and local 
budgets. ITie recession caused state and local lax revenues to decline substantially, and the weak 
labor market boosted their spending for Medicaid and other transfers as the rolls of these 
programs swelled. Although increased federal grants-in-aid have helped offset some of the 
decline in their tax revenues, state and local governments have reduced their hiring and spending 
for many programs in order to address their budget shortfalls. However, as the economy has 
recovered, state tax revenues have trended up over the last year. While a continued finning in 
the recovery should lead to further growth in state revenues, federal stimulus grants will be 
winding down this year and next year. As a result, state and local governments are likely to face 
light budgets for some time. Moreover, in the longer run, state and local governments will have 
to confront issues relating to the funding of pensions and health-care benefits for retired state and 
local employees. 

The municipal bond market has experienced some strains over recent months, although the 
market currently seems to be functioning reasonably well. Investor concerns about the fiscal 
situations of many governmental entities, including some very large states, led to an incre^e in 
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spreads of yields on municipal securities over those on comparable-maturity Treasuries and 
wider credit default swap spreads on state debt around the turn of the year. However, these 
measures of risk in the municipal market have generally receded more recently, although the 
market continues to price in higher levels of default risk than before the recession. Some 
pullback by investors has also been evident in recent activity at tax exempt bond funds, which 
have recorded significant outflows since last November following large inflows over the 
previous year and a half, although preliminary data suggest some moderation of these outflows 
more recently. Gross municipal bond issuance slowed last month, but much of the drop-off 
seems to have been associated with the outsized amount of issuance in the fourth quarter of last 
year in anticipation of the expiration of the Build America Bonds program at the end of 2010. 
While it is unclear how the situation in the municipal bond market will develop, our best 
judgment at this point is that states will ultimately be able to take steps to shore up their budget 
situation; further defaults by some local municipalities are probable, but such defaults seem 
likely to remain relatively limited in size. The Federal Reserve monitors the municipal bond 
market carefully along with other markets in making its assessments of financial market 
conditions and the economic outlook. 

Regarding potential purchases of state bonds, section 14 of the Federal Reserve Act (FRA) 
provides the Federal Reserve only very limited authority to purchase certain types of municipal 
obligations. In particular, the FRA authorizes the Federal Reserve Banks, subject to the rules 
and regulations of the Board of Governors and the instructions of the Federal Open Market 
Committee, to buy and sell bills, notes, revenue bonds, and warrants so long as they have a 
maturity from date of purchase of six months or less and have been issued in anticipation of the 
collection of taxes or in milicipation of the receipt of assured revenues by a State, county, 
district, political subdivision or municipality. The Federal Reserve has not purchased municipal 
obligations under this authority for many decades. More broadly, the Federal Reserve has long 
opposed suggestions that it should provide financial assistance to municipal governments. The 
Congress wisely established limitations on the ability of the Federal Reserve to purchase 
municipal securities, and these limitations help support fundamental principles such as the 
independence of the central bank and a strong federal system of government in which states and 
municipalities have powers and responsibilities that are not subject to review or oversight at the 
national level. Because decisions regarding the possible allocation of federal funds to state and 
municipal governments are inherently political, these matters should be discussed and ultimately 
determined by elected officials rather than appointed officials such as those at the Federal 
Reserve. 

4. The commercial real estate (CRE) market continues to face significant challenges and 
community banks are expected to take large losses since many of the institutions hold large 
exposures. In order to jumpstart new lending in the small balance CRE sector and help 
clear the inventory of seriously delinquent CRE loans, some are suggesting a commercial 
real estate guarantee proposal that would have Treasury issue up to $25 billion of credit 
guarantees of individual small-balance commercial real estate loans. What do you think of 
this idea? 
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At the end of the third quarter of 2010, approximately $3.2 trillion of outstanding debt was 
associated with CRE, including loans for multifamily properties. Of this amount, about one-half, 
or $1 .6 trillion, was held on the balance sheets of commercial banks and thrifts. An additional 
$700 billion represented collateral for CMBS, and the remaining balance of $900 billion was 
held by a variety of investors, including pension funds, mutual ^nds, and life insurance 
companies. 

During 2010, delinquency rates on construction and development loans began to improve 
slightly, falling I percent in the first three quarters of 2010. Additionally, delinquency rates on 
loans backed by existing nonfarm, nonresidential properties leveled off in 2010. Still, even if 
CRE delinquency metrics continue inq?roving, there remains a sufficiently large overhang of 
distressed CRE at commercial banks such that loss rates for this portfolio will likely slay high for 
some time. 

At this time, it is difficult to assess whether or not a program to provide up to $25 billion of 
credit guarantees for small-balance CRE loans would generate new lending activity. Moreover, 
a program of this size would likely not have a material impact on the overall condition and 
performance of CRE related markets. 

Continued progress on working through the overhang of distressed CRE will take time and will 
depend on banks taking strong steps to ensure that losses are recognized in a timely manner, that 
loan loss reserves and capital appropriately reflect risk, that loans are modified in a safe and 
sound manner, and that loans continue to be made avmlable to creditworthy borrowers. 
Nonetheless, I can assure you that the Federal Reserve will continue to work with lenders to 
ensure that bank management and supervisors take a balanced approach to ensuring safety and 
soundness and serving the credit needs of the community. 




THE BUDGET AND ECONOMIC OUTLOOK: 
FISCAL YEARS 2011-2021 


THURSDAY, JANUARY 27, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10 a.m., in room SD- 
608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman 
of the Committee, presiding. 

Present: Senators Conrad, Wyden, Nelson, Cardin, Whitehouse, 
Begich, Manchin, Sessions, Crapo, Ensign, Cornyn, Thune, 
Portman, Toomey, and Johnson. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Budget Committee this morn- 
ing. I know there are other members who are on their way, but 
they had other business. As you know, this is the day that Com- 
mittee assignments are determined, and so there are members who 
will be here who are involved in that process. 

Today’s hearing will focus on CBO’s new budget and economic 
outlook. Our witness today is the CBO Director, Doug Elmendorf. 

Director Elmendorf, welcome back to the Committee. I want to 
take a moment to congratulate you on your reappointment that 
was formally made yesterday as CBO Director. That is a well-de- 
served recognition for your extraordinarily professional work. I just 
want to say the confidence that you enjoy on both sides of the aisle 
is a testimony to you and to the entire team at CBO. Over and 
over, you have demonstrated your independence. I might add that 
even when I had a proposal that was very important to me, you 
did not give it very good marks, and I think that demonstrates 
pretty clearly your independence. But that is healthy. That is what 
we need here. We need an independent scorekeeper who is going 
to give us their best assessment of the effect of the policies that are 
enacted by Congress. 

You have demonstrated, I believe, a very high degree of profes- 
sionalism, as has your entire team at the Congressional Budget Of- 
fice. You have been unbiased and a fair umpire, calling it like you 
see it. Your reappointment by a Democratically controlled Senate 
and a Republican-controlled House speaks volumes of the trust and 
respect that you and your team have earned on both sides of the 
aisle. We look forward to your testimony here today. 

( 83 ) 
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CBO’s report should be a red light flashing to the Nation. Our 
fiscal situation is serious and becoming more so. We are at a crit- 
ical juncture. We are borrowing 40 cents of every dollar that we 
spend. Spending, as this chart indicates, is at its highest level as 
a share of the economy in more than 60 years; and revenue is at 
its lowest level as a share of the economy in more than 60 years. 

Spending and Revenues 
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Let me just repeat that. Spending as a share of our national in- 
come is at the highest level in 60 years; revenue as a share of our 
national income is at its lowest level in 60 years. No wonder that 
we are headed for the largest deficit ever. This is utterly 
unsustainable, and the sooner we address it, the sooner we come 
to grips with it, the better. 

This next chart depicts CBO’s new 10-year baseline projections 
with additional policies added in. It shows that, due to passage of 
the tax extension package and the slow pace of the economic recov- 
ery, CBO is now expecting to see deficits of more than $1 trillion 
a year continuing through at least 2012. It shows that deficits will 
then briefly fall before rising again as the bulk of the baby-boom 
generation begins to retire and health care costs continue to climb. 
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Under the same scenario, gross Federal debt is expected to reach 
100 percent of gross domestic product this year and continue rising. 
It is important to remember that many economists regard anything 
above the 90-percent threshold as a danger zone. And as disturbing 
as those near-term deficits and debt are, the long-term outlook is 
even more dire. It is the deteriorating long-term outlook that is the 
biggest threat to the country’s long-term economic security. The 
warning signs are as clear as they can be. 
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Earlier this month, two of the world’s leading credit rating agen- 
cies, Moody’s and S&P, warned again that rising U.S. debt could 
lead to America losing its AAA credit rating. If such a thing were 
to happen, it would be a very serious blow and could set off con- 
tinuing tensions in the global financial markets. 
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S&P, Moody s Warn On U.S. Credit 
Rating Due To Rising Debt 

By Mark Brown and Nathalie Boschat 


LONDON (Dow Jones) — Two leading credit rating 
agencies Thursday warned the U.S. on its credit 
rating, expressing concern over a deteriorating fiscal 
situation that needs correcting. 

Moody’s Investors Service Inc. said in a report 
Thursday that the U.S. will need to reverse an upward 
trajectory in its debt ratios to support its Aaa rating. 

“We have become increasingly clear about the fact 
that if there are not offsetting measures to reverse the 
deterioration in negative fundamentals in the U.S., 
the likelihood of a negative outlook over the next two 
years will increase,” Sarah Carlson, senior analyst at 
Moody’s , told Dow Jones Newswires. 

Standard & Poors Corp. Thursday also didn’t rule 
out changing the outlook for its U.S. sovereign debt 
rating because of the recent deterioration of the 
country’s fiscal situation. 

The U.S. currently has a triple A rating with a stable 
outlook at both agencies. 

“The view of markets is that the U.S. wUl continue 
to benefit from the exorbitant privilege linked to the 
U.S. dollar” to fund its deficits, Carol Sirou, head of 
S&P France, said at a Paris conference Thursday. 

“But that may change. We cant rule out changing 
the outlook” on the U.S. sovereign debt rating in the 
future, she warned. 


But all four countries must bring the future costs 
arising from pension and healthcare subsidies under 
control if they “are to maintain long-term stability in 
their debt burden credit metrics,” Moody’s said in its 
regular Aaa Sovereign Monitor report. 

Moody’s noted that measures were recommended 
by the U.S. National Commission on Fiscal 
Responsibility and Reform, appointed by President 
Obama, to achieve a balanced primary budget by 
2015, but that there was insufficient support to 
trigger consideration of those recommendations by 
the full Congress. 

They included a wide variety of measures, including 
Social Security reform, cutbacks in the growth of 
Medicare outlays, elimination or modification of the 
mortgage interest tax deduction, a gasoline tax and 
other measures, Moody’s said. 

“In Moody’s view, a plan that would result in a reversal 
of the upward trajectory in the debt ratios would 
indeed be supportive of the country’s Aaa rating,” 
the ratings agency said in its report. “However, it is 
unlikely that the Commission’s recommendations 
will be adopted.” 

The most recent official figures show the ratio of 
federal debt to revenue averaging 397% of gross 
domestic product in the period to 2020, while the 
ratio of interest to revenue will rise to 1 7.6% by 2020, 
from 8.6% in the last fiscal year. 


She added the jobless nature of the U.S. recovery was 
one of the biggest threats to the U.S. economy. “No 
triple-A rating is forever,” she said. 

Moody’s said the US., Germany, France and the UK. 
still have debt metrics, including debt affordability — 
the ratio of interest payments to revenue — compatible 
with their Aaa ratings at the agency. 


These figures are “quite high for an Aaa-rated 
country,” Moody’s said. Debt affordability is “very 
important to the rating process,” Carlson said. 

US. general government debt affordability, including 
states and municipalities, is “rising over time to a 
high level for an Aaa-rated country,” the report said. 


In his recent testimony before the Senate Budget Committee, 
Federal Reserve Chairman Bernanke called for a demonstration of 
political will to address the long-term fiscal imbalances. He stated, 
and I quote: “Nobody doubts the United States has the economic 
capacity to pay its bills. It is really a question of do we have the 
political will to do that. And demonstration of political will, that is 
what the markets are watching. Is the Congress and the public and 
the administration, are they able to demonstrate that they are seri- 
ous and that they have enough willingness to work together to 



88 


make progress? At the point where confidence is lost, you could see 
a relatively quick deterioration in financial conditions.” 


Fed Chairman Bernanke on Need 
for Demonstration of Political Will 
to Address Long-Term Debt 

“...[N]obody doubts the United States has the 
economic capacity to pay its bills. It’s really a 
question [of] do we have the political will to do 
that. And demonstration of political will, that's 
what the markets are watching. Is the Congress 
and the public and the Administration - are they 
able to demonstrate that they are serious and that 
they have enough willingness to work together to 
make progress? At the point where confidence is 
lost ... that [is where] you could see a relatively 
quick deterioration in financial conditions...” 

- Federal Reserve Chairman Ben S. Bernanke 
Testimony before Senate Budget Committee 
January 7, 2011 


That, again, all from the Chairman of the Federal Reserve. 

I hope people are listening. We cannot afford to wait until the 
markets lose confidence in the conduct of our financial affairs. We 
need to act, and we need to act this year. That does not mean we 
need to make steep cuts immediately. All of the bipartisan commis- 
sions have come back with recommendations and have rec- 
ommended that we begin modestly because of the continuing eco- 
nomic weakness, but that we put in place a credible plan that con- 
vinces markets that we are going to get the result that is required. 
Enacting such a plan now, according to the Chairman of the Fed- 
eral Reserve and others, would reassure the markets and help 
boost our near-term economy. 

I believe the deficit and debt reduction plan assembled by the 
President’s Fiscal Commission provides one way forward, and I 
want to emphasize I supported the Commission report. I did so 
proudly. There are things in it I do not like, but that is really not 
the point. The Fiscal Commission came back with a plan that 11 
of the 18 Commissioners supported, five Democrats, five Repub- 
licans, one Independent. And I can tell you it is not very popular, 
certainly by the phone calls I have received and the letters I have 
received. We understand that. But it is necessary. It would reduce 
the debt by some $4 trillion over the next 10 years, and it would 
get us on a path that would take us back from the brink and do 
so in a very important way. 

The Commission plan was also important because it showed how 
to reduce the deficit and debt in a balanced way. It included sub- 
stantial cuts in discretionary spending. It included entitlement re- 
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form. It included tax reform — tax reform that broadened the base 
and lowered rates to help America be more competitive. If you 
focus only on non-defense discretionary spending, the cuts will 
have to be so Draconian that they will simply not be sustainable. 
That is my judgment. Tax reform that raises revenue also, I be- 
lieve, must be part of the plan. 

The result of this balanced approach was to get the deficit and 
the debt first stabilized and then over time to bring it down quite 
sharply. To solve the long-term challenge, it will require real com- 
promise and a great deal of political will. We need everyone at the 
table, and that includes the President of the United States. And we 
need to have both sides. Democrats and Republicans, willing to 
move off their fixed positions and find common ground. We cannot 
continue to put this off. We need to reach an agreement this year. 
It is time for the administration and members on both sides in 
Congress to come together to get this done. 
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With that, we will turn to Senator Crapo, who is going to do the 
opening statement for the Republican side. I want to welcome Sen- 
ator Crapo. He served on the Fiscal Commission as well. He was 
one of the 11 that supported its conclusions, as did I. Thank you. 
Senator Crapo, for that, and please make whatever statement you 
choose, and then we will go to our witness and then open it for 
questions. 

Senator Crapo. Thank you very much, Mr. Chairman 

Chairman CONRAD. If you would withhold 

Senator Crapo. Yes. 
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Chairman CONRAD. I want to welcome — we have not formally 
recognized the new members to the Committee. That will happen 
in a process a little later today, but we now know who the new 
members are going to be, and we want to welcome them here this 
morning. Senator Portman, Senator Toomey, Senator Johnson, I 
know later today you will be formally added to the Committee, but 
we want to include you this morning, and we will extend the cour- 
tesy of giving you the chance to ask questions as well. 

With that, again, thank you. Senator Crapo. 

OPENING STATEMENT OF SENATOR CRAPO 

Senator Crapo. Thank you very much, Mr. Chairman, and we 
also welcome our new members. We look forward to working with 
them, and as you can see, knowing who they are, they bring a high 
level of new talent to this Committee, and we appreciate their will- 
ingness to support us. 

I also wanted to give Senator Sessions’ apologies. He had a con- 
flict that was unavoidable. He asked that I sit in until he could get 
here. He will be the Ranking Member on our side this year, and 
we look forward to his solid leadership as well. 

I agree very strongly with the concerns that you have raised as 
we move forward to deal with America’s fiscal dilemma. And, Dr. 
Elmendorf, I have appreciated working with you in the past and 
look forward to working with you very closely as Congress moves 
forward to develop a proposal that is credible and that will get us 
out of this difficult problem. 

I just want to highlight a couple of points, most of which. Senator 
Conrad, you have already made. 

First, the time for delay, the time for gridlock, the time for de- 
bate is over, and we must take action. One of the strongest mes- 
sages that the economists and experts who testified to the Presi- 
dent’s Fiscal Commission gave was that the single act of the 
United States Government — Congress and the President coming to- 
gether — and developing a credible plan that had a realistic expecta- 
tion of being followed would be one of the most significant things 
we could do to strengthen our economy, to give confidence to inves- 
tors, and to help rebuild the revenue side of the equation that we 
are dealing with as we try to build a solution to this problem. We 
must act, and we must act now. 

We must demonstrate the political will that will require us to 
make a lot of tough decisions. The Chairman was correct. Those of 
us who voted in favor of this plan, I do not think a single one of 
us liked everything in the plan. But I do believe that every one of 
us faced very, very serious criticism because of the ability to pick 
apart a proposal to get out of this difficult fiscal situation that we 
find ourselves in, and the fact that there are going to be plenty who 
will pick it apart, whatever we choose to do. And we must be pre- 
pared to move forward aggressively, and I give my commitment. I 
know that on our side and your side there is the will to engage in 
this issue, and we have to move it forward now. 

I also believe that the President must be heavily engaged in this 
process. To his credit, he established a Fiscal Commission to deal 
with the issue. That Fiscal Commission has now issued a report. 
The President has an opportunity to either accept or modify that 
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report or propose some other approach and give us a detailed plan 
to move forward on. It will not necessarily be the plan that Con- 
gress adopts, but the President needs to engage. We need to en- 
gage. And we must get past the politics of the past and deal with 
this issue, making the hard decisions that have to be made. 

As we move forward in that context, I personally very strongly 
believe that all aspects of the spending and revenue side of the 
equation must be on the table. They were in the President’s Fiscal 
Commission’s approach. I thought some were too lightly treated 
and some were too heavily treated, but they were all on the table. 
And as a part of that, I strongly believe that we must have tax re- 
form. 

One of, I believe, the most beneficial developments of the Presi- 
dent’s Commission’s activities was the elevation of the under- 
standing that our Tax Code today is so complicated, so unfair, so 
expensive to comply with, and puts America as a Nation in such 
an anticompetitive position with the rest of the world that we have 
a tremendous difficulty on the revenue side of the equation achiev- 
ing a solution. We must eliminate those problems and create a Tax 
Code in which Americans can thrive in powerful economic activity. 

And I know. Dr. Elmendorf, that your side of that may be more 
focused on the budget numbers, but ultimately I believe as a Com- 
mittee that we need, Mr. Chairman, to guide as we engage and put 
our approach together, we need to guide this Nation in a com- 
prehensive path toward a solution, a credible plan that can be put 
into place and implemented today. I mean literally this year we 
have to act. 

The last thing I will say is this: Any plan for us to get out of 
this difficult fiscal hole in which we have put ourselves as a Nation 
must be a plan that will be implemented over a period of time, a 
period of years. And that will require that more than just this Con- 
gress participate and more than just this President participate in 
implementing this plan. Because of that, I believe that process re- 
forms are as critical as the substance reforms dealing with spend- 
ing and tax policy. And process reforms are going to have to be 
strong. What I mean by that is we need to not only create the plan 
we have been talking about and pass the plan and make it law, but 
also make it law that Congress must follow that plan and that 
super majorities of votes must be achieved in order to change it so 
that we can send the strong message to our people and to the world 
that we not only have put a plan on the table, but that we will im- 
plement it. 

So there are a lot of tough parts of the task that we have before 
us, and. Dr. Elmendorf, we are going to be relying on you for the 
numbers and the analysis. We have done that on difficult issues be- 
fore. I look forward to doing it as we move forward in this process. 
But nothing could be more important. This is the most critical 
threat to our Nation, in my opinion, and I include the threats that 
we receive from external sources. In fact, the head of the Joint 
Chiefs of Staff has said that the greatest threat to our security is 
our debt. And I believe that we have to get it right. We have to 
get the numbers right, we have to get the policy right, and we have 
to get the process right. And I hope that we will be able to build 
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a strong, bipartisan solution to move forward and achieve that 
promptly. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you so much. Senator Crapo, and 
thank you for your strong statement here this morning, and thank 
you for your service on the Fiscal Commission. Thanks, too, to the 
other members from the Senate who supported that effort: Senator 
Coburn, Senator Gregg, who is now retired but was the Ranking 
Member of this Committee, and Senator Durbin. Along with my 
vote, that made five of the six from the Senate who supported the 
Commission report, even though we, I think all of us, believe that 
if we would have done it, we would have done a different job and 
perhaps a better job; but at the end of the day, we have to get a 
result. At the end of the day, we have to find a way to get a result, 
and 

Senator Crapo. Could I just interject one quick point there? 

Chairman CONRAD. Certainly. 

Senator Crapo. I think everyone in America knows that the 
Commission’s report failed to get the necessary 14 votes that would 
have been required to force a vote in Congress on it. But I think 
it is important to just note that it did get more than 60 percent 
of the votes, which is what is sufficient in the Senate to pass legis- 
lation. 

Chairman CONRAD. That is a very important point. Eleven of 
18 — again, five Democrats, five Republicans, one Independent — 
supported the recommendations of the report. 

With that, we will turn to Dr. Elmendorf Again, welcome back 
to the Committee, and please proceed with your testimony. 

STATEMENT OF DOUGLAS W. ELMENDORF, DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Mr. Elmendorf. Thank you, Mr. Chairman, Senator Crapo. I ap- 
preciate very much your confidence in me and, much more impor- 
tantly, your confidence in the analysis that my colleagues and I at 
CBO have been doing and will continue to do for you. 

Among my colleagues I want to recognize for one moment Bob 
Dennis, who is sitting behind me and who has led our Macro- 
economic Division for many years. He has been one of our most im- 
portant people for many years, and he is retiring from CBO at the 
end of next month. 

Chairman CoNRAD. If we could ask Bob to stand and be recog- 
nized. 

[Applause.] 

Mr. Elmendorf. Mr. Chairman, I also want to pass on, on behalf 
of my and my colleagues, our unhappiness at hearing about your 
plans to retire at the end of this session, as we were unhappy at 
Senator Gregg’s plan to retire at the end of the previous Congress. 
But we look forward to working with you very intensively for the 
next 2 years, and we look forward to working with Senator Ses- 
sions and Senator Crapo and the other members of the Committee 
throughout this Congress. 

Chairman CONRAD. Let me just say that I am not going to retire, 
but I am just not going to run again. 

[Laughter.] 
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Mr. Elmendorf. I understand. 

The United States faces daunting economic and budgetary chal- 
lenges. The economy has struggled to recover from the recent reces- 
sion. The pace of growth in output has been anemic compared with 
that during most other recoveries, and the unemployment rate has 
remained quite high. 

Federal budget deficits and debt have surged in the past 2 years, 
owing to a combination of a severe drop in economic activity, the 
costs of policies implemented in response to the financial and eco- 
nomic problems, and an imbalance between spending and revenues 
that pre-dates the recession. 

Unfortunately, it is likely that a return to normal economic con- 
ditions will take years, and even after the economy has fully recov- 
ered, a return to sustainable budget conditions will require signifi- 
cant changes in tax and spending policies. 

Let me discuss the economic outlook first and then turn to the 
budget outlook. 

CBO expects that production and employment will expand in the 
coming years, but at only a moderate pace, leaving the economy 
well below its potential for some time. We project that real GDP 
will increase by about 3 percent this year and again next year, re- 
flecting continued strong growth in business investment, improve- 
ments in both residential investment and net exports, and modest 
increases in consumer spending. But we have a long way to go on 
the employment front. 

Move to the next slide, please. The next one after that, please. 
Keep going. I am sorry. And again. So let us focus on this. 

Payroll employment, which declined by 7.3 million during the re- 
cent recession, rose by only 70,000 jobs on net between June 2009 
and December 2010. The recovery in employment has been slowed 
not only by the slow growth in output but also by structural 
changes in the labor market, such as a mismatch between the re- 
quirements of available jobs and the skills of job seekers. 

We estimate that the economy will add roughly 2.5 million jobs 
per year for the next 6 years, similar to the average pace during 
the late 1990s. Even so, we expect that the unemployment rate will 
fall only to 9.2 percent in the fourth quarter of this year and 8.2 
percent in the fourth quarter of 2012. Only by 2016 in our forecast 
does the unemployment rate reach 5.3 percent, close to our esti- 
mate of the natural or sustainable rate. 

CBO projects that inflation will remain very low in 2011 and 
2012, reflecting the large amount of unused resources in the econ- 
omy, and will average no more than 2 percent a year between 2013 
and 2016. 

Economic developments and the Government’s responses to them 
have, of course, had a big impact on the budget. We estimate that 
if current laws remain unchanged, the budget deficit this year will 
be close to $1.5 trillion, or 9.8 percent of GDP. That would follow 
deficits of 10 percent and 8.9 percent of GDP in the past 2 years, 
representing the three largest deficits relative to the size of the 
economy since 1945. As a result, debt held by the public will prob- 
ably jump from 40 percent of GDP at the end of fiscal year 2008 
to nearly 70 percent at the end of fiscal year 2011. 
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If current laws remain unchanged, as we assume for CBO’s base- 
line projections, budget deficits would drop markedly over the next 
few years as a share of output. If we can go back, I think, two 
slides, the darker line shows the deficit under our baseline projec- 
tions reflecting current law. Deficits would average 3.6 percent of 
GDP from 2012 through 2021, totaling nearly $7 trillion during 
that decade. As a result, the debt held by the public would keep 
rising, reaching 77 percent of GDP. 

However, that projection is based on the assumption that tax and 
spending policies unfold as specified in current law. Consequently, 
it understates the budget deficits that would occur if many policies 
currently in place were continued rather than allowed to expire as 
under current law. 

For example, suppose instead that three major aspects of current 
policy were continued during the coming decade: first, that the 
higher 2011 exemption amount for the alternative minimum tax is 
extended and, along with the AMT tax brackets, is indexed for in- 
flation; second, that the other major provisions in the recently en- 
acted tax legislation that affected individual income taxes and es- 
tate and gift taxes were extended rather than allowed to expire in 
January 2013; and, third, that Medicare’s payment rates for physi- 
cian services were held constant rather than dropping sharply as 
scheduled under current law. All of those policies have recently 
been extended by the Congress for 1 or 2 years. If they were ex- 
tended permanently, deficits from 2012 through 2021 would aver- 
age about 6 percent of GDP rather than 3.6 percent — that is the 
lower dashed line in that picture — and cumulative deficits over the 
coming decade would total nearly $12 trillion. Go to the next slide, 
please. Debt held by the public in 2021 would rise to almost 100 
percent of GDP, the highest level since 1946. 

Beyond the lO-year projection period, further increases in Fed- 
eral debt relative to the Nation’s output almost certainly lie ahead 
if current policies remain in place. Spending on Social Security and 
the Government’s major mandatory health care programs — Medi- 
care, Medicaid, the Children’s Health Insurance Program, and in- 
surance subsidies to be provided through exchanges — will increase 
from roughly 10 percent of GDP to about 16 percent over the next 
25 years. 

To prevent debt from becoming unsupportable, the Congress will 
have to substantially restrain the growth of spending, raise reve- 
nues significantly above their historical share of GDP, or pursue 
some combination of those approaches. The longer the necessary 
adjustments are delayed, the greater will be the negative con- 
sequences of the mounting debt, the more uncertain individuals 
and businesses will be about future Government policies, and the 
more drastic the ultimate policy changes will need to be. However, 
changes of the magnitude that will ultimately be required could be 
disruptive. Therefore, Congress may wish to implement them 
gradually so as to avoid a sudden negative impact on the economy, 
particularly as it recovers from the severe recession and so as to 
give families, businesses, and State and local governments time to 
plan and adjust. 

Allowing for such graduate implementation would mean that 
remedying the Nation’s fiscal imbalance would take longer and. 
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therefore, that major policy changes would need to be enacted soon 
in order to limit a further increase in Federal debt. 

Thank you very much. 

[The prepared statement of Mr. Elmendorf follows:] 
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Chairmafi Coiuad, Senaior Sessions, and Members of the 
Committee, thank you for inviting me to testify on the 
Congressional Budget Office’s (CBO’s) most recent anal- 
ysis of the outlook for the budget and the economy. My 
staument summarizes CBO s new economic forecast and 
baseline budget projections, which cover fiscal years 2011 
through 202 1 . Those estimates were released yesterday in 
the report titled The Budg^ and Economic Outlook: Fiscal 
Yean2011io2021. 

The United States faces daunting economic and budget- 
ary challenges. The economy has struggled to recover 
from the recent recession, which triggered by a large 
decline in house prices and a financial crisis — events 
unlike anything this country has seen since the Great 
Depression. During the recovery, the pace of growth in 
the nations output has been anemic compared with that 
during most other recoveries since World War II, and the 
unemployment rate has remained quite high. 

For the fKleral government, the sharply lower revenues 
and elevated spending deriving from the financial turmoil 
and severe drop in economic activity — combined with 
the costs of various policies implemented in response to 
those conditions and an imbalance between revenues and 
spending that predated the recession — ^have caused bud- 
get deficits to su^e in the past two years. The deficits of 
$1.4 trillion in 2009 and $1.3 trillion in 2010 are, when 
measured as a share of gross domestic product (GDP), 
the largest since 1945 — representing 10.0 percent and 
8.9 percent of the nation’s output, respectively. 

For 201 1, the Congressional Budget Office projects that 
if current laws remain uncharged, the federal budget will 
show a deficit of dose to $1.5 trillion, or 9.8 percent of 
GDP (see Table 1). The deceits in CBOs baseline pro- 
jections drop markedly over the next few years as a share 
of output and average 3.1 percent of GDP from 2014 co 
2021. Those projections, however, are based on the 
assumption that tax and spending policies unfold as spec- 
ified in current law. Consequently, they understate the 
budget deficits that would occur if many policies cur- 
rently in place were continued, rather than allowed to 
expire as scheduled under current law. 


The Economic Outlook 

Although recent actions by U.S. policymakers should 
help support further gains in real (inflation-adjusted) 
GDP in 2011, production and employment are likely to 
stay well below the economy’s potential for a number of 
years. CBO expects that economic growth will remain 
moderate this year and next. As measured by the change 
from the fourth quarter of the previous year, real GDP is 
projected to increase by 3.1 percent this year and by 
2.8 percent next year (sec Table 2). That forecast reflects 
CBO’s expectation of continued strong growth in busi- 
ness investment, improvements in both residential invest- 
ment and net exports, and modest increases in consumer 
spending. It also includes the impact of the Tax Relief, 
Unemployment Insurance Reauthoritadon, and Job Cre- 
ation Act of 20 1 0 (referred to in this report as the 2010 
tax act), enacted in Decembeti which provides a short- 
term boost to the economy by reducing some taxes, 
extending unemployment benefits, and delaying an 
increase in taxes that would otherwise have occurred in 
2011. CBO projects that inflation will remain very low in 
2011 and 2012, reflecting the la^e amount of unused 
resources in the economy, and will average no mote than 
2.0 percent a year between 2013 and 2016. 

The recovery in employment has been slowed not only 
by the moderate growth in output in the past year and a 
half but also by structural changes in the labor market, 
such as a mismatch between the requirements of available 
jobs and the skills of job seekers, that have hindered the 
reemployment of workers who have lost their job. I^yroll 
employment, which declined by 7.3 miUion during the 
recent recession, gained a mere 70,000 jobs (or 0.06 per- 
cent), on net, between June 2009 and December 2010. 
(By contrast, in the iirsc 18 months of past recoveries, 
employment rose by an average of 4.4 percent.) Conse- 
quently, the rate of unemployment has fallen by only a 
smaliamount: After climbing to 10.1 percent of the labor 
force during 2009, the unemployment rate declined only 
to 9.4 percent by December 2010. Other measures of 
labor market conditions suggest even more slack than 
does the unemployment rate. For example, almost 9 mil- 
lion workers who have wanted full-time work in the past 
two years have been cmploy«l only part time. 

As the recovery continues, the economy will add rou ghl y 
2,5 million jobs per year over the 201 1-2016 period, 


CBO 
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Table 1. 


CBO’s Baseline Budget Outlook 














Total 


Actual, 












2012- 

2012- 


2010 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

9)16 

2021 







In Billions of Dollars 






Tola! Revenues 

2,162 

2,228 

2,555 

3,090 

3,442 

3,651 

3,832 

4,075 

4,275 

4,489 

4,712 

4,963 

16,570 

39,084 

Tola! Outlays 

3,456 

3,71S 

3,655 

3,794 

3,975 

4,202 

4,491 

4,691 

4,885 

5,1SS 

5.451 

5,726 

20,117 

46,055 

Total Deficit (-) or Suiplus 

- 

■ 1 /iso 

'1400 

-7W 

-533 

-551 

-659 

-617 

-610 

-696 

-739 

-763 

-3,547 

-^971 

On-Budget 

-1.371 

-1,548 

-1,186 

-792 

-621 

-641 

-752 

-706 

-693 

•768 

-798 

-808 

-1992 

-7,765 

Off-Budget* 

77 

68 

86 

as 

87 

90 

94 

90 

82 

73 

59 

45 

445 

794 

Debt Held by ttie PuMI; 
at Bk End of the Year 

9,01B 

10,430 

11,598 

12,386 

12,996 

13,625 

14,358 

15,064 

15,767 

16457 

17,392 

18,253 

aa 

n.a. 







As a 

Percentage of 

GDP 






Total Revenues 

14.9 

14.8 

16.3 

las 

19.9 

20.1 

20.0 

2a3 

20.4 

20.5 

207 

20.8 

19.1 

19.9 

Total Outlays 

23.8 

24.7 

23.3 

23.1 

23.0 

23.1 

23.5 

214 

23J 

217 

219 

24.0 

2X2 

215 

Total Deficft 

-8.9 

-9.8 

-7JJ 

-4.3 

-3.1 

-3.0 

■3.4 

-3.1 

•2.9 

•3.2 

-34 

-34 

-4J 

-3.6 

Debt Held by the Public 
at the End of the Year 

62.1 

69.4 

73.9 

75.5 

75.3 

74.9 

75.0 

75.2 

7S3 

75.8 

764 

76.7 

aa. 

n.a. 

Source; Congressional Budget Office. 














Note: n.a. s notgppItcaMe. 















a. 0 f^budget surpluses comprise surpluses i 

n the Social Security trustfundsas weliasthe net cash flow of the Postal Service. 



CBO escimues. However, even with sigaiBcaiit increases 
in the number of jobs, a substantial reduction in the 
unemployment rate will take some time. CBO projects 
that the unemployment race will gradually tall in the 
near term, to 9.2 percent in the fourth quarter of 
2011, 8,2 percent in the fourth quarter of 2012, and 
7.4 percent at the end of 2013- Only by 2016, in CBO’s 
forecast, does it reach 5.3 percent, close to the agency’s 
estimate of the natural rate of unemployment (the rate of 
unemployment arising from all sources except fluctua- 
tions in aggregate demand, which CBO now estimates to 
be 5.2 percent). 

For the period beyond 2016, CBO’s economic projec- 
tions are based on uends in the factors that underlie 
potential output, including the labor force, capital accu- 
mulation, and productivity. The projections therefore do 
not explicitly incorporate fluctuations resultii^ from the 
business cycle. In CBO’s projeaions, growth of real GDP 
averages 2.4 percent annually from 2017 lo 2021, apace 
that matches the growth of potential GDP over those 
years. The unemployment rate aven^s 5.2 percent in 
that same period. 


The Budget Outlook 

The recovery now under way might be expected to lessen 
the bud^c imbalance in 2011 by increasing tax revenues 
and decreasing spending for certain income-suppon pro- 
grams, such as unemployment compensation. However, 
revenue growth will be restrained by the slow and tenta- 
tive pace of the recovery and by the 2010 tax aa. 

Moreover, outlays for many programs axe projected to 
continue to grow and more than offset the decreases In 
spending (for unemployment compensation, for exam- 
ple) yielded by improvii^ economic conditions. 

The resulting federal budget deficit of neariy $1.5 trillion 
projected for this year will equal 9.8 percent of GDP, a 
share that is neatly 1 percentage point higher than the 
shortfall recorded last year and almost equal to the deficit 
posted in 2009, which at 10.0 percent of GDP was the 
highest in nearly 65 years. 

By CBO’s estimates, federal revenues in 20 1 1 will be 
$123 billion (or 6 percent) more than the total revenues 
recorded two years ago, in 2009. The continued slow 
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T»bl» 2. 

CBO’s Economic Projections for Calendar Years 2010 to 2021 

Estimated, Forecast Projected Annual Awrage 

2010 2011 2012 2013-2016 2017-2021 


Fourth Quarter to Fourth Quarts (Percentage Chang*) 


Real GDP 

2.5 

3.1 

2.8 

3.4 

2.4 

Pd Price Index 

1.4 

1.2 

1.3 

1.7 

2.0 

Core PCE Price Index* 

1.0 

13) 

1.2 

1.6 

23) 

Consumer Price Index*' 

1.2" 

1.3 

13 

2.0 

23 

Core Consumer Price Index* 

0.6' 

0.9 

1.2 

1.9 

2.2 



Fourth Quarter Level (Percent) 


Unemployment Rate 

9.6' 

9.2 

8.2 

53" 

5.2* 




Cal^dar Year Average 



kiterest Rates (Percent) 






Three-month Treasury bill rate 

0.1 ' 

0.3 

1.1 

3.6 

4.4 

Ten-year Treasury note rate 

3.2' 

3.4 

3.8 

4.7 

S.4 

Unemployment Rate (Percent) 

9.6' 

9.4 

8.4 

6.4 

5.2 

Nominal GDP (Percentage change) 

3.8 

3.7 

4.4 

5.1 

4.4 


Sources: Congressional Budget Office (CBO); Department of Commerce, Bureau of Economic Analysis; DeparUnent of Labor, Bureau of Labor 
Statistics; Federal Reserve. 

Notes: Data for the fourth quarter of 2010 were not available when CGO's forecast was completed in »rly Oecembec Numbers for gross 

domestic product (GOP) in the table for 2010 are therefore based on CBO's estimates made in eariy December. More recent estimate 
from other forecasters, based on additional data, suggest that growth of nominal and real [inflation-adjusted) GDP in the fourth 
quarter vras higher than CBO estimated. 

PCE = personal consumption expenditures. 

a. Excludes prices for food and energy. 

b. The consumer price index for all urban consumers. 

c. Actual value for 2010. 

d. Value for 2016. 

e. Value for 202L 


improvement in economic conditions is andcipared to 
boost revenues from individual income taxes, corporate 
taxes, and other sources by nearly $200 billion between 
those two years; however, revenues (iom social insurance 
taxes are projected to decline by more than $70 billion 
relative to their level two years ago, mostly as a result of a 
one-year reduction in payroll taxes included in the 2010 
tax act. 

Spending, (or the most part, has been growing faster than 
revenues. Programs related to the federal government’s 
response to the problems in the housii^ and financial 
markets are an exception; outlays recorded for the 
Troubled Asset Relief Progrun (TARP), for example, 
will decrease by $176 billion from 2009 to 2011, CBO 


projeas.* But if current laws remain unchanged, federal 
outlays other than those for the TARP are projected to be 
$366 billion (or 11 percent) higher in 2011 than they 
were in 2009. 


1. TheAdminisiradon reoinled oiuUys oFS!51 billion for the 
TARP in 2009, which ceflecred iu e«tiin»e oF the cost oF the 
actions that had been undertaken by the Treasury. Beouse the 
fmandai system stabilized and many instinitioiu repaid the assis- 
tance provided by the TARP earUa than expected, the Adminis- 
tration—fcdlowiDg the standard procedures for Federal ctedit 
programs — reduced the previously recorded cost by posting a 
large negative outlay (that is, a reduction in spending in 2010. 
The program will again reduce the defidt in 2011, CBO esti- 
mates — showing negative outlays of $25 billion, mostly reflecting 
a further adjusrmenc to the estimated cost recorded in 2009. 
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According lo CBOs projections, mandatory spending 
excluding outlays for the TASP will increase by $191 bil- 
lion (or 10 percent) between 2009 and 2011.^ Significant 
growth in many areas — in particular, for Social Security, 
Medicare, and Medicaid — is expected to be ofi&ei only 
partially by reductions in outlays for other programs, pri- 
marily fo[ Fannie Mae, Freddie Mac, and deposit insur- 
ance. Discretionary spending will increase by an esti- 
mated $ 1 37 biQion over the two-year period; about one- 
thiid of that increase stems from funding provided by 
the American Recovery and Reinvestment Act of 2009 
(ARRA). In addition, outlays for net interest will rise by 
an estimated $38 billion from 2009 to 2011, mostly 
because of substantial increases in borrowing. 

Under current law, CBO projects, budget deficits will 
drop markedly over the next few years — to $1.1 trillion 
in 2012, $704 billion in 2013, and $333 billion in 2014. 
Relative to the size of the economy, those deBcits repre- 
sent 7.0 percent of GDP in 2012, 4.3 percent in 2013. 
and 3.1 percent in 20 14. From 2015 throi^ 2021, the 
deBcits in the baseline projections range from 2.9 percent 
to 3.4 percent of GDP. 

The deBcits that will accumulate under current law will 
push federal debt held by the public to significantly 
higher levels. Just two years ago, debt held by the public 
was less than $b trillion, or about 40 percent of GDP; 
at the end of fiscal year 20 1 0, such debt was roughly 
$9 trillion, or 62 percent of GDP, and by the end of 
2021, it is projected to climb to $18 trillion, or 77 per- 
cent of GDP. With such a large increase in debt, plus an 
expected increase in interest rates as the economic recov- 
ery strengthens, interest payments on the debt are poised 
to skyrocket over the next decade. CBO projects that the 
government’s annual spending on net interest will more 
than double between 2011 and 2021 as a share of GDP, 
increasing from 1.5 percent to 3.3 percent, 

CBO’s baseline projections are not Intended to be a fore- 
can of future budgetary outcomes; rather they serve as a 
neutral benchmark that legislators and others can use to 
assess the porential efiects of policy decisions. Conse- 
quently, they incorporate the assumption that current 
laws governing taxes and spending will remain 
uncharged. In particular, the baseline projections in this 
report are based on the following assumptions; 


2. Mandatory spending is governed by p^manent law; in contrast, 
disernionary spending is rontrolled by annual appiopriuion acts. 


■ Sharp reductions in Medicare's payment rates for phy- 
sicians’ services take effect as scheduled at the end of 
2011; 

■ Extensions of unempbyment compensation, the one- 
year reduction in the payroll tax, and the two-year 
extension of p[o>4sions designed to limit the reach of 
the alternative minimum tax all eiqiite as scheduled at 
the end of 2011; 

■ Other pro>4sions of the 2010 tax act, including exten- 
sions of lower tax rates and expanded credits and 
deductions originally enacted in the Economic 
Growth and Tax Refief Reconciliation Act of 2001, 
the Jobs and Growth Tax Relief Reconciliation Aa of 
2003) and ARRA, expire as scheduled at the end of 
2012; and 

■ Funding for discretionary spending increases with 
inflation rather than at the considerably faster pace 
seen over the dozen years Icadii^ up to the recent 
recession. 

The projected deficits over the latter part of the coming 
decade are much smaller relative to GDP than is the cur- 
rent deficit, mosdy because, under those assumptions and 
with a continuing economic expansion, revenues as a 
share of GDP are projected to rise steadily — from about 
15 percent of GDP In 2011 to 21 percent by 2021 (sec 
Figure 1). 

As a result, the baseline projections understate the budget 
deficits that would arise if many policies currently in 
place were extended, rather than allowed to expire as 
scheduled under current law. For example, if most of the 
providons in the 2010 tax act that vrere originally enaaed 
in 2001, 2003, and 2009 or that modified estate and ^ 
taxation were extended (rather than allowed to expire on 
Elecember 31, 2012), and the alternative minimum tax 
was indexed for inflation, annual revenues would average 
about 18 percent of GDP through 2021 (which is equal 
to their 40-year average), rather than the 19.9 percent 
shown in CBOs baseline projections. If Medicare’s 
payment rates for physicians’ services were held constant 
as well, then deficits from 2012 through 2021 would 
average about 6 percent of GDP, compared with 3.6 per- 
cent in the baseline. By 2021, the bucket deficit would 
be about double the baseline projection, and with cumu- 
lative deficits totaling nearly $12 trillion over the 
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Fifltire 1. 

Total Revenues and Outlays 

{Percentage of gross domestic product) 



Source: Congressional Budget Office. 

2012—2021 period, debt held by the public would reach 
97 percent of GDP, the highest level since 1946. 

Beyond the 1 0-year projeaion period, further increases 
in hKleral debt relative to the nation’s output almost 
certainly lie ahead if current policies remain in place. The 
aging of the population and rising costs for health care 
will push federal spending as a pcrcen^e of GDP well 
above that in recent decades. Specifically, spending on the 
governments major mandatory health care programs — 
Medicare, Medicaid, the Childrens Health Insurance 
Program, and health insurance subsidies to be provided 
through insurance exchanges — along with Social Security 


will increase from roughly 10 percent of GDP in 201 1 to 
about 16 percent over the next 25 yean.^ If revenues stay 
close to their average share of GDP for the past 40 years, 
that rise in spending will lead to rapidly growing bud^t 
deficirs and surging federal debt. To prevent debt from 
becoming unsupportable, policymakers will have to sub- 
stantially restrain the growth of spending, raise revenues 
significantly above their historical share of GDP, or pur- 
sue some asmbination of those two approaches. 


3. See Coogreuioiui Budget Office, Tbt Long-Term Budget Outlook 
(June 2010, revised August 2010). 
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Chairman CONRAD. Thank you, Director Elmendorf. 

You know, one of the things we say a lot on this Committee is 
the current trajectory, projected trajectory on our deficits and debt 
is unsustainable. You have used that language as well. What do 
you mean by that? 

Mr. Elmendorf. As the debt rises relative to the size of the 
economy, so does the burden on the economy, on American citizens, 
of making the payments on that debt, of making the interest pay- 
ments. And as that burden rises, it becomes more difficult to pre- 
vent a further increase in debt because the rising interest pay- 
ments are tending to squeeze out the other forms of Government 
spending or push up tax revenue in ways that are difficult for the 
country to absorb. 

So the rising debt payments can start to snowball in a way that 
can make the debt rise faster and faster, and one sees that in our 
longer-term projections as one goes out beyond the coming decade 
where the path of debt to GDP can rise quite sharply. 

In order to continue the borrowing implicit in those kinds of pic- 
tures, the Government needs to find investors willing to purchase 
Government securities, both to roll over the existing debt as it ma- 
tures and to acquire the new debt necessary to finance the ongoing 
budget deficits. 

At some point investors are likely to become increasingly nervous 
about whether the Government can, in fact, manage its budget. 
That is what we and others have called a fiscal crisis, and we have 
seen very recently other countries encounter a crisis of that sort in 
which it becomes impossible for the Government to finance the tra- 
jectory of debt that it has in mind at affordable interest rates. 

Now, we have been very clear that we do not have an analytic 
capability of predicting what a tipping point might be and when it 
might happen. But as the debt rises relative to GDP and as the 
trajectory continues to be steeply upward, the risk of that sort of 
crisis increases. 

Chairman CoNRAD. So part of your analysis and reason for the 
trajectory of our debt being unsustainable is that puts upward 
pressure on interest rates in order to satisfy those who loan us 
money to take on greater risk, and that has the effect of slowing 
the economy. Is that part of your analysis? 

Mr. Elmendorf. Yes, that is right. So as the Government needs 
to work harder to find buyers for its debt, it has to pay higher in- 
terest rates over time. And more importantly, from an economic 
point of view, the Government’s borrowing is crowding out the bor- 
rowing that private firms or households might do to support invest- 
ment in plant and equipment or to support new housing. And it is 
the crowding out of that private investment that makes future in- 
comes lower than they would otherwise be. 

Chairman CONRAD. Well, I think that analysis is very much in 
line with what every economist has told this Committee and what 
the Chairman of the Federal Reserve has told this Committee. 

Let me go a little bit further because part of your analysis of the 
trajectory of future deficits and debt is tied to the question of inter- 
est rate levels. And you have a projection of what interest rates are 
likely to be during the term of this forecast. What would happen 
if the interest rates were, for example, 1 percent higher than you 
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project? I think you did a sensitivity analysis to determine what 
would happen to our debt if interest rates were just 1 percent high- 
er than what you project currently. Could you tell us what you 
found? 

Mr. Elmendorf. Yes, Mr. Chairman, and for others, this is in 
Appendix B of our outlook where we illustrate the sensitivity of 
those budget projections to a variety of pieces of the economic fore- 
cast. 

If interest rates are 1 percentage point higher than we project 
throughout the entire decade for both short-term and long-term 
rates, we estimate that the budget deficit would be $1.25 trillion 
larger over the coming decade than in our baseline projection. 

Chairman CONRAD. So you would add another $1.25 trillion — 
“trillion,” that is with a “T,” not billion, not million, trillion — if in- 
terest rates were just 1 percentage rate higher than in your fore- 
cast? 

Mr. Elmendorf. Yes, that is right. 

Chairman CoNRAD. Let me ask you this: As you evaluate where 
we are headed, the Chairman of the Federal Reserve testified be- 
fore this Committee in recent days, and basically his advice to us 
on deficit and debt reduction was start modestly but then grow the 
effort in a very determined way once the economy is on stronger 
ground. His argument to the Committee was that this recovery is 
still fragile. One in every six Americans is either underemployed or 
unemployed. And so what he was saying to this Committee was 
you ought to begin the process, but begin fiscal discipline in a mod- 
est way, but put in place a plan that goes way beyond modest to 
get the debt first stabilized and then to bring it down to more man- 
ageable levels. 

Is that your advice to this Committee as well? Or what is your 
advice? 

Mr. Elmendorf. Well, as you know, Mr. Chairman, I will not 
make policy recommendations to you and your colleagues. I think 
in judging the speed of policy changes that you are considering, you 
and your colleagues face a difficult trade-off. On the one hand, as 
I said, the longer that you wait to make those policy changes, the 
more the debt will mount, the greater the negative consequences 
of that will be, including the crowding out other investment, in- 
creased loss of flexibility to respond to future emergencies that we 
cannot foresee now; the greater will be the burden of interest pay- 
ments and crowding out other forms of spending or pushing up tax 
receipts to keep the debt from growing yet faster; and the greater 
the risk of a fiscal crisis. 

At the same time, the faster that you make policy changes, espe- 
cially those of the magnitude required to fix a fiscal imbalance of 
this size that I have shown and you have talked about, those 
changes can be disruptive to the households that are planning for 
certain sorts of benefits, to the businesses that are planning around 
certain features of the Tax Code, to State and local governments 
that are depending on the Federal Government to continue its rela- 
tionship with them as it has been in the past. And the faster you 
move, the harder it is for them to adjust. 

Chairman CoNRAD. Let me ask you this question: I think that 
analysis that you have given is very much in line with what other 
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economists have told this Committee of a broad range of philo- 
sophical backgrounds. Because when we have witnesses before this 
Committee, we try to provide a broad range of philosophical input. 
Some are telling us that tax cuts are so beneficial that if we enact 
tax cuts, they really will not lead to additional deficits because the 
cost is offset by the economic growth that they encourage. 

What is your analysis with respect to the effect of tax cuts on the 
budget? 

Mr. Elmendorf. So the answer, of course, depends to some ex- 
tent on the specific tax cuts that one has in mind. As a general 
matter, reductions in marginal tax rates, which affect the incen- 
tives faced by households and businesses, reductions in those rates 
can encourage work and savings and, thus, boost the economy, and 
through that provide some offset to the direct loss in tax revenue 
from the reductions in rates. 

For broad-based reductions in taxes, I think the consensus in the 
economics profession is that the offset provided through the extra 
work and saving is significantly smaller than the direct revenue 
loss, and thus that the net effect on the budget is a reduction in 
revenues. As I said, one might reach different conclusions for par- 
ticular changes in tax rates, but for broad-based changes, I think 
that is the professional consensus. 

Chairman CoNRAD. So give us an understanding — and, look, I 
supported extending the tax cuts. I supported extending all of them 
because I believed the economy was in such weak condition that we 
needed some certainty and we needed the additional lift that those 
tax cuts can give in the short term. Isn’t the CBO analysis that tax 
cuts have a differential effect short term and long term? 

Mr. Elmendorf. Yes, that is right. Again, I do not think that is 
unique to us either. In the results that we presented to you in tes- 
timony at the end of September about the effects of different ways 
of extending the expiring tax provisions that you and your col- 
leagues were considering, we looked at both the effects in the next 
few years and the effects at the end of the decade and beyond in 
future decades. 

In the short term, we think that reductions in tax receipts that 
put more money into the hands of taxpayers that they can then 
spend can stimulate economic activity, the demand for goods and, 
thus, production and employment. And that is especially true, I 
should emphasize, under current economic conditions where there 
is so much unused labor, so much unused industrial capacity, and 
where the Federal Reserve has already pushed the interest rates 
that it controls most directly down essentially to their lower bound. 

But over the longer term, as we showed in these results in Sep- 
tember, reductions in tax revenue that are not matched by reduc- 
tions in Government spending and, thus, lead to wider budget defi- 
cits tend to reduce the level of economic activity, and there are dif- 
ferent forces at work there. The lower tax rates do spur work and 
saving, as I said, and we incorporate that in our estimates. At the 
same time, the larger deficits — again, on the assumption that 
spending is not cut commensurately, the larger deficits crowd out 
private capital formation. And for most of the different parameter 
values, most of the models that we use — and we us a variety to il- 
lustrate the uncertainties. For most of those approaches that we 



106 


have taken, the loss of future output and income from the extra 
deficits outweigh the boost from the lower tax rates. 

Chairman CONRAD. And isn’t it your analysis that the tax cuts 
we just enacted in fact do add to the deficit and the debt? 

Mr. Elmendorf. Yes, that is correct. The legislation, as we re- 
port in our outlook, that legislation increased budget deficits this 
year and next and over the entire decade by around $800 billion, 
I believe. 

Chairman CoNRAD. All right. Let me go to Senator Crapo, and 
then we will go to members for questions in order of arrival. We 
use the early bird rule here, and we will follow that as well. I think 
given the number of Senators, we better do 7-minute rounds. Sen- 
ator Crapo. 

Senator Crapo. Thank you, Mr. Chairman. 

I want to followup briefly on the last line of questioning. In your 
analysis — and I describe what the Chairman and you were talking 
about as “dynamic scoring of tax policy.” I do not know if that is 
the accurate description of it, but do you take into consideration 
the dynamic impacts of tax policy as you provide us your numbers? 
In other words, when you do your analysis and come up with that 
$800 billion number for a deficit impact, are you calculating into 
that the dynamic impact of tax policy on the economy and on reve- 
nues? 

Mr. Elmendorf. People use these words in different ways. Let 
me distinguish two sets of words and tell you what I mean by 
them. 

Dynamic scoring I think of as incorporating in a revenue esti- 
mate or a cost estimate a full range of microeconomic and macro- 
economic behavioral responses. 

The revenue estimates that you get, like all the revenue esti- 
mates have done for decades in the Congress, are done by the staff 
of the Joint Committee of Taxation, not by CBO. Those estimates 
incorporate a vast array of microeconomic behavioral responses. 
They do not incorporate effects of changing economic aggregates 
like GDP. 

Separately, we and our colleagues on the staff of the Joint Tax 
Committee do dynamic analyses of various sorts, analyses in which 
we do allow the macroeconomic aggregates to change through these 
behavioral changes along with the various sorts of microeconomic 
behavioral effects. And we reported to you that sort of dynamic 
analysis in the testimony I did in September about the effects of 
tax policy. We do this every year in an analysis of the President’s 
budget. We have done this for the American Recovery and Rein- 
vestment Act. We do this in a whole variety of circumstances. It 
is a great deal of work to do. We tend to do it only for particularly 
significant pieces of legislation for which we have weeks or months 
of lead time in terms of your interest. And the staff of the Joint 
Tax Committee does similar sorts of analyses as well. 

Senator Crapo. All right. Let me ask you, what kind of revenue 
growth estimates are you using throughout the decade in your pro- 
jections? 

Mr. Elmendorf. So revenue grows slowly for the next — certainly 
for this year, because we have the economy growing slowly. 
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Senator Crapo. You are at 3.8 for this year, right? That is 
your 

Mr. Elmendorf. I believe 

Mr. Booth. 3.1. 

Mr. Elmendorf. So for this year — yes, OK. So for this year we 
have total revenue growing by 3.1 percent. 

Senator Crapo. 3.1, OK. 

Mr. Elmendorf. And then much faster on average for the re- 
mainder of the decade, but much of that is from the expiration of 
a whole set of these tax provisions at the end of this year or the 
end of next year. So over the next few years between now and 
2014, tax revenue rises by about 5 percentage points of GDP, and 
three-quarters of that is from the expiration of expiring tax provi- 
sions, and the other quarter is a variety of other effects, including 
economic growth. 

Senator Crapo. Do you use projections as to what rate of infla- 
tion you expect in the economy? 

Mr. Elmendorf. Yes. So obviously the nominal growth rates of 
revenues and of spending depend on our projection of inflation. As 
I mentioned earlier and as we describe at greater length in the re- 
port, we expect inflation to remain low in the next few years, then 
to move up toward the Federal Reserve’s implicit target, which, ac- 
cording to Chairman Bernanke and others, is at 2 percent or a lit- 
tle under. If there were faster inflation, that would lead to more 
revenues. It would also lead to more spending, and in particular it 
would lead to higher interest payments on the debt. And in this 
Appendix C that was referenced before, one of the experiments that 
we did was to look at what happens if inflation is higher — I am 
sorry. Appendix B — is higher than it would otherwise be. Higher 
inflation of 1 percentage point a year would add about $900 billion 
to deficits over the next decade. 

The important part of that is that with higher inflation there 
tend to be higher interest rates, so this already large and growing 
burden of interest payments would grow even faster. 

Senator Crapo. And are you familiar — I am shifting gears here 
a little bit, but are you familiar with the studies done by Rogofif 
and Reinhart comparing debt to GDP of different nations and so 
forth? 

Mr. Elmendorf. Yes, I am actually. Carmen Reinhart is a mem- 
ber of our panel of economic advisers. 

Senator Crapo. You are aware then that they use gross debt in 
their analysis. You have indicated that debt owed to the public, 
which is significantly lower than that, is going to be approaching 
the 90 to 100 percent mark by the end of the decade. Could you 
comment, given the context of their analysis and the fact that 
using literally debt owed to the public as opposed to gross debt, we 
are rapidly approaching those markers, on what you expect to be 
the consequences of our failure to change that dynamic, that 
growth in debt? 

Mr. Elmendorf. U.S. debt, publicly held debt, is already in unfa- 
miliar territory for our country, and over the course of the next dec- 
ade, if current policies are continued and debt pushes up toward 
100 percent of our GDP, we will be entering unfamiliar territory 
for all developed countries over the past several decades. Not com- 
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pletely unknown territory. Some countries have gone there. Their 
experiences have usually been poor. 

The U.S. is different from other countries in a variety of ways 
that might affect how far we can push up debt before we encounter 
larger negative consequences. People do view the U.S. economy as 
a vibrant one and the U.S. financial system, notwithstanding the 
events of the past few years, as a reliable one. That gives us a little 
more room perhaps. 

On the other hand, we have low private saving rates compared 
with other countries, so our Government debt cannot be absorbed 
as much in U.S. saving. It has to rely on the saving and investment 
of others. That may give us less room than other countries. 

Senator Crapo. I want to interrupt because I have one more 
question I am going to ask, and so I would just — well, let me just 
interrupt and move to the next question 

Mr. Elmendorf. Yes. 

Senator Crapo [continuing]. Because time is so short. I do want 
to followup on that in a future round. 

Quickly, there are four major housing and banking activities that 
are reflected in the Federal budget to various degrees: TARP fi- 
nance programs, the Federal Government’s obligations to Fannie 
and Freddie, the premiums paid by and loss share payments to 
banks through the Deposit Insurance Fund, and the Federal Re- 
serve’s remissions of interest income to the Treasury earned on 
their open market operations and other portfolio investments. 

Could you explain to me what the budget numbers associated 
with each of these entities actually reflects? For instance, do the 
numbers for these programs in the budget reflect cash, credit scor- 
ing, or actuarial costs? And are we treating these different aspects 
differently in our budget analysis? 

Mr. Elmendorf. So the answer to the last part of the question 
is yes, they are treated differently. The Federal budget is primarily 
a cash-flow accounting, money coming in and money going out. 
About 20 years ago, in the Federal Credit Reform Act, there were 
some changes made to try to better reflect the true cost of some of 
the Government’s financial activities, the credit programs. In fact, 
that methodology, which we apply to credit programs under the 
law today, does not reflect the full cost of the Federal Government, 
the full cost in particular of the risk that the Government takes on 
in credit programs. 

Beyond that, some of these other particular parts of the Govern- 
ment’s activities that you mention have been put in place with dif- 
ferent budgetary treatment. The TARP was set in place with in- 
structions to us to treat it not exactly under the credit reform 
basis, but under a credit reform basis with an adjustment for the 
extra risk the Government is taking on, and we have done that. 

Fannie Mae and Freddie Mac were brought into the Government 
in our assessment through the conservatorship, and the ownership 
and control of the Government has demonstrated. There is nothing 
in law that specifies how they should be treated in the budget. We 
are treating them, after discussion with the Budget Committees, on 
the same risk-adjusted basis that we are treating the TARP. 

The administration, however, still views them as being outside of 
the budget. When they record the history of transactions, they 
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record cash payments to those entities as if they were outside enti- 
ties. 

Unfortunately, in contrast, our projections, which view them as 
part of the Government, which we think is appropriate, treats them 
more on — does not record the cash transactions but imputes to the 
Federal Government the transactions those entities are engaged in. 

So it is a very complicated business, and we are in ongoing dis- 
cussions with the Budget Committee, both sides — here and also in 
the House — to try to think through if there are better ways for us 
to communicate to you and your colleagues what is really going on. 

Chairman CoNRAD. Can I just intercede on this point. Senator 
Crapo? Because I think it is important for members of the Com- 
mittee to know that CBO, when they have a question about how 
to do these things, consults the Chairman and the Ranking Mem- 
ber of both the House and the Senate Budget Committees. They did 
consult us on the question of treating Fannie and Freddie off the 
books or on the books. We insisted that they be included because 
we think that is the most accurate reflection of the effect on the 
Federal books. And we were unanimous in that view. Senator 
Gregg was the Raking member here at that time. Congressman 
Ryan was Ranking in the House. And former Chairman Spratt, the 
four of us were consulted. The four of us agreed unanimously 

Senator Crapo. And I agreed with 

Chairman CONRAD [continuing]. That they ought to be included. 

Senator Crapo. Thank you. 

Chairman CoNRAD. And I still believe that was the correct deci- 
sion and that CBO wanted to do it that way, and we thought that 
was the appropriate way, so that we are not having things off the 
books here. 

Senator Crapo. Hopefully 0MB will follow that lead. 

Chairman CONRAD. I thank you. 

Next, Senator Cardin. 

Senator Cardin. Mr. Chairman, thank you very much. Mr. El- 
mendorf, I very much appreciate your service. 

Mr. Elmendorf. Thank you. 

Senator Cardin. I agree with the comments of our Chairman and 
Senator Crapo that we need a credible plan, we need a credible 
plan now. The support and our enactment of a credible plan would 
have an incredible impact, I think, on our economy, and that all 
factors need to be part of the solution. 

The difficulty is that Congress will normally take up issues on 
a specific matter, and then the discipline seems to break down. We 
will have a true emergency — a natural disaster, a Katrina. We will 
have a national security issue that we obviously have to respond 
to. And then we sort of say, well, we will take care of that, and 
we do it in a different manner. Well, we understand that. But then 
other matters get categorized as emergencies or urgent issues, and 
we make separate exceptions. 

I agree that we need to do this in a balanced way, but it seems 
like domestic discretionary spending is always the one that is in 
the focal point and usually takes the brunt of this type of discus- 
sion. 

So I was pleased that the President mentioned discretionary do- 
mestic spending first, and I want to try to get the relative impact 
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of what the President said. In your CBO baseline, what projections 
are you making in regards to discretionary domestic spending? 

Mr. Elmendorf. So the procedure that we follow and have fol- 
lowed for years is to take the latest level of appropriations that the 
Congress has approved and then to increase that over the remain- 
der of the decade with our estimate of inflation so as to maintain 
the same inflation- adjusted or real level of appropriations for those 
programs. 

Senator Cardin. And the President mentioned the freeze for 5 
years. Would that be different than what you had in your baseline? 

Mr. Elmendorf. Yes, that would. 

Senator Cardin. Could you tell us what additional savings would 
be brought in by the President’s recommendation if we, in fact, did 
a freeze on discretionary domestic spending over the next 5 years? 

Mr. Elmendorf. So we did a calculation that I think is relevant. 
I do not know precisely what the President is proposing, and, of 
course, he has not released his budget. But we did a calculation 
that involved freezing all non-defense discretionary spending ex- 
cept that that was directed by the Subcommittee on Homeland Se- 
curity of the Appropriations Committee. And if one freezes that for 
5 years and then at the end of the 5 years increases with inflation, 
but at a level that remains below the level that would otherwise 
have been in place, the savings over the decade are about $400 bil- 
lion. 

Senator Cardin. Thank you. Now, you mentioned three policy 
issues that are not in your baseline but are actively being consid- 
ered by Congress for extension: the alternative minimum tax, the 
extension of the tax issues that were passed in December, and the 
physician reimbursement under Medicare. Let me take them, if I 
could, separately. 

Could you give me a comparable number as to what negative im- 
pact each of those three policies would have on your projections? 

Mr. Elmendorf. Yes, I think I can. For other people, there is a 
table in our outlook. Table 1-7 on page 22, that gives the budg- 
etary effects of a variety of policy alternatives from which these 
numbers are drawn. 

The effect of extending the income tax and estate and gift tax 
provisions, scheduled to expire at the end of next year, is about 
$2.5 trillion over the decade. 

The effect of indexing the AMT for inflation is about $700 billion 
over the decade. 

In fact, there is an interaction between those two policies. The 
money collected under the AMT depends on the level of regular tax 
rates. So if one both does the extension and indexes the AMT for 
inflation, there is another almost $700 billion of revenue. 

So the extension of those tax provisions and indexing the AMT 
together add $3.8 trillion to deficits over 10 years, and then addi- 
tionally there would be extra interest costs as well. 

The effect of maintaining Medicare’s payment rates to physicians 
is about $250 billion over the decade. 

Senator Cardin. Thank you. The reason I mention that is that, 
you know, we spend a lot of time on the spending bills here, and 
there is a lot of pain as we talk about bringing down Federal par- 
ticipation in programs that our local governments need or we need 
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for our roads or we need for those who are the most vulnerable. 
And we have to do that. I think we all understand that. Part of 
bringing the budget into balance is that we are going to have to 
make those types of sacrifices. If we do that, we will bring about 
savings in the budget. 

But then if we talk about the tax issues and just say, OK, well, 
you know, taxes are different, it pales in comparison, the extra 
deficits, what we are doing on the tax side based on all the good 
work we do on the spending side. 

Now, I have not gotten to the military yet. Your baseline as- 
sumes what for military spending? 

Mr. Elmendorf. Well, as for non-defense spending, we take the 
latest level of appropriations provided by the Congress and in- 
crease that with inflation. Under the current circumstances where 
a good deal of money is being spent in Afghanistan and Iraq, that 
level may not be a good representation of what you or your col- 
leagues would think of as the sort of base level of defense spending 
you would like to provide. And we also provide in the same table 
in the outlook some alternatives that involve different paths for de- 
fense spending. 

Senator Cardin. So you are taking a lower projection for the fu- 
ture than using the current 

Mr. Elmendorf. No. We are taking the current. That is what I 
am trying 

Senator Cardin. But you believe there will be some savings in 
the next 10 years as far as the spending in Afghanistan, or you 

Mr. Elmendorf. Well, I am just saying that you and your col- 
leagues have often asked us the question about, well, we think — 
you think this is higher than what you anticipate to provide in the 
future, so 

Senator Cardin. So your baseline starts with the current level of 
military action that we are participating in. 

Mr. Elmendorf. Yes. 

Senator Cardin. So if, in fact, we bring down the military action 
and do not have to spend as much on our soldiers overseas, we can 
bring some back, that in and of itself would give us some savings 
that are not in your baseline. 

Mr. Elmendorf. Yes. In and of itself — let me just add 

Senator Cardin. I understand there are going to be tradeoffs. 

Mr. Elmendorf. Let me just add quickly, when Secretary Gates 
has talked about savings that he would like to implement in the 
base defense budget, not counting those operations, the savings 
that he is discussing is from a higher level than our baseline. He 
is discussing savings relative to the budget plan that the Defense 
Department has put out. So those savings bring down that budget 
plan in the direction of but not all the way to our baseline. 

Senator Cardin. Of course, if the recent years are any indication, 
the numbers are going to probably be higher, because they have 
been higher than, I think, your — if we go back 3 or 4 or 5 years 
ago, what CBO’s baseline was on military spending as to what we 
are spending today, we are spending more, if I am 

Mr. Elmendorf. Well, so part of the problem is that depending 
on where in the year we have done the projections, whether the 
Congress has at that point enacted the sort of supplemental appro- 
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priations that have gone for overseas contingency operations, we 
tend to be extrapolating first the higher number, then a lower 
number, then a higher number. There has been an odd sort of ping- 
ponging that I think has been hard to follow. 

Senator Cardin. My time is up. I wanted to do the same thing 
with the entitlement spending. I did not have a chance to go 
through the analysis. But I guess my point is this: All of the major 
areas need to be on the table, and that was, I think, the credibility 
of the Debt Commission, Mr. Chairman. I must tell you, I think all 
of us were proud that the recommendation was balanced. Again, 
you know, we do have problems with provisions, but you have to 
have all at the table. Let us not just pick on discretionary domestic 
spending. 

Chairman CoNRAD. Thanks, Senator. 

Senator CoRNYNis next. I want to welcome Senator Thune to the 
Committee. He was not here when we welcomed new members. I 
want to extend our welcome to Senator Thune as well to the Com- 
mittee. We look forward to working with you. 

Let me just indicate to members, I try not to interrupt Senators 
when they are questioning, even though they may be at the end of 
their time. If you will kind of look, when I hold up the gavel, I pre- 
fer not to tap it on members, but if you will try to stick close to 
the time, in fairness to others. 

Senator Cornyn. 

Senator Cornyn. Thank you, Mr. Chairman. 

Dr. Elmendorf, welcome, and let me start out by saying how 
much I, and I know other members of the committee and Members 
of Congress, appreciate the professionalism and integrity of your of- 
fice. I know the numbers that you report are often batted around 
and spun in different ways, which must be a source of tremendous 
frustration to you, but you have always seemed to keep your cool 
despite that, and it is important that we get good numbers and 
thank you for that. 

Mr. Elmendorf. Thank you. Senator. That means a lot. 

Senator Cornyn. You know, unfortunately, when we talk about 
the budget and the economic outlook, though, I feel like Mark 
Twain when he said, “Everyone talks about the weather but no- 
body ever does anything about it.” I think Congress is guilty of 
that, and that is why I was pleasantly surprised, Mr. Chairman, 
when you and other members of the President’s Fiscal Commission 
came out with what I thought was a bold and dramatic and sober- 
ing report. And so I hope, and I still hope, that we will take the 
opportunity to deal with this crisis, and I do believe it is approach- 
ing a crisis. We do not know when the tipping point will come, but 
we are almost there. And so we cannot just talk about the economic 
outlook and the budget. We have to do something about it. I do 
think that there is an opportunity, a window for us to do it. 

Now, I heard you say we have to be careful about the pace of 
some of the austerity measures because it could further depress the 
economy, and I hear you loud and clear on that. But I think the 
political reality is we have a short time to do this, and if we do not 
do it within this six to 9 months, then the opportunity will be lost. 

So I am anxiously awaiting the President’s budget, which will 
come the week of February 13, to see whether the President him- 
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self is serious about the crisis that was so well documented and ex- 
plained by his own Fiscal Commission, and I hope that opportunity 
is not squandered by the same old, same old sort of thing that 
seems to happen time and time again. 

But just to — I know we have talked a lot about the need to cut, 
but you alluded to the crowding out effect of more Federal Govern- 
ment borrowing on private access to private credit and I would like 
to just talk to you briefly about the importance of not just cutting, 
but growing the economy. I know when Senator Portman was over 
as 0MB Director at the beginning of 2007, the budget deficit was 
1.2 percent — 1.2 percent. Now, it is around 10 percent. One reason 
why it was low is not because we were not spending money, be- 
cause we were, but because the economy was booming. Jobs were 
being created. The coffers, the Federal Treasury was getting a lot 
of money. But now, for the reasons the Chairman mentioned, not 
only are we continuing our bad habits in terms of spending, indeed 
growing spending, the amount of money coming in because the 
economy is hurting, because people are out of work, losing their 
homes, it is a double whammy. 

So let me ask you, on page 51 of the Budget and Economic Out- 
look, you have some economic projections in terms of growth of our 
Gross Domestic Product, and I believe I heard you say, and this ap- 
pears to say on page 51, that in 2011, you are projecting the Gross 
Domestic Product to grow at 3.1 percent, is that correct? 

Mr. Elmendorf. Yes, that is right. 

Senator Cornyn. Can you tell us at what point, how much 
growth of the Gross Domestic Product is required to see a net in- 
crease in employment? In other words, I assume with new people 
entering the work force that there is a level — I have heard it be- 
fore, but I cannot recall the specific number — is there a range of 
growth that we need to see before we are going to start to see the 
unemployment rate coming down? 

Mr. Elmendorf. Well, at that pace that we project. Senator, we 
think the unemployment rate will begin to come down, but slowly. 
We think that the potential growth rate of the economy — I should 
explain what I mean by that, that apart from the cyclical issues, 
if the labor force were almost fully employed, if productive capital 
were almost fully in use, that the economic output would grow by 
maybe up to 2.5 percent a year. So if economic growth exceeds that 
rate, then we are in the process, we think, of closing the gap a little 
bit between the potential level of output and the actual level of out- 
put. That means putting people back to work again and putting 
equipment and plants back to work again. 

Senator Cornyn. Chairman Bernanke testified a couple of weeks 
ago that he thought by 2012, we would still see unemployment 
stubbornly high, in the 8 percent range. Do you agree with that, 
or what is your view? 

Mr. Elmendorf. Yes, I do. So we think that the unemployment 
rate will be down to about 8.25 percent by the end of 2012. That 
is better than it is today, but obviously still well above the level 
that we have seen in strong economic conditions in the past. 

Senator Cornyn. Since time is so short, let me just conclude on 
some matters that are of grave concern to me, and that has to do 
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with energy costs and some of our policies emanating here from 
Washington having to do with our domestic energy supply. 

First of all, I do not think it is any secret that the moratorium 
that was imposed on drilling for oil in the Gulf of Mexico, and now 
that the formal moratorium is lifted, what is sometimes called the 
“permitorium,” the failure of the bureaucracy to issue permits to 
responsible producers to develop domestic energy, that it is having 
a dramatic negative impact on employment, particularly in the 
Gulf Coast States, but the ripple effect throughout the economy. 

Likewise, we have discovered in the last couple of years as a re- 
sult of modern technology a huge amount of natural gas here in 
America that is available from shale formations. I guess as I heard 
the President talk about green jobs, which sounds very good, and 
certainly we are all for conservation, looking for ways to protect the 
environment as we develop energy sources, I was concerned that 
there was not a whole lot of talk about what I would call red, 
white, and blue jobs, and those are jobs created from our domestic 
energy sources. 

Let me just conclude on this, and I know the Chairman has held 
up his gavel, but let me conclude on this and say, what do you see 
in terms of energy costs, rising energy costs, particularly gasoline 
costs? We see $4 a gallon gasoline by summer. What are the rising 
costs of energy going to do to our economy? 

Mr. Elmendorf. I do not know offhand what our projection is. 
Normally for oil prices, which are an important economic factor, of 
course, we look to the futures markets as our starting point and 
follow the path that people buying and selling the right to have oil 
in the future, look at the price that they are putting on the oil. I 
do not think that calls for further large increases at this point in 
the price of oil. I am not sure about gasoline prices. 

Mr. Dennis. Oil prices are here. 

[Document handed to Mr. Elmendorf] 

Mr. Elmendorf. OK. So oil prices, we have rising. They are now 
about $90 a barrel. We have them rising to about $^100 a barrel by 
2017 and $110 a barrel by 2020. Of course, as we have seen histori- 
cally, the price of oil can easily shoot up well beyond that and can 
fall well short of that for periods of time. So I think this is an as- 
pect of the forecast that you could picture having a very large con- 
fidence range around these numbers. But we think this is con- 
sistent with what is in futures markets and with the historical ex- 
perience. 

Senator Cornyn. Certainly, if a conflict broke out in the Middle 
East and people became concerned about it, those numbers could 
skyrocket almost immediately, could they not? 

Mr. Elmendorf. Yes. That is right. Senator. 

Senator Conrad. Thank you. 

Chairman CoNRAD. Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman, and Dr. Elmendorf, 
thank you for all your good work. 

In the middle 1980s, Democrats and Ronald Reagan got together. 
They got together on taxes, cut taxes, kept progressivity, and grew 
the economy. And we found a startling number a few days ago. In 
the 2-years that followed that bipartisan work, the economy ere- 
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ated 6.3 million non-farm jobs. That is twice as many jobs as were 
created between 2001 and 2008, when tax policy was partisan. 

Now, in your analysis, you, of course, just assume that between 
now and 2012, there will be no changes, and then after 2012, we 
will see what happens. What could you tell us — and this, of course, 
would just be a very rough analysis — would your fiscal outlook be 
if, say, in the next 2 years. Democrats and Republicans picked up 
on the kind of work that was done in the 1980s and grew the econ- 
omy? Can you give us any sense of how your fiscal outlook would 
change? Obviously, it would change because you are not making 
any calculations based on anything else being done. But just what 
roughly would you suggest might part of the changed fiscal out- 
look if a tax reform along the lines of what was done in the 1980s 
was enacted? 

Mr. Elmendorf. As you know. Senator, my capacity for analysis 
usually falls well short of your questions. As a very general matter, 
it is a widely held view among experts that a tax code that had a 
broader base, with fewer special exemptions, deductions, credits, so 
on, and thereby could have lower tax rates to raise the same 
amount of revenue, would be a more effective tax code in terms of 
raising revenue while producing less distortion to private economic 
behavior. 

So all else equal, and there is a lot being swept into that phrase 
from your question, a tax code with a broader base and lower rates 
is one that we would expect to be more conducive to economic 
growth. But, of course, we would have to look at 

Senator Wyden. Which would mean that the fiscal picture you 
have painted today would not be quite the bleak one that you have 
offered. 

Mr. Elmendorf. Not quite as bleak. As you understand, the gap 
between spending and revenues under extension of these policies 
that have been extended in the past is very large. That is not a 
gap that the economy can grow its way out of even with 

Senator Wyden. Understood. 

Mr. Elmendorf [continuing]. The world’s best tax system. 

Senator Wyden. Let us talk about the international implications 
of tax law for a minute, if we can. I am very interested in seeing 
the corporate rate cut considerably and have proposed cutting it 
from 35 to 24 in order to encourage manufacturing in the United 
States. In effect, that would provide us an opportunity to repatriate 
some of the money that is parked overseas back here in the United 
States again to grow the economy. 

Have you all done any analysis with respect to an approach that, 
in effect, would promote that kind of repatriation through a tax 
code that incented job growth in the country? 

Mr. Elmendorf. I do not think we have studied that in par- 
ticular, Senator. We actually are doing some work right now on dif- 
ferent approaches to taxing international corporations in work that 
we hope to present to the Congress in a few months. I do not think 
we have studied that particular proposal, at least as of yet. 

Senator Wyden. I hope you will, and I will followup with your 
staff on it because I think it is important. I think we know that 
billions and billions of dollars are parked offshore right now and 
we ought to make it more attractive to repatriate that money 
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through tax law and incent private sector job growth in our coun- 
try. 

I am going to ask you the same question I asked Dr. Bernanke 
with respect to tax law, and that is the effect of doing just cor- 
porate tax law changes rather than individual tax law changes at 
the same time, because my sense is, because most businesses pay 
taxes as individuals, not as C Corporations, you really have many 
interactions. And Dr. Bernanke said that he thought tax reform 
needed to be done in a holistic way, corporate changes and indi- 
vidual changes concurrently. Do you generally share that view? 

Mr. Elmendorf. Well, I think from the perspective of an analyst, 
tackling all the aspects of a general problem at once seems most 
effective. Of course, it is up to you and your colleagues to judge 
how many changes you can think through and agree upon in a fi- 
nite period of time. I mean, as you understand, both the corporate 
tax reform and individual tax reform agendas are incredibly long 
and complicated. But yes, I think from an analytic perspective, try- 
ing to think about all the pieces of the tax code together would be 
most effective and most appropriately. 

Senator Wyden. I simply think the interactions between what in- 
dividuals pay and what businesses pay is now so intertwined with 
sole proprietorships, LLCs, partnerships, and others that to just 
say you are going to split off one piece of the tax code and touch 
on reform there is to vastly oversimplify this and create a lot of dis- 
tortions. 

One other question. What are the growth implications of doing 
taxes on a temporary basis? Let me just read you a sentence from 
the Wall Street Journal toward the end of the year, and I will 
quote it. “The United States now has no single permanent tax re- 
gime for levies on salaries, capital gains and dividends, a Social Se- 
curity tax, or a slew of targeted breaks for families, students, and 
others.” So in effect, what America has done is to put the tax sys- 
tem on a permanently temporary basis. We are phasing things in. 
We are taking things out. We have a permanently temporary tax 
code. 

What are the growth implications of having something that is 
now a gerry-built, temporary system rather than to look, as I tried 
to do at those 1986 numbers, which to me are just eye-popping. To 
think that when Ronald Reagan and Democrats got together, in 2 
years, they created more jobs than you saw in 8 years of partisan 
tax policy, what would be the benefits of looking beyond a tem- 
porary approach? 

Mr. Elmendorf. I think the temporary nature of our current tax 
system, if you will, is damaging to the economy. We hope and ex- 
pect that businesses and families are planning ahead, that they are 
making decisions now, making investments for the future, and it 
is very difficult for them to make those sorts of decisions in an in- 
formed and thoughtful way if the tax rates that will apply to them 
a year or two or three or four down the road are so uncertain. And 
I think that resolving that uncertainty would encourage and sup- 
port household decisions, business decisions, investment, and hir- 
ing, probably. 

Senator Wyden. Mr. Chairman, my time has expired, but be- 
cause we are all going to be working closely under your leadership 
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over the next 2 years, I want to touch on this last point that Dr. 
Elmendorf made about the nature of a temporary set of tax poli- 
cies. If we have, Mr. Chairman and colleagues, the same debate in 
the lame duck session of 2012, where we are once again talking 
about extending the tax law today for two more years. Dr. Elmen- 
dorf has told us that will be damaging for the economy and the 
country. So with your leadership and Senator Sessions, my hope is 
that this time, over the next 2 years, we can make permanent pro- 
growth changes to tax law, get it done in this Congress, and not 
just re-litigate another set of temporary tax law changes in the 
lame duck session of the 2012 Congress which Dr. Elmendorf has 
just told us would be very damaging. 

Mr. Chairman, thank you for that extra time, but I think the 
point Dr. Elmendorf made is especially important there at the end. 

Chairman CONRAD. Thank you for that. 

Senator Sessions is now back. He was at another hearing that 
required his presence. I think it is probably most appropriate that 
we go to him for any opening statement he would want to make 
and then we will resume questions. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you, Mr. Chairman. It was a critical 
hearing that I had to be at involving my State 

Senator Wyden. Your microphone is not working. 

Senator Sessions. Maybe I can just move over here. 

Chairman CONRAD. It is working now. 

Senator Sessions. OK. That is better. Senator Wyden, fun- 
damentally, you are absolutely correct. I mean, a permanent tax 
policy is better than an uncertainty, and we have too much uncer- 
tainty in our economy and we do need more stability. You have 
come forward with some proposals and ideas that I think are worth 
serious consideration and I look forward to working with you on it. 
I truly believe that you are attempting to accomplish something in 
an effective way. 

I congratulate you, Mr. Elmendorf, for your reappointment at 
CBO. You have carried out your duties, I believe, with honesty and 
integrity and I look forward to working with you again. You have 
some rather specific controls on how you score and evaluate mat- 
ters. It is not your fault. They have been established and you follow 
them, I think, objectively, whether we like the outcome or not. The 
rules are set up mostly by Congress. 

So we got the new baseline from CBO yesterday. The news was 
not good. Our deficit is expected to reach nearly $1.5 trillion this 
fiscal year as of September 30. That is well above what we were 
projecting not long ago. Our gross debt is expected to reach 100 
percent of GDP, meaning the amount of all the money our nation 
owes will soon be equal to the value of everything our nation pro- 
duces. That is above the level, the 90 percent level that Rogoff and 
Reinhart can calculate in their fine, valuable book and analysis of 
nations who have defaulted on their debts. The 90 percent rate is 
significant. They find it is a significant number, and we are above 
that. 

Forty cents of every dollar we spend is borrowed. By the end of 
the decade, the interest on our debt is expected to rise to nearly 
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$750 billion in 1 year. That crowds out spending. People would like 
to spend more on a host of projects, and I would like to do that, 
too, but we are going to have $750 billion less because, first, we 
have to pay interest on the surging debt that we have. 

Former Federal Reserve Chairman Alan Greenspan said recently 
that we have almost a 50-50 chance of a bond market crisis in the 
next 2 years. That is the quote up there. It was apparently at the 
Wall Street Journal interview, and I thought that was something 
that we should hear. I mean, this is a man of wisdom. He has been 
around a long time and he said the only question is will this debt 
bond crisis be before — excuse me, that the kind of budget numbers 
that we need be passed before or after the crisis. It would be a lot 
better, I think we would all agree, critical, actually, that we do it 
before the crisis. 

So the path we are in unsustainable, yet I have to say that Presi- 
dent Obama in his State of the Union Address announced fun- 
damentally we would just continue as we are. To hear the Presi- 
dent’s remarks, one would think his speech had been written 10 
years ago. They were disconnected from the reality of the debt cri- 
sis that we face. 

Earlier this week, I said his State of the Union Address would 
be a defining moment for his Presidency and I do not think he rose 
to the occasion. It was a timid speech. It squandered a historic op- 
portunity to rally the American people behind true spending re- 
form. He had the opportunity to look them in the eye, say what the 
real dangers we are facing are, and call on us to meet the challenge 
as Americans will, if properly called. It was far short of the stand- 
ards set by Governor Chris Christie in New York and Prime Min- 
ister David Cameron in the U.K., in Britain, who are making tough 
choices. 

No one forced Mr. Obama to be President. As my wife says, do 
not blame me. You asked for the job. He asked for this job and he 
has a real tough job now, and I think he did not lead effectively. 
He proposed instead that we continue a 5-year plan, and this so- 
called freeze on domestic spending is not a plan to reduce deficits. 
It is a plan to preserve the deficits, really locking in place the very 
spending levels that had been dramatically increased by President 
Obama in the past 2 years. 

The plan is remarkable not for its strength, but for its weakness. 
In defense of his proposal, the President argued that the govern- 
ment spending is the engine of the economy, that the government 
is the engine of the economy, basically, and he had this airplane 
metaphor backward. The engine of our economy is the private sec- 
tor, not the public sector. When the private sector grows, it creates 
jobs, new industries, new ideas, and more tax revenue. But when 
the public sector grows, it simply consumes more of what the pri- 
vate sector produces and big government waste is funded on the 
back on small business thrift. 

The American people deserve candor and directness from the 
elected officials. The money to sustain the President’s big govern- 
ment vision, the more investments he called for, is simply not 
there. We do not have the money. Meaningful spending reductions 
are not a choice, they are an obligation. There is no serious alter- 
native. We need to take the tougher road, but the road that leads 
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to prosperity. Reducing the size and cost of government may not be 
easy, but it is the only responsible course, the only one that will 
lead us to a better future. 

So, Mr. Elmendorf, I look forward to discussing the issues with 
you now and as we go forward through the next years. Together, 
I believe we can make some progress. 

Mr. Chairman, there is nobody that has seen this and studied it 
more carefully than you, and I look forward to seeking your advice 
as we go forward, also. 

Chairman CoNRAD. Thanks, Senator Sessions. You know, it may 
turn out it just falls to us on this committee to put forward a plan. 
It may be that since the Commission did not get 14 of 18, it may 
just be that we have to go back to a process that worked on this 
committee when I first came here, which is to have a real markup 
and for this committee to lead. 

Frankly, I have never thought that on a problem of the dimen- 
sions of this one, where we typically do 5-year budgets, almost al- 
ways do, in this circumstance, which really requires a plan that ex- 
tends way beyond 5 years, that this was not the forum to sort it 
out. But I am not sure anymore. I am not certain that it is not 
going to fall to us to put a plan out there for our colleagues on the 
floor. I am going to be having discussions with members of the 
committee on both sides to see what the feeling would be about our 
taking this on and laying a plan before our colleagues, because this 
is the Budget Committee. Even though we have typically been lim- 
ited to 5-year plans, maybe we are the only ones who are going to 
have the opportunity to lay out a comprehensive plan absent some 
kind of summit. 

I prefer, I think the thing that makes the most sense is there is 
a summit between the White House leaders and the House and the 
Senate, because at the end of the day, the White House has to be 
at the table, and unfortunately, in the congressional budget proc- 
ess, the President is left out. The President sends us a budget, but 
then Congress passes a budget and it never goes to the President. 
It never goes to the President for his signature or his veto. 

But if there is not going to be a summit, there is not going to 
be some kind of negotiation, maybe it is going to fall to us on this 
committee to put forward a plan. 

Senator Manchin is next. 

Senator Manchin. First of all, let me congratulate you on your 
reappointment. 

Mr. Elmendorf. Thank you. Senator. 

Senator Manchin. We are glad too that we all agree on some- 
thing. With that being said, sir, a couple questions very quickly. 

On health care, as you know, you scored health care, and you see 
where we are right now with the bill being sent over in a repeal, 
and I have heard of the $200 billion score on that that it would cost 
us. Can you elaborate on that and a little bit about the mandates, 
what the mandates would do if they were eliminated? And also 
from a State’s perspective, the 133 percent, Medicaid. And I am not 
sure if anyone really understood where we were — as States at that 
time, where we were coming from, the Governors were coming 
from. Most States do not cover 50 percent of the people that qual- 
ify, and we jumped from, let us say, the 50 percent all the way to 
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133, which we had a hard time swallowing. If you could talk about 
that, and then I have one final question, sir. 

Mr. Elmendorf. ok. You raise a lot of complicated issues there. 
Senator. 

The original legislation as enacted last March, both the Patient 
Protection and Affordable Care Act and the health care parts of the 
reconciliation act, set in place substantial expansion of Federal en- 
titlements for health care and paid for that expansion by setting 
in place new tax revenues and by trimming money from existing 
health program, in particular Medicare, and by trimming the 
money from Medicare in a way in which the gains to the Govern- 
ment budget would increase over time because the trimming was 
of a sort of reducing the rate of increase of payments to providers. 
And in our analysis, the combination of the extra tax revenue and 
the reductions in spending laid out in the legislation exceeded the 
cost of the new entitlement, so the legislation had in our assess- 
ment last March a small positive effect on the Federal budget. 

Therefore, in the preliminary analysis that we prepared in time 
for the House vote, we concluded that repealing that legislation 
would have a small negative effect on the Federal budget. We are 
in the process of constructing a full cost estimate of the repeal leg- 
islation and which we make available, of course, as soon as we 
have completed it. 

One of the many questions we were asked along the way of the 
health debate of the past 2 years, in addition to the Federal budg- 
etary effects, was the effect on State government budgets. And as 
you said, the expansion of Medicaid in that legislation put addi- 
tional burden on States. The expansion was set in place in a way 
where the Federal Government would pay a larger share of the cost 
of the new people made eligible for Medicaid than it does under the 
current Medicaid program but, nonetheless, would not pay all of 
that bill. And, in fact, the share the Federal Government will pay 
of those newly eligible people actually declines a little bit over 
time. 

Our latest estimate is that the State’s share of the costs associ- 
ated with that Medicaid coverage expansion will be a little over $60 
billion during the 2011-2021 period, the period covered by this lat- 
est outlook. 

Senator Manchin. But 2014, that is when the States — it basi- 
cally goes into effect, the expansion of Medicaid? 

Mr. Elmendorf. Yes, that is right. We tend to report 10-year 
numbers — 11 years counting now, but, yes, it is principally 2014 
and beyond. It is not our place to judge, of course, how States can 
deal with that or whether it is appropriate to do that. I will say 
that estimate incorporates our expectation of changes in State be- 
havior in response to the higher burden that they will face. So our 
estimates cannot incorporate changes in law that you and your col- 
leagues might implement at the Federal level 

Senator Manchin. Yes. 

Mr. Elmendorf [continuing]. But our estimates do incorporate 
responses by families and businesses, in this case it is doctors, and 
in this case by State government. 
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Senator Manchin. If you would do me a favor, because I want 
to move on to another question, if you would just give me — and if 
you could score the reduction from 133 to 100. 

Mr. Elmendorf. I would have to talk to you about 

Senator Manchin. 133 to 100, and also if the mandates were re- 
moved and if there is an offset there. If we could talk about that 
after. 

Mr. Elmendorf. Yes, we will talk with you. Senator. 

Senator Manchin. The other thing, the Debt Commission, I was 
very proud of the Debt Commission. I will tell the Chairman that, 
and everybody that worked so hard and the courageous stance you 
all took, and I appreciate that very much. But, you know, in West 
Virginia every family sits down and works through their budgets, 
and they set a budget and stick with it. Most States have a budget 
balance amendment, and I want to know what your thoughts would 
be for this Federal Government, because it does not seem to me 
that we are ever going to have the will to tackle the problems that 
we have to and the votes that are going to have to be made unless 
there is a balanced budget amendment that forces us. And it would 
do it over a period of time because ratification would take some 
time to do it, and it would give us a chance to get our financial 
house in order. But it sets a firm grip, and you know the States 
are going through some very, very challenging, difficult times and 
making some difficult cuts, and they are looking at the Federal 
Government and saying, “Why can’t you all do it? We are doing it. 
We are taking these severe cuts. We are making these tough votes. 
But we do not see anything coming from Washington.” 

If I could hear your response on a balanced budget amendment 
on constitutional change of how we do business in Washington. 

Mr. Elmendorf. So, Senator, I do not think it is appropriate for 
me to make a recommendation for or against that sort of change, 
but 

Senator Manchin. Can you tell me if it would be 

Mr. Elmendorf. I would make a few observations. 

Senator Manchin. Yes. 

Mr. Elmendorf. I think one is that the set of budget rules set 
in place in 1990 regarding caps on discretionary spending and a 
pay-as-you-go system for mandatory spending and taxes seemed to 
analysts to have been effective at helping to guide decisions of the 
Congress, as long as there was the focus in the Congress on the 
deficit reduction. Once the budget improved and that focus dis- 
sipated, then those restrictions were no longer effective. It was 
the 

Senator Manchin. But wouldn’t a balanced budget amend- 
ment — 

Mr. Elmendorf [continuing]. Combination of rules 

Senator Manchin [continuing]. Hold this check in balance? 

Mr. Elmendorf [continuing]. And the focus in the Congress. 
Amending the Constitution to require this sort of balance raises 
risks that you are aware of The automatic stabilizers that the Gov- 
ernment has, the Federal Government has, the fact that taxes fall 
when the economy weakens and that spending and benefit pro- 
grams increase when the economy weakens in an automatic way 
under existing law is an important stabilizing force for the aggre- 
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gate economy. The fact that State governments need to work, as 
you said, against those effects in their own budget, need to take ac- 
tion to raise taxes or cut spending in recessions undoes the auto- 
matic stabilizers essentially at the State level. Taking those away 
at the Federal level risks making the economy less stable, risks ex- 
acerbating the swings in business cycles. 

Senator Manchin. But you would agree that we are very unsta- 
ble right now? 

Mr. Elmendorf. Yes, the automatic stabilizers are not perfectly 
stabilizing, but taking them away would have costs that you and 
your colleagues would have to weigh. 

The other thing to say, of course, is that that amendment does 
not suggest — it does not by itself say how you or your colleagues 
would change taxes or spending 

Senator Manchin. Would you be asked to score a balanced budg- 
et amendment? 

Mr. Elmendorf. No, I do not believe that we score amendments 
to the Constitution. We estimate the effects of legislation that you 
and your colleagues are considering. 

Senator Manchin. That would be good. I would like to talk to 
you further about that, but the balanced budget amendment is 
very, very important to me and to every Governor, to every State, 
to every household, especially in West Virginia. And if they can do 
it, they think we can do it also. 

Senator Sessions. Mr. Chairman, I did not ask any questions on 
my first comment. Could I have just 2 minutes to ask a question? 

Chairman CONRAD. Senator Ensign, is that OK with you? 

Senator Sessions. Without Senator Ensign losing his place. 

Chairman CoNRAD. OK. We sort of have an unusual situation. It 
is a little unfair to do that, but you are the Ranking Member, so 
we will make an exception. 

Senator Sessions. You are a great Chairman, and I thank you. 

[Laughter.] 

Senator Sessions. Magnanimous. 

Governor Manchin, with regard to the score of the health care 
bill, Mr. Elmendorf, the money that you have referred to that came 
in through the bill was Medicare trims or Medicare cuts and tax 
increases, most of which were Medicare tax increases, I believe, 
and that money was used to fund the new program. 

But two things are important. First, Mr. Elmendorf has made 
crystal clear you cannot count that money twice. It cannot increase 
Medicare and fund the new program. This is a very serious matter 
that we are talking about. Very serious. And so isn’t it true that 
the Treasury — the new health care program is not given new 
money to fund the new health care program, but the money they 
got from the Medicare tax increases and the Medicare cuts is bor- 
rowed by the Treasury and that the Treasury owes that money 
back when Medicare continues in default or goes into default and 
claims its money back? 

Mr. Elmendorf. So let me try to — so Senator Sessions is refer- 
ring to a set of letters that we sent at his request in December of 
2009 and January of 2010, and the way I would describe this is 
that the analysis that CBO does of legislation is done on a unified 
budget basis, taking into account all the pieces of spending and 
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revenues. And we report the net effect of legislation on spending 
and revenues and the deficit as a whole. 

The cutbacks in Medicare spending, which were large in that leg- 
islation, as I have said, together with revenue increases, more than 
offset in our judgment the extra spending on the new health enti- 
tlements and expanded health entitlements. 

It is also the case, as you are saying. Senator, that the savings 
in Medicare, and particularly the savings in the Hospital Insurance 
part of Medicare, HI or Part A of Medicare, then lead to a greater 
accumulation of bonds in the HI trust fund. As we wrote in the let- 
ter to you, those bonds have important legal meaning. They are 
real U.S. debt backed by the full faith and credit of the U.S. Gov- 
ernment like the debt sold to the public. 

They do not have independent economic meaning in the sense 
that the fact that the trust fund has an accumulation of bonds does 
not give the trust fund some separate way to pay Medicare bene- 
fits, except, as you say. Senator, by coming back to the Treasury, 
redeeming those bonds, and getting that cash in the future. 

Another way to say that is just that paying Medicare benefits in 
the future relies on tax revenue that will be raised in the future 
or borrowing that will be done in the future, cannot depend directly 
on the bonds in the trust fund. 

Senator Sessions. I think that is fair. I think all of us need to 
understand that. But I would go a little bit further. It increased 
the internal debt of the U.S. Treasury because the money expended 
for the health care program is borrowed from Medicare, at least a 
substantial portion of it. And when Medicare, since we know it is 
going into default, inevitably will call those bonds, the United 
States Treasury will either have to raise taxes or borrow it on the 
economy or deflate the currency, which are the three choices gov- 
ernments have. Isn’t that basically correct? 

Mr. Elmendorf. I mean, you are right. The money is being bor- 
rowed from the Medicare Trust Fund, and that 

Senator Sessions. It increases the internal debt, the gross debt 
of the United States. 

Mr. Elmendorf. And it increases the gross debt of the United 
States, yes, absolutely. 

Chairman CONRAD. I thank the Senator, and I thank him actu- 
ally for making the point because we have that same issue with So- 
cial Security. You know, the hard reality is — I hear it all the time. 
Social Security has trillions of dollars of assets. That is true. There 
are trillions of dollars of assets. They are special purpose bonds 
backed by the full faith and credit of the United States. Those are 
real assets. The problem is the only way those bonds are redeemed 
is out of current income, and Social Security is going to go perma- 
nently cash negative in 5 years. 

So I have to say, those who have — and I have received the lash 
from those who say, well, you should not have to touch Social Secu- 
rity because there are trillions of dollars of assets. It is true there 
are trillions of dollars of assets. It is true that they are backed by 
the full faith and credit of the United States. It is also true that 
the only way those bonds get redeemed is out of the current income 
of the United States. And we are about to see a dramatic shift in 
the budget circumstance when we go to having hundreds of billions 
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of dollars a year of surplus in Social Security that the general fund 
could borrow to having a circumstance in which there are hundreds 
of billions of dollars of debt that has to be serviced out of current 
income. 

Senator Ensign, I apologize to you because you kind of got de- 
layed here. 

Senator Ensign. It is OK, Mr. Chairman. The important thing is 
getting some of these issues out on the table. What you just talked 
about I think is of absolute critical importance. You talked about 
the full faith and credit of the United States. That is really what 
we are dealing with here. 

The Chairman held up, at the beginning of your talk, about 
Moody’s and Standard & Poor’s, talking about the AAA rating of 
the United States. Japan was just downgraded to AA. What would 
a downgrade from AAA to AA of the United States credit rating do 
to the interest rates and do to your budget projections? Because, 
by the way, your budget projections, in my opinion — I know you all 
try to be conservative, but just as we have seen last year, I think 
this year you projected a $1.1 trillion deficit last year, the year be- 
fore for this year, right? And it turned out to be 1.5. And some of 
that was because of the tax policy that was passed at the end of 
the year. I realize that. I am going to ask a question on that. But 
the bottom line is these things can change radically very quickly, 
and this full faith and credit idea, this idea of if the bond raters 
downgrade our bonds, if the Fed is successful — and a lot of people 
think they are going to be successful in raising inflation, because 
that is what they are trying to do right now with their monetary 
supply. Those all lead to higher interest rates, higher than what 
you are projecting. And so that is basically the question. If it goes 
to AA, what does that do to your projections for this deficit? 

Mr. Elmendorf. So if the Federal Government’s credit rating 
were lowered, that would certainly push up the interest rates the 
Government would pay, and thus the interest payments we would 
have to make. We have not attempted to quantify how much a 
given reduction in rating would affect interest rates, but it cer- 
tainly would be an adverse effect for the budget. 

Senator Ensign. And it would not be insignificant, it would be 
very significant. Would you agree with that statement? 

Mr. Elmendorf. I think it would be significant. Senator, abso- 
lutely. 

Senator Ensign. Yes. And so the point is here we do not — I think 
that you talked about this. The sooner we make these changes, 
maybe the — they are going to be painful. But the sooner we make 
them, maybe a little less painful. As Alan Greenspan talked about, 
we are going to have to make these changes. It is just a question 
of do we do them in the middle of a crisis or do we do them to 
avoid the crisis. And that I think is the significant part of this. 

Senator Cornyn mentioned, and, actually, I think Senator Ses- 
sions mentioned, we need Presidential leadership right now, and 
the Chairman has talked about this, talked about this Committee 
doing its job. I could not agree more. The President needs to lead 
right now. These issues that we are talking about — and you have 
been around. You have seen this. Dr. Elmendorf These cuts — it is 
much easier to get reelected by giving money away, OK? None of 
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us want to make these tough political votes. But we have a Demo- 
crat President, a Republican House, and a Democrat Senate right 
now. In my opinion, if the President would lead, join the two par- 
ties together, we could do actually what is right for the American 
people. But it is up to him to lead. He is the President. He is the 
only one with the bully pulpit. Our little microphones here do not 
echo through the country. He had it on the State of the Union. I 
think he failed on the State of the Union, personally, but he still 
have plenty of opportunity. We have the CR coming up. We have 
the debt ceiling coming up. There are other opportunities. He has 
his budget coming up. We have plenty of opportunities for the 
President to lead. And forget our party labels. This is about the fu- 
ture of our country. The debt that you are talking about, the inter- 
est on the debt, you have said that is unsustainable. It is. It is 
unsustainable. 

Dr. Elmendorf, the reason you got reappointed by Republicans 
and Democrats is because you do try to call, you know, the fair 
shots. We do not always agree. You know, there is always — ^because 
what you do is unbelievably difficult to predict. But you play within 
the rules that you are given, and some of the rules are not nec- 
essarily the best rules for making the most accurate predictions as 
well. But the bottom line is I think all economists agree that our 
country is in serious trouble if we do not deal with this debt and 
deficit problem. 

Four hundred billion dollars that the President talked about the 
other night, what percentage of that is of the debt that we are 
going to accumulate over the next 10 years based on your projec- 
tions? 

Mr. Elmendorf. Well, under the baseline projections in which 
these various tax provisions expire and so on, we expect the Gov- 
ernment will accumulate about $7 trillion in debt over the next 
decade, so $400 billion is a little over 5 percent of that. 

Senator Ensign. It is a drop in the bucket, and actually it will 
probably — we all think it will probably be lower, especially if you 
talk about spending projections, if you talk about the alternative 
minimum tax, if you talk about the doc fix, if you talk about all 
those things that we know are going to happen. 

Mr. Elmendorf. So if we extend all of those expiring provisions 
in the way that I talked about at the beginning, we look for a debt 
of $12 trillion under that view of current policy over the next dec- 
ade. And $400 billion is a few percent of that. 

Senator Ensign. Yes, and as far as total spending during that 
time, projected spending during that time, what percentage of it? 
My back-of-the-napkin calculations are it is less than 1 percent. 

Mr. Elmendorf. Yes, that is right. 

Senator Ensign. So the President has basically said, OK, we are 
going to reduce spending by less than a penny out of every dollar, 
OK? When this country — all economists say it is unsustainable. 
This country is literally headed for a financial crisis that we maybe 
have never seen. And for us to sit here — that is why it is so impor- 
tant for us, in my opinion, to join together as Republicans and 
Democrats with the President to tackle this problem. 

You know, Mr. Chairman, what you said with the budget, I am 
willing to join whoever it is, but we have to make such difficult — 



126 


these are going to be painful — politically painful is what I mean by 
painful — politically painful choices to make. 

I agree with Senator Wyden. We have to have the kind of tax 
policy because you cannot just cut your way out of this. You have 
to actually cut and grow. You have to do those at the same time. 
It is the only way you are going to solve this crisis, this financial 
crisis that could be looming on our country. 

So I know there was a lot in there. The only last thing I have 
is State pensions now, Moody’s is talking about requiring the 
States to put their pension obligations on their books. OK? Now, 
you talked about these stabilizing factors. What does that do poten- 
tially to, you know, the whole economic projections going off into 
the future? 

Mr. Elmendorf. So we are actually in the process of completing 
an issue brief on State pensions, which we will release very shortly. 
Senator. I think that is an important topic. The issue about the 
stabilization was mostly in the context of sort of year-to-year be- 
havior of State budgets during a recession, an economic downturn 
and a recovery. But as you say, a very important long-term finan- 
cial issue for States and local governments is the commitments 
they have made to pay certain benefits to retired government work- 
ers and whether they have or have not put aside sufficient money 
to meet those. 

Senator Ensign. Right. Mr. Chairman, I realize my time has ex- 
pired. Just a last comment. It is not in the future. You are seeing 
this. My State is dealing with it right now. My cities are dealing 
with this right now. Cities and States across the country are actu- 
ally dealing with this problem right now. They know most of it is 
in the future, but it is actually affecting their State budgets cur- 
rently. 

Mr. Elmendorf. Yes, that is right. 

Senator Ensign. Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you, and thank you for your courtesy. 
Senator Ensign. 

Senator Whitehouse. Thank you. Chairman. And with respect to 
your comment about this Committee becoming a forum for doing 
some of the significant debt and deficit work that we may need to 
do, I can assure you that I am prepared for that work, and I think 
every member of this Committee would be prepared for that work. 
So if it is your judgment to proceed in that way, I think you will 
find that you have both interested and hard-working Senators who 
are prepared to engage in that discussion. 

Chairman CONRAD. I thank the Senator for that. You know, I 
have thrown this out as an idea. I think it is going to take discus- 
sion among all the members of this Committee. Again, I personally 
would prefer that we have a summit that involves the President 
and the leadership of the House and the Senate. But if that is not 
to occur, it has to start somewhere. 

Senator Whitehouse. Director Elmendorf, if you have an insur- 
ance company and it collects premium in order to make payments 
in the insurance program, it builds up reserves that the insurance 
company holds. And there are times when fires take place, 
Katrinas take place, lives that are insured expire, and you have to 
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draw on those reserves. And in those periods, the insurance pro- 
gram may go cash negative but remain fully actuarially sound. 

As I understand it, our problem with Social Security is that it 
is and has been actuarially sound, will be actuarially sound 
through 2037; but that reserve fund of the incoming premium that 
was set aside was not left alone. Congress took it, borrowed it, left 
an lOU in its place, and spent it on other stuff. But I think — I see 
you nodding. I think it is important to point out that Social Secu- 
rity as a program is not actuarially at fault for the need that we 
will have to fund the cash needs. The problem that caused the need 
to fund the cash needs is not that there is an actuarial problem 
with Social Security, at least not for a quarter century. And I sus- 
pect with the President’s recommendation that you raise the pay- 
roll tax cap, that even goes away and it becomes fully solvent in- 
definitely. What has happened is that management went into the 
reserves and took them out and spent them on something else. And 
if this were a private company and I were still an Attorney Gen- 
eral, I would probably be prosecuting that management. But this 
is Congress, and it is all done in the light of day, and everybody 
was in on it, and it is part of the way in which we have done busi- 
ness. 

Is that a fair description of our Social Security problem? 

Mr. Elmendorf. So let me just say, back to the parts that I 
think I understand and that I think I agree with. Social Security 
has sufficient resources, meaning the bonds held by the trust fund, 
that together with the expected inflow of payroll taxes it can meet 
benefits under current law for decades to come. 

As you are saying and as Senator Sessions said, and Senator 
Conrad as well, the rest of the Government in a sense used the 
cash, left the trust fund with bonds, which are valuable assets. If 
you were running a private insurance company and had U.S. 
Treasury securities in its vault, you would view that as a pretty 
safe investment for that insurance company. The problem is that 
the rest of the Government used that cash. If, in fact, the Govern- 
ment had run surpluses equal to the saving of the trust fund over 
all of those years, then the Government as a whole would be in bet- 
ter financial shape due to the surpluses. It would be in much better 
shape to meet those commitments in the future. But, in fact, the 
Government has not run surpluses commensurate with the increas- 
ing balances in the trust fund, and thus, the Government has not 
improved its financial condition using that money. It has mostly 
used that money for other purposes. As Senator Sessions notes, the 
health legislation enacted last March essentially does with the 
extra money building up in the HI trust fund. 

Senator Whitehouse. But it is not an actuarial flaw in the So- 
cial Security program that causes the need to fund the reserves. It 
is the fact that the reserves were removed and spent on other 
things and now need to be replaced. 

Mr. Elmendorf. I think that is fair. Senator, but I would just 
say again CBO tends to look at the budget in a unified budget 
sense. 

Senator Whitehouse. No, I understand. 

Mr. Elmendorf. In some ways, the underlying problem here is 
to have a trust fund which is building up assets 
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Senator Whitehouse. That has no funds and nohody 

Mr. Elmendorf [continuing]. Inside a budget that is essentially 
a cash-flow budget. And that is true for the Social Security trust 
funds, and it is true for the Hospital Insurance trust fund in Medi- 
care as well. And once one has a trust fund building up assets in- 
side a budget that is essentially viewed on an annual cash-flow 

basis, there is intrinsically in that a disconnect 

Senator Whitehouse. It is similar to the 

Mr. Elmendorf [continuing]. And the risk of the double counting 
that Senator Sessions refers to, just to emphasize, not that we can- 
not keep the numbers straight, but that one has to be careful in 
thinking and talking about 

Senator Whitehouse. My time is running out. I am sorry to in- 
terrupt. But is it not similar to the difference between a liquidity 

shortfall and an insolvency problem? You still need 

Mr. Elmendorf. The Federal Government as a whole, there is 
a problem that the total revenues that are expected to come in are 
not up to the total spending expected to go out. And it is really at 
the level of the overall Government that I prefer to focus, and I 
think that budgeteers have focused for a number of decades. 

Senator Whitehouse. Let me go on to one other point. I do not 
have a lot of time remaining, but it has been recently said that our 
debt is the product of acts by many Presidents and many Con- 
gresses over many years. I do want to single out one President, and 
that was President Clinton. As I recall, under President Clinton 
the Nation saw its first budget surpluses in decades. And if my 
recollection is correct, in January of 2001, immediately after Presi- 
dent Clinton left office and when the Bush administration assumed 
office, it was the finding of the nonpartisan Congressional Budget 
Office, your operation, that the Clinton era trends, if they had been 
continued forward, would have led to a debt-free United States of 
America by the end of the last decade. Is that correct? Do I recall 
correctly? 

Mr. Elmendorf. I believe that is correct. Senator. 

Senator Whitehouse. So I think it is fair in terms of that to at 
least exempt President Clinton from responsibility for our deficit. 
He left us on track to being an actual debt-free Nation. 

Mr. Elmendorf. So as you know. Senator, I do not take sides on 
Presidents or Members of Congress. It is worth emphasizing that 
a number of things happened in 2001 that the CBO baseline projec- 
tions in January of that year did not anticipate. One was very im- 
portant changes in tax policy, which our baseline is not designed 

to anticipate. The other was 

Senator Whitehouse. But those were not 

Mr. Elmendorf [continuing]. A recession 

Senator Whitehouse. But those were not the fault of President 
Clinton. He was out of office by then, correct? 

Mr. Elmendorf. Again, I am not — I do not talk in President 
terms. I am talking about 

Senator Whitehouse. They took place after the President had 
left office. 

Mr. Elmendorf. That is correct. Senator. 

Senator Whitehouse. It is a matter of calendar. 
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Mr. Elmendorf. The other thing that happened was that the 
economy fell into a recession, suffered a very large decline in the 
value of stock prices, and then 

Senator Whitehouse. Again, after President Clinton left office. 

Mr. Elmendorf [continuing]. Revenues fell very — well, in fact, at 
the time there was some dispute about exactly when the recession 
had started. The 

Senator Whitehouse. But as of January 2001, you were pre- 
dicting a debt-free Nation. Your organization was predicting a debt- 
free Nation. 

Mr. Elmendorf. Yes, but the point I am trying to make is that 
there were economic developments and changes in the amount of 
tax revenue collected for a given economy that were also adverse 
to the budget outcomes. And I do not remember offhand — I think 
CBO has looked at this, but I do not remember offhand how much 
of the deterioration in the budget that occurred after that was due 
to legislation and how much was due to revisions to the economic 
and technical projections based on 

Senator Whitehouse. I understand, and I am not trying to fault 
your predictive capabilities, and I am not trying to fault the Janu- 
ary 2001 report. I am just trying to point out that at least one 
President really did the best that he could. And that is not some- 
thing you need to react to, because I know you do not speak in 
those terms, but for the sake of my colleagues. 

Thank you. My time has expired. 

Chairman CoNRAD. Senator Johnson. 

Senator Johnson. Thank you, Mr. Chairman. I would like to just 
comment on your earlier comments in terms of I believe this coun- 
try hungers for leadership, and I certainly would be one willing to 
step up to the plate, also, and take the lead on this budget, trying 
to restore some fiscal sanity to this nation. 

Chairman CoNRAD. Well, I thank the Senator for that. 

Senator Johnson. Thank you. 

Dr. Elmendorf, just a couple of quick questions. Getting back to 
dynamic versus static scoring, does the CBO ever go back and 
study what estimates it had done from the standpoint of revenue 
and figure out what the actual results were and just compare what 
your estimates were? 

Mr. Elmendorf. We certainly do go back and look at our per- 
formance as best as we can evaluate it. We do not do the revenue 
estimates. We do the revenue baseline projections in this report, 
but the estimates of the effects of particular pieces of revenue legis- 
lation are done by the staff of the Joint Committee on Taxation, so 
we do not go back and reevaluate those. 

We do look at our economic forecasts and report once a year, I 
think, on how accurate they have been. Every outlook or update re- 
ports on the revisions from the previous outlook, so one can see 
where — you can see as well as we can see where we have gone 
wrong. 

We also look back when we can at how different pieces of legisla- 
tion have unfolded relative to our estimates on the spending side. 
That can be harder to do than one might expect, because many 
forces are impinging on the outcomes, and the fact that the out- 
come looks different than we thought it would at the point the leg- 
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islation was passed might be that we had the wrong estimate of 
the legislation, or it might be we had the wrong estimate of every- 
thing else that was going on. 

Senator Johnson. Sure. 

Mr. Elmendorf. So it is harder to tell, but we do try. 

Senator Johnson. I guess I am really trying to zero in on reve- 
nues, in particular, and I am thinking in reaction to if taxes are 
going to increase, do we really get this tax revenue that we were 
expecting, to do those types of studies. So if you know of anybody 
who has done that, I would be interested in seeing that in my of- 
fice. 

In terms of scoring the health care bill, did you estimate how 
many businesses would probably drop coverage, and as a result, 
how many individuals would be put into the exchanges and then 
what the cost of that effect would be? 

Mr. Elmendorf. Yes, Senator. So our estimate of the effects of 
the legislation on the number of people with employer-sponsored 
insurance, which was a small net decline, represented the net of a 
larger gross decline with some offset of additional insurance cov- 
erage by some employers. And that estimate accounted for the new 
subsidies being created through the insurance exchanges and the 
expansion of Medicaid. It also accounted for the existing subsidy 
provided through the tax exclusion for employer-sponsored health 
insurance. It accounted for the penalties that were imposed on indi- 
viduals and businesses and the small business tax credit and so on. 

And we thought that the overall effect of that set of provisions 
would be that some number of people would not receive insurance 
through their employers who otherwise would have. Some others 
would get insurance through their employers who would not have 
otherwise. And the net of those was fewer people getting health in- 
surance coverage from their employer than would have been the 
case under prior law. 

Senator Johnson. Do you have some estimated numbers? Is it a 
million people 

Mr. Elmendorf. We do, actually. So we estimated that in 2019, 
that three million fewer people would have employer-sponsored 
health insurance, and that reflects the net of eight to nine million 
who would have had an offer of employer coverage under prior law 
and would not under the legislation that was enacted, six to seven 
million who would not have been covered under prior law but 
would have had the coverage under the legislation, and another 
one to two million people who would have an offer of employer- 
based coverage but would get covered in exchanges instead either 
by having an exemption to some of the rules or by sneaking around 
the rules. 

Senator Johnson. Can you give my office the details of that? 

Mr. Elmendorf. Yes, of course. 

Senator Johnson. OK. I would like to talk a little bit about — you 
were talking about the automatic stabilizers of a balanced budget 
amendment. Would an amendment that would just limit spending 
to 20 percent of GDP, or 18 or 19 percent of GDP, would that kind 
of circumvent that problem? Would that allow us to have those 
automatic stabilizers still be effective? 
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Mr. Elmendorf. Well, it would allow the stabilizers on the rev- 
enue side of the budget to still be effective, but it might impinge 
on the stabilizers on the spending side of the budget. The fact that 
even apart from an extension or expansion of unemployment insur- 
ance benefits, if more people lose their jobs, more people can collect 
benefits. Under a given set of rules for what used to be called Food 
Stamps and is now called the Supplemental Nutrition Assistance 
Program, more people get benefits. So you would still be impinging 
on that. 

I also, again, do not know what changes in policy you and your 
colleagues would choose to make to bring outlays down from the 
share of GDP they are now to the sort of levels that you are talking 
about. And as we discussed a few minutes ago with a number of 
members of the committee, the discretionary spending, and particu- 
larly the non-defense part of discretionary spending, is only one 
piece of the budget and not as large a piece as I think many people 
believe. As you understand, most of the spending the government 
does goes to Social Security or Medicare or Medicaid, that the de- 
fense spending — everything apart from those large health programs 
and Social Security and defense and the net interest payments on 
the debt, everything else is about a fifth of government spending 
at the end of the decade, by our projections. So the sort of reduction 
that you are talking about would, as you understand, require 
changes across a large swath of government spending programs. 

Senator Johnson. I guess the point I am getting at, if you had 
a preference to choose between a constitutional amendment to bal- 
ance the budget versus one to just limit spending to a certain per- 
centage of GDP, do you have a preference? 

Mr. Elmendorf. I have not thought about that question. Sen- 
ator, and even if I did, we are not — I do not come here to discuss 
my preferences but the analysis that CBO has done, and we can 
look more carefully into that question. 

Senator Johnson. OK. Just one final question. It might actually 
be kind of a long answer, but maybe not. Can you, in layman’s 
terms, describe to a family what a debt crisis would look like. What 
is going to be the effect on individuals? 

Mr. Elmendorf. So if — I will try. If the people we are relying 
upon to lend the Federal Government money became skeptical that 
the government would manage its budget in a way that they would 
get repaid and thus would start to demand higher interest rates to 
compensate them for that extra risk, that could push up interest 
rates throughout the economy that would make it harder for house- 
holds to borrow money. It could make it harder for the businesses 
for which they work to borrow money to invest and expand. 

It could — and on the Federal side, if the government were unable 
to borrow the money that it was needing to borrow given the paths 
of spending and revenue, it could require drastic changes, sudden 
large changes in the taxes people are paying to the government 
and in the benefits they are receiving from the government of the 
sort that we are seeing in some European nations that have hit a 
fiscal crisis. And the magnitude and suddenness of the changes and 
what the government would have to do under those circumstances, 
combined with the effects on the rest of the economy of that rise 
in interest rates, would clearly be damaging to people. 
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Senator Johnson. Thank you. 

Chairman CoNRAD. I thank the Senator. 

Senator Begich is recognized. 

Senator Begich. Thank you very much, Mr. Chairman. 

A couple quick things. First, Mr. Chairman, I think the idea of 
a summit is fine, hut I really believe that the role of the Budget 
Committee should — as a former mayor, what we used to do, we 
would present our budget to the Budget Committee. We would 
have to spend the time to explain. Departments would come in and 
go through it. I know there are jurisdictional issues, but it is a 
Budget Committee, and in my view, I think that is a role, and 
rather than wait to find out what the role is, we should seize it and 
do it and I think this is a great year to do it. I am a strong believer 
in that. 

I am happy to sit here and go through departments and try to 
figure out what the heck they are up to and give our version, hope- 
fully in a collective way, of how to move this budget forward, or fu- 
ture budgets, because the process of a CR is damaging and is irre- 
sponsible. Those that continue to move that forward on 1-month in- 
crements, and I think you would agree, I am hopefully not speak- 
ing for you here, but CRs are bad. They are not healthy for any 
type of government to do. So I think it is in our role and ability 
to do it, so I would 

Chairman CoNRAD. If I could just intercede for one moment, be- 
cause I think this point 

Senator Begich. Do not take too much of my time 

Chairman CONRAD. No, I will not take any of your time. 

Senator Begich. OK. 

Chairman CONRAD. I will not take any of your time. 

Senator Begich. I did that so the staff would take note. 

Chairman CoNRAD. It is the Chairman’s time. Here are things 
people on this committee need to appreciate, especially new mem- 
bers. No. 1, we typically only do a 5-year budget. Almost all of the 
budgets that have been done by Congress have been 5 years. And 
the problem is, the plan that the country needs goes well beyond 
5 years. 

The second big problem we have is we do not determine the spe- 
cific policies that are adopted by the committees of jurisdiction. We 
give them numerical targets. We tell the appropriators how much 
they can spend. We do not tell them how to spend it. We do not 
have that authority. We tell the Finance Committee how much 
money to raise. We do not tell them how to raise it. And one of the 
difficulties of the Budget Committee being the lead on taking on 
this task is a lot of the compromises that need to occur go to the 
details, and unfortunately, we do not control the details. 

So we tell the Finance Committee how much money to raise. We 
cannot impose on them our views of the policy that ought to be at- 
tached to that. That is, we cannot tell them, OK, broaden the base 
to raise this money and simultaneously lower the rates. We might 
make that assumption, and in anything we pass, we can state what 
our assumptions are. But this committee does not have the author- 
ity to determine those specifics. 

So it really puts the Budget Committee in a very difficult posi- 
tion to reach agreement on a multi-year plan that has many di- 
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mensions to it because the specifics become critical. You know, 
what do those revenue numbers really represent in terms of policy? 

Again, that will not come out of the Senator’s time. 

Senator Sessions. But it also is a little bit easier, too. So we do 
not have to tell exactly what to cut. Maybe we do have an oppor- 
tunity to provide a little leadership. 

Chairman CoNRAD. Well stated. Senator Begich. 

Senator Begich. Mr. Chairman, I agree with both of you on that. 
You know, if we have those discussions, we may have assumptions 
that we can lay down, but then we at least can know what those 
numbers will be, so I would encourage that. 

The second thing, I think, and before I ask you a question, I 
want to echo what Senator Wyden said on a broader sweep, and 
that is if I was to pick two items, if we were limited to two items 
that this committee would focus on, one would be the larger budget 
and the second would be tax reform. The discussion of tax reform 
in the broader sense, not these temporary fixes which I think you 
said earlier, and I know this as a small business person, there is 
no certainty with these 2-year fixes. Businesses are not going to in- 
vest hundreds of millions of dollars, let alone billions of dollars, 
when they have no clue what the tax policies of this country are. 
They are going to go to countries that are more stabilized in this 
element and invest there. And so the certainty of what our tax poli- 
cies are, I think, are going to be very critical long-term, and these 
2-year fixes, again, I do not think are responsible. We need to look 
at the longer term. So I would echo what Senator Wyden said in 
regards to tax reform. 

A couple quick questions, and it may be information you can just 
provide to my office. One is we hear on a regular basis, and I do 
not know if it would be out of your office or maybe it is out of Joint 
Tax, I am not sure which one would be the right one, but I want 
to get a good, clear picture. I think I know this answer, but the pic- 
ture on who really owns our debt, because every time you hear it, 
you hear all these foreign countries, which they do own a portion 
of it. But the biggest holders are retirement funds. Social Security, 
trust funds, is that a fair statement? 

Mr. Elmendorf. Yes, and we actually released a report in De- 
cember on Federal debt and interest costs 

Senator Begich. And who owns it? 

Mr. Elmendorf [continuing]. And it is owned largely by people 
in this country, but also importantly by people overseas. 

Senator Begich. Right. 

Mr. Elmendorf. So it is a combination of both domestic and for- 
eign — 

Senator Begich. Do you know the percentage ratio, just roughly? 
Is it about 70-30? Sixty-forty? 

Mr. Elmendorf. It is about half-and-half. 

Senator Begich. Fifty-fifty? 

Mr. Elmendorf. Yes. 

Senator Begich. If you could provide that — we may have it, but 
just if you can provide that segment, that would be great 

Mr. Elmendorf. Yes. Of course, we will do that. 

Senator Begich [continuing]. Because every time you hear it, it 
is the foreign countries own ours, and actually, the big chunk of 
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our retirement funds — I can tell you, as a former mayor, we in- 
vested in U.S. securities all the time because it is the safest and 
the right place to put the money. 

The second, and I know Senator Johnson asked this question, is 
it also fair to say to families’ impact, it would be on a local level, 
that it would impact direct services and potential services that 
local governments could provide because their ability to borrow 
would diminish if there is a debt crisis. Is that a fair-I just want 
to make sure that is on the record, too. 

Mr. Elmendorf. Yes, I think that is right. Senator. I mean, it 
is very difficult to predict what will happen if there is a sudden 
shift of sentiment against buying U.S. Treasury debt. We have not 
seen that in this country. We have not seen it in the world’s most 
important financial market. We do not know 

Senator Begich. But it is a multi-layer effect. It is not just the 
Federal Government 

Mr. Elmendorf [continuing]. But the effects, I expect, would rip- 
ple through the financial system in this country and would make 
it harder for borrowing for local and State governments as well as 
families and businesses. 

Senator Begich. Very good. Let me ask you, and it was an inter- 
esting question that Senator Johnson asked — and I have actually, 
when we have had some meetings, this is a question I always 
have — in these reports, which are great reports, what I would love 
to get, and if it is possible, and some of the baseline information, 
maybe the GDP, maybe unemployment, whatever those items are 
that you kind of utilize as some of your base data in projecting, 
what I want to see is when I see a chart like this, I actually — not 
that I want to question necessarily your track record. It helps me 
get a sense. 

If I look at 2010, it is a flash point. What I want to see is projec- 
tions that were projected and what happened actually, and the rea- 
son that helps, at least me, have a better discussion of — an anal- 
ysis of it. So, for example, the questions you had from Senator 
Whitehouse, here are some of the things that changed. Why is that 
important for me? Then I know policy that we impact has some im- 
pact of what you projected originally. Is that available? If we said 
to you, here are four or five areas that you project on into the fu- 
ture, can you go back 5 years and tell us, when you sat here, or 
whoever sat here, projected, and then what those deviations and 
what happened, is that something that 

Mr. Elmendorf. Yes. I think we can do that. Senator. We are 
willing to talk with you about exactly which 

Senator Begich. Sure 

Mr. Elmendorf [continuing]. Of the thousands of variables you 
are most interested in, but we certainly keep the records and look 
at them ourselves about how these projections have turned out. 

Senator Begich. Great. 

Mr. Elmendorf. So we can put together, I think 

Senator Begich. We will have our staff work with your staff. 

Mr. Elmendorf. Yes. 

Senator Begich. And the goal there is, I believe if you get infor- 
mation like that, you can kind of look back and then we know if 
we are the cause which has an effect, or is it something else, and 
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that helps, I think, form policy or future discussions we might have 
here. 

The last thing, just as I sit on the Armed Services Committee 
and we are going through, and we are going to go through a proc- 
ess here from Secretary Gates and all the reductions that will be 
occurring or are projected, do you participate in that at any level 
in the sense of this. As we know, 95 percent, approximately, of 
every Defense Department dollar has a U.S. impact, because they 
are very focused. Have you done any cross-analysis of, OK, if that 
cut occurs as projected, this is the kind of job impact it would be, 
because they are one of the highest in every department we have 
that puts money into this economy. Have you done anything like 
that? 

Mr. Elmendorf. Umm 

Senator Begich. Or are you equipped? Two parts. Have you done 
it? Are you equipped to do it if you have not? 

Mr. Elmendorf. I think we have not done it. I think we could 
do it. 

Senator Begich. OK. 

Mr. Elmendorf. So we have looked at the economic effects of a 
variety of policies being considered by you and your colleagues, in- 
cluding about a year ago we did an analysis of a whole collection 
of policies that were being discussed as possible ways of increasing 
output and employment, boosting the pace of the recovery, and we 
looked at a number of changes on the tax side, a number of pos- 
sible changes on the spending side. 

Senator Begich. OK. 

Mr. Elmendorf. We did not look at defense spending separately. 
We looked at infrastructure spending and we looked at changes in 
grants to State and local governments. 

Senator Begich. My time has expired, so maybe we will work 
with you on it, because Defense Department spending, as you 
know, is a huge part of our budget and the cuts that he is recom- 
mending are fairly significant, probably the most significant of any 
department that will be reviewed. But because they have such a 
high percentage of job impact of any department in U.S. jobs, we 
will talk to you about, maybe through the Armed Services Com- 
mittee or — I just think it is an analysis that should be done. 

Mr. Elmendorf. Yes, Senator. We will be happy to talk with 
you. 

Senator Begich. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman CoNRAD. I thank the Senator. 

Senator Portman. 

Senator Portman. Thank you, Mr. Chairman. 

It is good to be here to hear from you. Dr. Elmendorf I appre- 
ciated working with the Congressional Budget Office when I was 
on the House Budget Committee, and, of course, at 0MB. We did 
not get a chance to work together since you came after that, but 
I appreciate your testimony today. 

We find ourselves here at a very difficult time, do we not, a day 
after you have told us that we are facing the biggest deficit in the 
history of our country, in fact, in the history of the world this year. 
By the way, these projections are notoriously wrong. 
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Mr. Elmendorf. Yes. 

Senator Portman. Unfortunately, this one looks like it is more 
accurate than some. I think Senator Whitehouse, perhaps inadvert- 
ently, just explained to us how wrong CBO projections can be 
sometimes, as they were in 2000, but the fact remains, we face a 
fiscal crisis. I am delighted to be on this committee. I just found 
out last night I was going to be joining Senator Conrad, Senator 
Sessions, and others, and I was really encouraged as much as I was 
discouraged by your projections, encouraged by what I heard today 
from my colleagues, including you, Mr. Chairman, and you, Mr. 
Sessions. 

I think what you said earlier. Chairman Conrad, is very signifi- 
cant in terms of looking perhaps beyond the 5-year, maybe a 10- 
year budget and also trying in a bipartisan way to do what all of 
us, I think, acknowledge needs to be done, which is to find common 
ground and solve this crisis before we have the kind of economic 
repercussions you talked about earlier. 

I had a couple of questions that I wanted to focus on and that 
really kind of just go to me understanding more how you feel about 
this crisis in your gut. If you were to say what is the single largest 
fiscal crisis or fiscal problem, fiscal issue facing our country today, 
what would you say it is, if you had to identify one thing? 

Mr. Elmendorf. Well, Senator, again, I appreciate your con- 
fidence in my gut, but I rely on the analysis that we do at CBO. 
The risk of fiscal crisis, in our view, comes from the imbalance be- 
tween spending and revenues. That imbalance comes in the projec- 
tions because spending rises to a share of GDP that we have not 
seen before in this country 

Senator Portman. OK, but what is 

Mr. Elmendorf [continuing]. And revenues rise above their his- 
torical average, but not as far as spending, in these baseline projec- 
tions. 

Senator Portman. But what is it in the spending and in the rev- 
enue side that troubles you most? What is the single thing? 

Mr. Elmendorf. Again, it is not a matter of troubling. It has to 
be your choice and your colleagues’ choice what parts of the budget 
you want to address. As an arithmetic matter, of course, the part 
of the spending that is growing very rapidly and growing much 
faster than GDP is spending on the government’s large health care 
programs, both because of the aging of the population, and much 
of that money goes to older Americans, and because of rising health 
spending. 

Senator Portman. All right. I am encouraged by your answer, 
because I think it is health care, and I think it is not just health 
care as it relates to Medicare and Medicaid, which obviously drives 
the growth of those programs, and your projections here of 7 per- 
cent growth is, in the Chairman’s words, unsustainable. But it also, 
of course, affects the private sector job growth, which leads to lower 
revenues than we would otherwise have. So I am going to take 
your answer to be health care, which I think is the right answer. 

What do you think the most significant risk is in your baseline 
projections? 

Mr. Elmendorf. I have a long list of worries. Senator. You 
know, I think in terms of the budget projection, as you said, these 
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projections are notoriously wrong because it is a very difficult busi- 
ness. But the crucial underlying factor here, as we were just dis- 
cussing, is the rising number of older Americans relative to work- 
ing Americans and the rising cost of health care relative to other 
things in the economy. And those fundamental forces have been 
foreseen for decades and, I think, are inexorable under current 
policies. So although the specifics will undoubtedly not turn out 
this way, I think there is a reason that for many, many reports 
now, CBO and many outside analysts, of course, have been looking 
at a deteriorating fiscal picture. But I do not view that as 

Senator Portman [continuing]. Your projection, do you feel the 
biggest risk is in the area of government expenditures on health 
care? 

Mr. Elmendorf. So I think that is one very large uncertainty. 

Senator Portman. How about interest rates? We talked about it 
earlier, but one of the concerns I have in looking at your analysis 
is, and correct me if I am wrong, but I think the risk premium that 
the private sector is looking at, and this is why the Blue Chip esti- 
mate, I think, is above yours, I do not see embodied in your anal- 
ysis. Do you feel you take into account the risk premium of these 
higher debts? 

Mr. Elmendorf. Well, in fact, our projection of long-term inter- 
est rates over this coming decade is actually above the interest 
rates that you can deduce from the current prices of Treasury secu- 
rities in the financial markets. Our projection here reflects a com- 
bination of what we see in financial markets and our own mod- 
eling. Our own modeling actually points to interest rates being a 
little higher than the financial markets have built in, particularly 
in the latter half of the decade for the longer-term securities. So 
we have constructed a projection that puts some weight on our 
modeling and some weight on the financial markets. 

But I think the point, as we have made a number of times, is 
that the swings in sentiment that drive fiscal crises are not usually 
telegraphed very well ahead of time. They often occur very sud- 
denly. 

Senator Portman. Well, I would love some more information on 
the interest rate calculation because I think that is going to be, ob- 
viously, a big part of the uncertainty going forward, and I think it 
relates directly to the point that has been made many times here 
today, that we need to focus, all of us, our constituents, the Amer- 
ican people, on this issue, and part of it is what is going to happen 
with rates, because that will affect everybody’s everyday life as well 
as our business climate. 

Obviously, three issues here. The discretionary side, we have 
talked about today. The entitlement side, which we have not talked 
about enough today. I wish I had more time. The third one is grow- 
ing the economy, and we have talked some about that and I ap- 
plaud Senator Wyden, who has now left, for his comments on tax 
reform. 

I would just ask you one simple question with regard to the cor- 
porate rate. There is some recent research, and you have probably 
seen it — I think it is Hassett and Brill — that says there is a maxi- 
mization point in the corporate rate of about 26 percent, and I 
guess that is somewhat obvious. That is lower than or about at the 
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average of the OECD or the developed country rates. Have you all 
looked at that, and do you think we are leaving revenue on the 
table now? In other words, by having a relatively high corporate 
rate, are we getting less revenue than we would otherwise get? And 
do you think we have a misalignment here because of the competi- 
tive nature of the global economy? What is your view on what the 
right corporate rate ought to be? 

Mr. Elmendorf. Senator, I am sorry. I am aware of that paper, 
but we have not studied that analysis carefully, so I can’t directly 
answer your question. If you are interested in our — I am inter- 
ested, of course, myself. But more importantly, if you are inter- 
ested, we can take a closer look at that report. 

Senator Portman. Since we are both interested, let us get some 
views from CBO on that, because I think it is a very interesting 
analysis, and although, as you said earlier, whether tax relief pays 
for itself or not depends on the tax relief, that this is one area 
where we might be able to find a consensus. 

Thank you, Mr. Chairman. 

Mr. Elmendorf. We will be in touch. Senator. Thank you. 

Chairman CoNRAD. Senator Nelson. 

Senator Nelson. A big part of the discretionary outlays that 
grew during 2010 was the stimulus bill, and a big portion of the 
stimulus bill was the money going to the States, the State fiscal 
stabilization. What do you expect would have happened if a lot of 
that money, for example, such as Medicaid money going to the 
States for 2 years, if that had not gone to the States, what do you 
think would have happened? 

Mr. Elmendorf. We think that States would have had to make 
larger changes to boost revenues or decrease other sorts of spend- 
ing, and that would have had a negative effect on their economies, 
and that is why in our analysis of the Recovery Act we think those 
provisions and others provided an important boost to output and 
employment relative to what would have occurred in the absence 
of that legislation. 

Senator Nelson. In my State, Florida received about $4.5 billion 
just for Medicaid over that particular period of time, another $2.2 
billion for education. So it was huge. But we are coming to the end 
of the 2-year period and we are not going to be able to continue 
that. So what do you think is going to happen? 

Mr. Elmendorf. Well, the waning of the effects of the Recovery 
Act on the economy is one of the reasons that the economy is not 
growing more rapidly over the next few years in our projection. 

Senator Nelson. So we see less of a robust recovery as a result 
of all this Federal money not going to the States for things that are 
hard to see because they are not roads and bridges that are being 
built. It is Medicaid and education assistance from the Federal 
Government to the States, and as a result of that going away, it 
is going to lessen the acceleration of the economic recovery. 

Mr. Elmendorf. I think that is right. Senator. That is analogous 
to what happens with the automatic stabilizers, the parts that you 
did not directly change but that occur automatically in downturns. 
Picture the economy running into a hole. The hole is shallower, but 
on the way out, then the recovery is also a little more shallow than 
it would otherwise be. And, of course, the tradeoff that you and 
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your colleagues confront is that the large accumulation of debt to 
pay for the Recovery Act and for the automatic stabilizers and 
other things in the past few years has pushed debt to GDP up in 
a way that creates damage and risks itself 

Senator Nelson. OK. So that is one consequence, that by us not 
being able to send more money to the States, it is going to slow the 
economic recovery. 

All right. Now, let us look on the other side. We passed the 
health care bill, and if you would state this for the record, as you 
have already publicly many times, the health care bill as it is 
passed right now and as it is law is roughly going to save the Fed- 
eral Government in the next 10 years about a quarter of a trillion 
dollars, and your projections for the second 10-year period, that the 
Federal Government spending will be saved about a trillion dollars. 
Is that correct? 

Mr. Elmendorf. So, Senator, you are right that over the next 
decade, pending our actual full cost estimate of repeal which is un- 
derway, we think that over the next decade, the repeal of the 
health legislation would increase budget deficits by something on 
the order of $230 billion. 

Over the longer horizon, we think that repeal of the legislation, 
assuming that it would be implemented as enacted without any fu- 
ture changes, the repeal would widen future budget deficits. That 
is an estimate that we have not offered in dollar terms because we 
think that it is difficult to get a good sense of dollars figures over 
such a long horizon in an economy with rising prices and that is 
growing. We have said instead that repeal of the legislation would 
reduce — rather, would increase Federal deficits in that second dec- 
ade, in a broad range around one- half percent of gross domestic 
product. If you want to convert that yourself to dollars, as some 
members of the Committee have, you can do so. But for our pur- 
poses, we think it is more constructive for us to report the number 
in that sense. 

Senator Nelson. OK. But the average American does not under- 
stand that percentage of the GDP, and so in our calculations, has 
it not been, Mr. Chairman, widely accepted that we are somewhere 
in the range of $1 trillion? 

Chairman CoNRAD. Yes, $1.3 trillion. One-half of 1 percent of 
GDP over the second 10-year period. The projected GDP during 
that period is forecast to be about $260 billion, so one-half of 1 per- 
cent would translate to $1.3 trillion. 

Senator Nelson. OK. Well, then I think it is pretty clear, as we 
are going forward, we are going to have a slowed economic recovery 
because we helped out the States for 2 years with a massive infu- 
sion of money into the States that people do not ordinarily see, 
such as Medicaid spending as well as education. We enact a health 
care bill that does from a fiscal standpoint help the economy by 
saving the U.S. Government from spending close to a quarter of a 
trillion dollars in the next 10 years. So let me conclude by asking 
you now if you would help — let us put a fine point on this, on So- 
cial Security. We went through a long discussion of that with one 
of the other Senators earlier. But what is it that is happening in 
or about the year 2037 with Social Security that we need to under- 
score? 
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Mr. Elmendorf. Well, in some year out there — and we have not 
updated those estimates since our last long-term budget outlook 
last summer — the Social Security trust fund will have redeemed all 
of the bonds that it holds and will have incoming payroll tax re- 
ceipts that are not sufficient to pay the benefits that we project 
under current law. At that point the full benefits could not be paid 
without some action by the Congress to increase the money going 
into the trust fund or reduce the benefits being paid out. 

Senator Nelson. OK, that is 26 years down the road. What is 
going to happen 10 years down the road with Social Security? 

Mr. Elmendorf. Well, as the baby-boom generation retired, of 
course, there will be increasing numbers of beneficiaries. We think 
at the end of the decade there will be about a third again as many 
Social Security beneficiaries as there are today. That will increase 
the benefit payments. But there will be enough money coming in 
and money in the trust fund — actually there is a picture at the 
back of the outlook that shows the path of the Social Security trust 
funds, but the OASI fund and the Disability Insurance fund. For 
those who want to check, it is on page 123. And in our estimate, 
the trust funds together will be running a surplus at the end of the 
decade, including the interest payments they receive from the 
Treasury on the bonds in the trust funds. 

I should mention perhaps the disability — as you know, the Social 
Security trust funds — there are actually two of them. They are le- 
gally separate. The Disability Insurance trust fund we think will 
actually be exhausted in 2017 and would need some further action 
to pay benefits after that point. 

Senator Nelson. At the end of this 10-year period 

Chairman CoNRAD. Can I just say to the Senator, he has gone 
beyond his time. 

Senator Nelson. I have. As you have been very generous and lib- 
eral with other Members of Congress, may I conclude with this one 
question? 

Chairman CoNRAD. Go ahead. 

Senator Nelson. At the end of this 10-year decade, what is the 
effect of the trust fund of Social Security on the operating budget 
deficit of the U.S. Government? 

Mr. Elmendorf. I am not sure what you mean by “operating,” 
I am afraid. Senator. 

Senator Nelson. The budget deficit that we are working on. 

Mr. Elmendorf. Well, so the Social Security — there will be a 
surplus, as I said, in the Social Security trust funds reflecting the 
direct flows from payroll taxes and benefits, but also interest pay- 
ments in the rest of the Government. Excluding those interest pay- 
ments, Social Security will be in deficit, which is to say that the 
benefit payments will exceed the collections through payroll tax re- 
ceipts and some other sources of revenue. 

So apart from the interest payments from the rest of the Govern- 
ment to the Social Security trust funds. Social Security will be in 
a deficit situation. The dedicated revenues will fall short of the 
benefit payments that are promised. 

Chairman CoNRAD. I thank the Senator. 

We are now past the hour of 12:30, and we had promised to get 
the Director out by that time, so that would mean Senator Thune 
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would have no time to ask questions. But because he is from South 
Dakota and I am from North Dakota, that seems fair, at least to 
this Senator. But I am sure it does not sound fair to the Senator 
from South Dakota. 

The Senator from South Dakota is recognized. 

Senator Thune. Thank you, Mr. Chairman, and to you and Sen- 
ator Sessions, I welcome the opportunity to serve on this Com- 
mittee. There will be some big issues debated here, and I look for- 
ward to engaging in that debate. 

I want to thank you. Dr. Elmendorf, for your service and willing- 
ness to take on another stint here in what is under the best of cir- 
cumstances a very difficult job, but under these circumstances an 
even more difficult and painful job. 

You have kind of, I think, touched on this a little bit in response 
to some questions already, but Chairman Greenspan recently said 
the odds of a debt crisis in the next few years is nearly 50/50. And 
I know you would probably have trouble quantifying that, but what 
do you view those odds are? 

Mr. Elmendorf. As you said. Senator, I would have trouble 
quantifying that. I think it is very difficult to make an assessment 
of that sort, all respect, of course, to Chairman Greenspan. A crisis 
depends not just on the existing level of debt; it depends on, I 
think, the projections of debt. In the cases of some countries, it is 
dependent on how much debt they have had to roll over in a very 
short period. It depends importantly on the willingness of foreign 
investors to hold the assets of this country. And it depends I think 
most crucially on investors’ perception of the sorts of policies that 
Congress and the President are inclined to enact. 

So it is a very difficult business, and I think we have seen in 
other countries that have had very high debt-to-GDP ratios that 
things generally turn out badly unless they correct course. But ex- 
actly what the tipping point might be is just beyond our analytic 
capacity. 

Senator Thune. But the odds worsen the longer we wait, correct? 

Mr. Elmendorf. Yes, I think the higher the debt gets relative 
to the size of the economy, in particular the higher it gets and still 
looks to be pointed upward in projections like the ones that we 
show you, the greater the risk of a fiscal crisis. 

Senator Thune. You talked, I think, in response to some ques- 
tions about the impact of — I think you were asked about energy 
costs. And if you talk about $100 a barrel for oil, which is what we 
are approximating now, that is one thing. If it were to go up to 
$150 a barrel, have you done some sensitivity analysis about how 
that impacts inflation and how much of the inflationary assump- 
tions that you make are based upon the cost of energy? 

Mr. Elmendorf. So the energy is certainly important for our 
projections of overall consumer prices. It is not as important for 
core consumer prices, prices excluding food and energy. It matters 
a little bit because some amount of an increase in oil prices or the 
price of energy more generally will end up being passed through to 
the cost of other goods and services in a way that might get built 
into the underlying inflation process of the economy. But the evi- 
dence is that that passthrough is actually pretty small, so that 
means on a year-to-year basis, of course, changes in the price of en- 
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ergy affect household budgets, but that those movements tend not 
to become ingrained in the inflation process over the past few dec- 
ades, based on what we have observed. 

A similar point I should say about food prices. It is very, very im- 
portant to households, but they do not seem to get built into the 
underlying inflation process. They rise and they fall in a way that 
seems more or less separate. So we do our best to try to project 
changes in those prices, but I think it is not as large a risk for in- 
flation over the longer run as one might worry. 

Senator Thune. And it strikes me that what probably the biggest 
factor impacting interest rates — many factors, but inflation being 
one. If inflation starts to pick up, then I think the markets are just 
going to start demanding a premium for that, and that impacts our 
borrowing costs and everything else. 

How confident are you in your inflation assumptions? Based 
upon what you are seeing globally right now, a lot of European 
countries and Asian countries are experiencing upticks. We have 
seen a little bit in December, probably not as much as other places 
in the world. But if we have to where we started having an issue 
with inflation, I suspect that the correlation between inflation and 
interest rates is really going to drive borrowing costs. What is your 
level of confidence in your assumptions with regard to inflation? 

Mr. Elmendorf. You are certainly right. Senator, that if infla- 
tion goes up, interest rates we expect would go up, too, and that 
would create further damage to the Federal budget. We do not 
think inflation will get high. It is currently below the rate that the 
Federal Reserve seems to view as consistent with their mandate for 
price stability. It has fallen a good deal in the past few years. It 
has fallen in a way that is broadly consistent with a lot of evidence 
that when tremendous numbers of people are unemployed and a 
tremendous amount of plant and equipment is not being used, that 
firms restrain price increases and inflation comes down. 

Now, as the economy recovers, we think that inflation will move 
back up, but we see no reason why it will move above the range 
that the Federal Reserve is aiming for. The Fed balance sheet, as 
everybody understands, is very large, and they will need to with- 
drawn that liquidity to prevent inflation from going up. But we see 
no obstacle to their doing that, and certainly the statements of 
Chairman Bernanke and others show that they are very focused on 
the need to do that when the time arises. 

So, of course, all these projections are uncertain, but we do not 
view a large increase in inflation beyond the level we have seen 
over the past decade or two as a significant risk in the forecast. It 
is a possibility, but it is not one of the risks that I am more worried 
about. 

Senator Thune. You said a 1-percent increase in interest rates 
would generate about $1.25 trillion in additional deficits over the 
decade. What does a 1-percent increase in interest rates add to the 
borrowing costs that we have today? Which the number I have 
seen, at least in the 2012 estimate, is interest will be at or exceed 
the amount that we spend on national security. So if we are assum- 
ing that number or thereabouts and you saw a 1-percent increase 
in interest rates, what does that do to the annual finance charges, 
borrowing costs for the Federal Government? 
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Mr. Elmendorf. Well, an increase that occurred right now would 
not raise interest costs that much in the near term because much 
of the debt is outstanding, and we have a fixed rate. So when one 
looks at the pattern, we show for a rise in interest rates, it rises 
over time. It gets, for example, in 2015 to be about $100 billion in 
that year of higher interest payments. 

Senator Thune. At 1 percent 

Mr. Elmendorf. The 1 percentage point increase. 

Senator Thune. Annually? 

Mr. Elmendorf. Annually. And by the end of the decade, 1 per- 
centage point higher interest rates is worth about $200 billion a 
year. And it is growing so much because the debt is growing very 
rapidly. 

Senator Thune. Right. 

Mr. Elmendorf. In addition to the redemption of maturing secu- 
rities and the issuance of new ones. 

Senator Thune. All right. Mr. Chairman, my time has expired. 

Chairman CoNRAD. I thank the Senator. 

Senator Thune. In deference to the Director, thank you. 

Chairman CONRAD. I would like to just for a moment followup on 
this point that Senator Thune is raising, and I talked about it in 
my questioning period, too, because I think it is very, very impor- 
tant for people to understand. In a forecast you are trying to give 
us the best assessment on critical variables. You are trying to give 
us an assessment on economic growth, on interest rates, on rates 
of inflation, how all that comes together to affect Federal expendi- 
tures and Federal revenues, to give us an assessment of what is 
happening to the deficit and debt. 

Many economists have told us they do not believe the economic 
world is perfectly predictable with respect to especially at the 
breaks. That is, when something turns, it can turn rapidly, and no 
forecast tends to capture that accurately. 

How would you assess the risk of the basic underlying assump- 
tions in the forecast that you provided to us yesterday on economic 
growth, inflation, and interest rates? Of those three, which are you 
most concerned about in terms of your underlying forecast not com- 
ing true or being at some significant variance? 

Mr. Elmendorf. Well, Mr. Chairman, I worry about all of them. 
Interest rates are the ones that can move around most dramati- 
cally in short periods of time. The inflation rate can spike. Eco- 
nomic growth, of course, can slow very sharply in recessions. But 
the variable that is most volatile on an average day or a month is 
interest rates, and all three are very important, of course, to the 
Federal budget. And that is why we look — in our appendix that il- 
lustrates the effects of changes in economic projections, those are 
three of the four experiments that we examined, precisely those 
three variables that you mentioned. 

So I would hate to convey a sense that I am not worried about 
any of them, but I think the interest rates are the ones that are 
intrinsically most volatile and also, I think, given the Government’s 
fiscal position and the fiscal trajectory, are the ones that are the 
greatest risk. 
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Chairman CoNRAD. All right. I thank you for that. I think it is 
just important that we have that on the record for the benefit of 
the Committee. 

Senator Sessions. 

Senator Sessions. Isn’t it a fact the Fed is artificially keeping 
the interest rates low through their quantitative easing and there 
is a limit at some point on how much that can be utilized? 

Mr. Elmendorf. The Fed is keeping interest rates low. I would 
not describe the current situation as any more artificial than what 
they normally do. They move interest rates up and down, as you 
know, to affect inflation and the path of the economy. And it is cer- 
tainly right that they have pushed interest rates down. Both the 
Federal funds rate that they directly control, but also interest rates 
at longer maturities, they have pushed down through a variety of 
measures, including the latest quantitative easing. And we do not 
expect that to continue. 

Senator Sessions. There is a limit to how much that can be — 
I just hate to press this health care cost. Someone could interpret 
your testimony as saying that the health care bill, if eliminated, 
would raise the deficit, and under one method of accounting, per- 
haps that is so. But under these circumstances, I have to say in 
my view it is not accurate, because we know that Medicare will be 
going into deficit, and they will call their bonds. It is not as if we 
do not know outside this 10-year window what is going to happen. 

So when the United States Treasury spends money on a new pro- 
gram and that money is borrowed from Medicare, and Medicare we 
know is heading into default, it really increases the debt of the 
United States. It absolutely increases the internal debt, and I think 
any fair reading would suggest it increases the overall debt expo- 
sure of the United States. 

Mr. Elmendorf. So, Senator, you are correct that it increases 
the internal debt. I certainly agree that Medicare will redeem those 
bonds at some time in the future. And as we have discussed, that 
obligation can only be met by revenues that are available in the fu- 
ture. 

When I refer to deficit effects, I refer, as my many predecessors 
as CBO Director have, to effects on the unified budget deficit. But 
you are correct, there are other ways of toting up what is hap- 
pening in the Government’s accounts. I will try to be more specific 
about that when I mean unified budget deficit. 

Let me go back one more time to the internal debt, the gross 
debt, and I have agreed with you about the effects on gross debt. 
The way that CBO — again, this is not idiosyncratic to my leader- 
ship of CBO. The way that we look at budgets is to focus on the 
unified budget, the debt held outside of the Government, the debt 
held by the public. And then we show you projections of spending 
for Medicare and Social Security and Medicaid and so on going for- 
ward. And we think that the best way to assess the sort of current 
financial state of the Government in terms of the immediate obliga- 
tions is debt held by the public or perhaps debt net of financial as- 
sets, as we show in our report; and that the best way to look at 
what the Government is going to encounter financially in the fu- 
ture is to look at our projections of spending and revenues and the 
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effect that those paths have on future debt held by the public rel- 
ative to GDP. 

So we are consistent in our treatment of that. The future Medi- 
care obligations are not lost in the approach that we take. They ap- 
pear in the projections of spending and revenues that I have shown 
and that lead to that path of debt that most of this hearing has 
been about. But I understand, Senator, that there are different 
ways of looking at the pieces of the budget that may be useful to 
you and others for some purposes. 

Senator Sessions. And is it your policy decision to use a unified 
score? Is that statutory or congressionally mandated that you 
produce first a unified budget score? 

Mr. Elmendorf. The focus on the unified budget began in the 
late 1960s. There was a Commission on Budget Concepts, and part 
of what that Commission did was to realize that at the time there 
were lots of different pieces of the Government where the money 
was being kept track of, observed, followed separately. And the 
judgment of that Commission, and I think of most budget experts 
in the subsequent 40-some years, has been that it is most effective 
to look at the budget of the Government as a whole in assessing 
the demands on credit markets and, thus, the crowding out of pri- 
vate borrowing and in assessing the Government’s fiscal trajectory. 
It does not mean that all those people have been right, but I think 
that has been the standard in place for a number of decades. 

Senator Sessions. It clearly has been the standard, and you have 
always made clear how you account for it, so I am not criticizing 
you. 

Chairman CoNRAD. Can I just followup on what Senator Sessions 
is raising? Because, you know, we have a budget responsibility in 
this Committee, and we understand that economists look at this, 
and they prefer looking at it on a unified basis. I think the problem 
that it leads to is when you look at this from a budget perspective, 
that alters your view, because the hard reality is all this debt has 
to be serviced, and it has to be serviced out of current income. And 
the frustration that some of us have had is that the press tends 
to focus on the unified concept. We understand that is because that 
is what affects the overall borrowing by the Government. On a uni- 
fied basis — when you look at everything coming in, everything 
going out, that is a unified basis. 

The problem that we run into in a budget context is those bonds 
that Social Security holds that are real assets, the redemption of 
those bonds can only occur out of current income. And what has 
been happening from a budget perspective is the general fund has 
been borrowing from Social Security, and we have borrowed well 
over $2 trillion. That money has to be paid back. How is it going 
to be paid back? It is going to be paid back by the other general 
expenditures of the Federal Government having to be reduced to 
make way for the payments that we are going to have to make on 
those bonds. And so it has a very specific and, we are going to see, 
dramatic impact on budgets because we have been enjoying in ef- 
fect a subsidy from the Social Security trust fund of several hun- 
dred billion dollars a year. And that is about to change — in fact, 
has changed. 
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I want to correct one thing I said earlier, because I was working 
off the old forecast that Social Security is going to go permanently 
cash negative in 5 years. My staff informs me, under the new re- 
port, Social Security has gone permanently cash negative now. Is 
that the case? 

Mr. Elmendorf. Yes, that is right. As you are viewing cash, not 
counting interest payments from the rest of the Government. 

Chairman CoNRAD. Yes. 

Mr. Elmendorf. Yes. 

Chairman CoNRAD. So the budget problem that presents us with, 
instead of having several hundred billion dollars a year coming in 
from Social Security that we could send somewhere else, those days 
are over. Those days are over. 

Mr. Elmendorf. Yes, that is right. Senator. I would just empha- 
size one more aspect of this. The bonds that are held in the Social 
Security trust fund and those held in the Hospital Insurance trust 
fund are much less than the total future obligations. That is what 
we mean by saying the trust funds will exhaust their resources at 
some point. So the projections that we do of the spending for Social 
Security and Medicare under current law capture all of the benefits 
that would be paid under current law. 

So in that sense, the gross debt that you are talking about is only 
capturing a subset of the future obligations. If you look at our pro- 
jections of total spending and total budget deficits over a decade 
and beyond, they capture all of the benefits that we pay under cur- 
rent law, not just those for which there are bonds tucked away. 

Chairman CoNRAD. Yes. 

Mr. Elmendorf. It is also true there are some things in gross 
debt that may not reflect future obligations. It is not just the Social 
Security trust fund, although that is a big part of it. There is right 
now almost $2 trillion held by other Government — bonds held by 
other Government accounts. Not all of that does represent future 
obligations. So that is why we have focused, again, for many years 
on the overall budget situation, but we do report projections of 
gross debt. We report the Social Security surplus and the surplus 
in — which is almost all the off-budget surplus, and the surplus or 
deficit in the rest of the Government for you to use as you think 
about the budget. 

Chairman CoNRAD. Well, look, again, we recognize the profes- 
sional job that CBO does, and we respect — there has to be an inde- 
pendent scorekeeper, and you are it. We also know that these 
things 

Senator Sessions. You are all we have. 

Chairman CoNRAD. Yes. We know that these are based on as- 
sumptions, and you have to make assumptions about growth, about 
inflation, about interest rates. And we all know they are going to 
be wrong. We all know they are going to be wrong because we look 
back in history and see that they have been wrong in the past, and 
they are very likely to be wrong going forward. But they are the 
best, most professional estimates that can be had at the time, and 
that really has to be what governs our decisions. 

Let me just conclude by saying I think we are going to need at 
some point to maybe focus a little more directly on the entitlements 
and on their budgetary effects longer term. We do not have that 
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scheduled at this point, but I do think — and I will talk to Senator 
Sessions about this. There is so much misunderstanding, I find, in 
the general public and in the news media with respect to the liabil- 
ities of the LJnited States that I think we may need a hearing just 
on that. We have a lot of new members who may not understand 
quite how these funds flow and what their budgetary impacts are 
as well as their economic impacts. 

With that, thank you very much. Dr. Elmendorf. 

Mr. Elmendorf. Thank you. 

Chairman CoNRAD. We stand adjourned. 

[Whereupon, at 12:57 p.m., the Committee was adjourned.] 
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January 27, 2011, Committee Hearing: 

The Budget and Economic Outlook: Fiscal Years 2011 to 2021 


Question 1. From a unified budget perspective, since PPACA created new federal 
spending obligations outside of Medicare, does PPACA ’s extending the life of the Trust 
Fund by 12 years actually indicate that the federal government is in a better fiscal 
position to pay future Medicare benefits for another 12 years? 

Medicare’s Hospital Insurance (HI) trust fund, like other federal trust funds, is essentially 
an accounting mechanism. In a given year, the sum of specified HI receipts and the 
interest that is credited on the previous trust fund balance, minus spending for Medicare 
Part A benefits, represents the surplus (or deficit, if the latter is greater) of the trust fund 
for that year. Any cash generated when there is an excess of receipts over spending is 
turned over to the Treasury, which provides government bonds to the trust fund in 
exchange and uses the cash to finance the government’s ongoing activities. The HI trust 
fund is part of the federal government, so transactions between the trust fund and the 
Treasury are intragovernmental and have no net impact on the unified budget or on 
federal borrowing from the public. 

Thus, any increase in revenues or decrease in outlays of the HI trust fund represents cash 
that can be used to finance other government activities without requiring new government 
borrowing from the public. Similarly, any increase in outlays or decrease in revenues in 
the HI trust fund in some future year represents a draw on the government’s cash in that 
year. Thus, the resources to redeem government bonds in the HI trust fund and thereby 
pay for Medicare benefits in some future year will have to be generated from taxes, other 
government income, or government borrowing in that year. The HI trust fund and other 
trust funds have important legal meaning but little economic or budgetary meaning. 

The reductions in Part A outlays and increases in HI revenues resulting from the Patient 
Protection and Affordable Care Act (PPACA) will significantly raise balances in the HI 
trust fund and might suggest that significant additional resources have been set aside to 
pay for future Medicare benefits. However, only the additional savings by the 
government as a whole truly increase the government’s ability to pay for future Medicare 
benefits or other programs, and those will be much smaller. Unified budget accounting 
shows that the majority of the HI trust fund savings under the legislation will be used to 
pay for other spending and therefore will not enhance the ability of the government to 
pay for future Medicare benefits. 
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Question 2. Before health reform was enacted, CBO’s January baseline report noted 
that outlays for [for health care entitlement programs/ would “increase at an average 
annual rate of about 7 percent a year between 2011 and 2020”. In this year’s January 
baseline report, after enactment of the new health care law, CBO told a similar story 
when it projected outlays for these programs would still “increase at an average annual 
rate of about 7 percent a year between 2012 and 2021. ” Doesn ’t this indicate that 
PPACA failed to bend the cost curve of the federal budgetary commitment to health 
care? 

The Patient Protection and Affordable Care Act (PPACA) and the Health Care and 
Education Reconciliation Act (Public Laws 111-148 and 111-152) contained provisions 
that increased spending for federal health programs and other provisions that reduced 
spending in those programs. In its March 20, 2010, estimate of the budgetary impact of 
PPACA and the Reconciliation Act, CBO estimated that the effect of that legislation on 
the “federal budgetary commitment to health care” (a term CBO uses to describe the sum 
of net federal outlays for health programs and tax preferences for health care) would be to 
increase that commitment by about $390 billion over the 2010-2019 period. In 
subsequent years (after 2019), CBO expects that the effects of the provisions in PPACA 
and the Reconciliation Act that would tend to decrease the federal budgetary 
commitment to health care would grow faster than the provisions that would tend to 
increase it, leading to an expected reduction in the overall budgetary commitment to 
health care for the 10-year period following 2019. 

Question 3. Could you comment on the exact dollar effect of the new health care law 
on the “federal budgetary commitment to health care”? 

CBO estimates that, as a result of the new health care law, the federal budgetary 
commitment to health care between 2012 and 2021 will be $464 billion greater than it 
would have been under prior law. (That estimate reflects the baseline projections CBO 
issued in January 2011.) 

Question 4. What, if any assumption is made in the CBO baseline regarding the 
amount of discretionary spending that will be spent to carry out the provisions of 
PPACA, including the Reconciliation Act of 2010? 

CBO’s baseline projections of discretionary spending for 2012 through 2021do not 
incorporate any explicit estimate of, or assumption about, how much will be spent to 
carry out the provisions of PPACA. CBO constructs its baseline in accordance with the 
provisions set forth in the (now expired) Balanced Budget and Deficit Control Act of 
1985 and the Congressional Budget and Impoundment Act of 1974. Following those 
specifications, CBO’s baseline projections for discretionary spending reflect the 
assumption that the most recent year’s budget authority, including any supplemental 
appropriations, is provided in each future year, with adjustments for projected inflation. 
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Under the rules that govern its baseline, CBO assumes full-year funding for 2011 based 
on amounts provided under the eontinuing resolution in effeet when the baseline is 
prepared. Those amounts hold most funding at 2010 levels. 

In general, CBO assumes that the Administration will carry out its statutory 
responsibilities with the funds made available through appropriations; however, CBO has 
not estimated the amount of diseretionary spending that will be spent from such funding 
to carry out PPACA and the Reconciliation Act. 

In its 2010 cost estimates for PPACA and the Reconciliation Act, CBO noted that it 
would probably eost between $5 billion and $10 billion over the 2010-2019 period for the 
Department of Health and Human Services to implement the legislation, and that it would 
probably cost the Internal Revenue Service similar amounts for its implementation (and 
enforcement) activities under the new law. To date, since both agencies have been 
operating under continuing resolutions that provide funding at 2010 appropriation levels, 
there are no specific discretionary appropriations identified in law or in CBO's baseline 
for such implementation purposes. 

Question 5. Do you agree with O ACT that the CLASS program’s system of premium 
collection and paying benefits could become fiscally unsustainable? 

The legislation that created the Community Living Assistance Services and Support 
(CLASS) program provides the Secretary of Health and Human Services (HHS) with the 
authority to set premiums for both current and future enrollees as well as future benefits, 
but requires that they be set so that the program is in actuarial balance over 75 years. 
(Aetuarial balance means that expected insurance premiums, plus the interest earned on 
such premium income, equal or exceeds the expected cash payments for future benefits 
and the administrative costs of operating the program.) Under that assumption, CBO 
estimated that establishing the CLASS program would reduce federal budget deficits by 
about $70 billion over the 2010-2019 period.* The cash flows under the new program 
were estimated to generate budgetary savings for both the 2010-2019 period and for the 
10 years following 2019, followed by net budgetary costs in subsequent decades. 

In its analysis of the budgetary effects of the CLASS program, CBO sought to produce 
estimates that were in the middle of the distribution of possible outcomes. Those 
estimates, as well as the future financial status of the CLASS program, are subject to 
considerable uncertainty, however, because they both depend importantly on the number 


' See Congressional Budget Office, letter to the Honorable Nancy Pelosi about the budgetary effects of 
H.R. 4872, the Reconciliation Act of 2010 (March 20, 2010). 



151 


of people who enroll in the program and the health status of those enrollees later in life.^ 
Certain features of the CLASS program will help attract a relatively healthy group of 
enrollees and other features will make attracting such enrollees more challenging. The 
Secretary of HHS has a great deal of flexibility in administering the program; the 
challenge will be to attract a balance of people in terms of health risk to the program. If 
premiums can be kept sufficiently low, the CLASS program will be able to attract enough 
relatively healthy enrollees to ensure its viability. The challenge will occur if the CLASS 
program attracts an excessive number of enrollees who are in poor health — people who 
may not be able to obtain coverage from a private insurer. In that case, premiums may 
have to be high in order to maintain actuarial balance, but those high premiums could 
depress enrollment. High premiums and low enrollment could contribute to more adverse 
selection and future financial instability. 

Question 6. The CBO baseline assumes that taxpayers will pay higher tax rates after 
2012, to a great extent, because of the temporary nature of the Tax Relief, 
Unemployment Insurance Reauthorization, and Job Creation Act of 2010 
(P.L. 111-312). On the other hand, CBO’s baseline assumes the extension of certain 
mandatory programs that are scheduled to expire in the future. What is the total 
amount assumed in the CBO baseline that will be spent on these expiring programs 
over the next five and ten years? What explains the difference in the treatment of 
between expiring tax relief and expiring mandatory programs for purposes of the CBO 
baseline? 

The Congressional Budget Office constructs its baseline in accordance with the 
provisions set forth in the (now expired) Balanced Budget and Emergency Deficit 
Control Act of 1985 and the Congressional Budget and Impoundment Control Act of 
1974. Under the Deficit Control Act, projections for most mandatory programs are made 
under the assumption that current laws continue unchanged. Thus, for those programs, 
CBO’s baseline projections reflect expected changes in the economy, demographics, and 
other factors that affect the budgetary consequences of current laws that govern those 
programs. 

In preparing its revenue baseline, CBO also assumes that current laws remain in effect — 
specifically, that scheduled changes in provisions of the tax code take effect and that no 
additional changes in those provisions are enacted. 

The Deficit Control Act provided some exceptions to the assumption that current laws 
continue unchanged. For example, spending programs whose authorizations are set to 
expire are assumed to continue if they have outlays of more than $50 million in the 
current year and were established on or before the enactment of the Balanced Budget Act 


^ For a more detailed analysis of prior versions of the CLASS Act, see Congressional Budget Office, letter to the 
Honorable Tom Harkin about the budgetary effects of proposals to establish a Community Living Assistance 
Services and Support program (November 25, 2009). 
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of 1997. Programs established after that law was enacted are not automatically assumed 
to continue but are assessed program by program in consultation with the House and 
Senate Budget Committees. The Deficit Control Act also required CBO to assume that 
expired excise taxes dedicated to trust funds would be extended at their current rates. The 
law did not provide for the extension of other expiring tax provisions, even if they have 
been extended routinely in the past. 

CBO’s baseline projections therefore incorporate the assumption that the following 
programs whose authorization expires within the current projection period will continue: 
the Supplemental Nutrition Assistance Program (SNAP, formerly known as the Food 
Stamps program), Temporary Assistance for Needy Families, assistance to farmers 
through the Commodity Credit Corporation, the Children’s Health Insurance Program, 
rehabilitation services, child care entitlement grants to states, trade adjustment assistance 
for workers, child nutrition, and family preservation and support. In addition, the Deficit 
Control Act directed CBO to assume that a cost-of-living adjustment for veterans’ 
compensation would be granted each year. 

In CBO’s projections, the assumption that expiring programs will continue has little 
effect on mandatory spending totals in 201 1; however, that assumption increases 
projected mandatory outlays by $447 billion over the 2012-2016 period, and by about 
Sl.O trillion between 2012 and 2021 (see attached table). Projected spending on SNAP 
(Food Stamps) accounts for approximately 60 percent of those outlays. 

Estimates of the budgetary impact of proposed legislation reflect the differences in how 
spending and revenue provisions are treated in the baseline projections. Tax provisions 
that are assumed to expire in the baseline are also assumed to expire when legislation 
affecting them is being considered. And for spending programs that are assumed to 
continue in the baseline, even though their authorizations have expired, legislation 
modifying those programs or extending their authorizations is assumed to be in effect 
indefinitely, even if it would expire during the projection period. 

Question 7. Good paying jobs and needed government revenue have been put at risk by 
the Administration’s moratorium imposed last year and resulting permitting delays for 
deepwater and shallow water exploration. In December, the Administration also 
reversed scheduled plans for new lease sales off the Outer Continental Shelf. In your 
statement to the Committee, you note that “By CBO’s estimates, federal revenues in 
2011 will be $123 billion (6 percent) more than the total revenues recorded two years 
ago, in 2009. 

How does CBO factor in permitting delays and cancelled lease sales for offshore oil 
and gas exploration? 
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Does the budget outlook reflect the expected loss in cumulative government revenue 
from lost production in the form of royalties, severance taxes, property taxes, income 
taxes, and lease bonuses? 

If not, what assumptions were made for the new regulatory measures that have been 
imposed? 

The proceeds from federal leases of oil and gas resources on the Outer Continental Shelf 
(OCS) are recorded as offsetting receipts (a credit against direct spending). Payments 
from lessees generally take three forms: A bonus pa)ment when a company acquires a 
lease, an annual rental payment on the leased acreage prior to production, and annual 
royalties based on the value of any production. The federal government does not levy 
severance taxes or property taxes on OCS leases. 

In most years, royalties from oil and gas production dominate total federal receipts from 
OCS leasing. In each of past two years, receipts from OCS leases totaled about $5 billion, 
of which roughly $4 billion was derived from royalty payments. The bulk of such 
royalties were earned on leases entered into during the 1980s and 1990s. The amounts 
colleeted depend on the price and quantity of oil and gas produced on the OCS, excluding 
production from certain deepwater leases that are statutorily exempt from paying 
royalties. 

CBO’s projections for the 201 1-202 1 period reflect the agency’s best estimates of the 
budgetary impact of policies adopted in the wake of BP’s Macando oil spill in 2010. 
Based on the information that was available from industry and government sources when 
CBO prepared its projections, the agency expects that most of those effects will be 
temporary. Although the Department of the Interior has suspended auctions of new OCS 
leases, analysts expect that such sales will resume later this year or in 2012. As a result, 
CBO did not include any offsetting receipts from bonus bids in baseline estimates for 
2011 but projected a resumption of offsetting receipts from bidding on new leases in 
subsequent years. 

Although total OCS production is likely to decrease slightly from 2010 to 201 1 as a result 
of the Macando spill, CBO expects that the dollar amounts collected from royalties will 
increase in 201 1. The projected growth in royalty receipts reflects the impact of higher oil 
prices and the effects on 20 1 0 receipts of litigation regarding royalty relief for deepwater 
leases; net receipts in 2010 were reduced by about $2 billion because the department was 
required to refund the royalties that had been paid on most deepwater leases issued 
between 1996 and 2000. Although the number of firms drilling in the Gulf of Mexico 
declined in 2010 because of the department’s temporary suspension of new drilling 
permits, many experts anticipate that production levels will rebound by the middle of the 
decade. 
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Costs for Mandatory Programs That Are Assumed to Continue Beyond Their 
Current Expiration Dates 


(Biliions of dollars) 

2011 

2012 

2013 

2014 

2015 

2016 

2017 

2018 

2019 

2020 

2021 

Total 

2012 - 

2016 

2012 - 

2021 

Supplemental Nutrition Assistance 
Program 

Budget authority 

0 

0 

80 

70 

69 

68 

67 

65 

64 

64 

63 

288 

610 

Outlays 

0 

0 

76 

71 

69 

68 

67 

65 

64 

64 

63 

285 

608 

Temporary Assistance 
for Needy Fam^ies 

Budget authori^ 

0 

17 

17 

17 

17 

17 

17 

17 

17 

17 

17 

87 

173 

Outlays 

0 

13 

16 

17 

17 

17 

17 

17 

17 

17 

17 

81 

168 

Commodity Credit 

Corporation^ 

Budget authorify 

0 

0 

2 

10 

11 

11 

11 

12 

12 

13 

13 

34 

95 

Outlays 

0 

0 

1 

9 

10 

11 

11 

11 

12 

13 

13 

30 

90 

Children's Health 

Insurance Program 

Budget authority 

0 

0 

0 

0 

0 

6 

6 

6 

6 

6 

6 

6 

34 

Outlays 

0 

0 

0 

0 

0 

3 

6 

6 

6 

6 

6 

3 

32 

Veterans' Compensation 

COLAS 

Budget authtri^ 

0 

1 

1 

2 

3 

4 

5 

6 

8 

9 

10 

11 

49 

Outlays 

0 

* 

1 

2 

3 

4 

5 

6 

8 

9 

10 

11 

48 

Rehabiiitatiori Services and . 
Disability Research 

Budget authority 

0 

3 

3 

3 

3 

3 

3 

3 

4 

4 

4 

16 

34 

Outlays 

0 

2 

3 

3 

3 

3 

3 

3 

4 

4 

4 

14 

32 

Child Care Entitlements 

to States 

Budget authority 

0 

3 

3 

3 

3 

3 

3 

3 

3 

3 

3 

15 

29 

Outlays 

0 

2 

3 

3 

3 

3 

3 

3 

3 

3 

3 

14 

29 

Trade Adjustment 

Assistance for Workers 

Budget authority 

0 

* 

1 

1 

1 

1 

1 

1 

1 

1 

1 

4 

10 

Outlays 

0 

* 

1 

1 

1 

1 

1 

1 

1 

I 

1 

4 ' 

9 

Child Nutrition* 

Budget authority 

0 

0 

0 

0 

0 

1 

1 

1 

1 

1 

1 

1 

5 

Outlays 

0 

0 

0 

0 

0 

1 

1 

1 

1 

1 

1 

1 

5 


Continued 
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Costs for Mandatory Programs lliat Are Assumed to Continue Beyond Their 
Current Expiration Dates (Continued) 

(Billions of dollars) 

Total 

2012 ' 2012 ' 

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021 

Ground Transportation 
Programs Not Subject to 
Annual Obligation 
Limitations 

Budget authority *11111111113 6 

Outlays **11111111*3 6 

Family Preservation 
and Support 

Budget authority q**********2 3 

Outlays 0**********! 3 

Ground Transpwtation 
Programs Confrirted by 
Obligation Limitations^ 

Budget authority 30 52 52 52 52 52 52 52 52 52 52 260 519 

Outlays 000000000000 0 

Air Transportation 
Programs Controlled by 
Obligation Limitations^ 

Budget auOwify 24444444444 19 37 

Outlays 000000000000 0 


Natural Resources 
Budget authority 
Outlays 



Total 

Budget authority 32 81 IM 164 164 171 171 171 172 173 174 744 1,605 

Outlays * 19 101 107 107 113 115 115 116 118 118 447 1,029 


Source: Congressional Budget Office. 

Note: COLAs = cost-of-living adjustments; * = between -$500 million and $500 million. 

a. Agricultural commodity price and income supports under the Farm Security and Rural Investment Act of 2002 (FSRIA) generally expire 
after 2012. Although permanent price support authority under the Agricultural Adjustment Act of 1938 and the Agricultural Act of 1949 
would then become effective, CBO continues to adhere to the rule in section 257(b)(2){iii) of the Deficit Control Act (now expired) that 
indicates that the baseline should assume that FSRIA’s provisions remain in effect. 

b. Includes the Summer Food Service program and states’ administrative expenses. 

c. Authorizing legislation provides contract authority, which is counted as mandatory budget authority. However, because spending is 
subject to obligation limitations specified in annual appropriation acts, outlays are considered discretionary. 
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CBO responses to questions submitted for the record from the Senate Budget Committee for the 
hearing held on CBO's January 2011 Budget and Economic Outlook report, held January 27, 2010. 


Question for Director Elemendorf from Senator Sessions: 

During his confirmation process, 0MB Director Lew indicated he would review how both the CBO and 
0MB baseiines are constructed and make suggestions on how they may be changed. Has Director Lew 
contacted you about any proposed changes to the baseiine? 


Answer: Director Lew has not contacted me to discuss how baselines are constructed. However, CBO 
and 0MB staff frequently discuss how various programs are projected in our respective baselines and 
we work hard to ensure that we understand any differences the two agencies have in baseline 
treatment as well as to try resolving some of those differences when we recognize an error in 
interpretation of current iaw or long-standing baseline construction rules as specified in the Balanced 
Budget and Emergency Deficit Control Act, 

In addition, CBO attempts to clearly highlight the important distinctions between its baseline projections 
and those prepared by the Administration. For example, the two agencies differ on the treatment of 
Fannie Mae and Freddie Mac in baseline projections, and CBO has taken steps to document and explain 
that difference in its semi-annual Budget Outlook reports. 

Finally, CBO and 0MB meet at least once each year joften more than once) along with staff of both sides 
of both budget committees to discuss scorekeeping issues including concerns over baseline 
construction. The most recent such meeting of that group, known as the "Scorekeepers,” took place in 
December 2010, and an additional follow-up meeting to discuss alternative treatment of credit 
programs in the baseline is planned for later this spring. 
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THE U.S. ECONOMIC OUTLOOK 


TUESDAY, FEBRUARY 1, 2011 

United States Senate, 
Committee on the Budget, 

Washington, D.C. 

The Committee met, pursuant to notice, at 10:00 a.m., in Room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Wyden, Warner, Begich, Sessions, 
Thune, Toomey, and Johnson. 

Staff Present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Today we will focus on the U.S. economic outlook. This is 
one of a series of hearings on the economy. We are taking a close 
look at how the economy is performing and where it is headed. 
Later this week, we will examine specific challenges the economy 
faces, such as housing, unemployment, and the State fiscal crises 
that are occurring around the Nation. 

Today we are fortunate to have three really outstanding wit- 
nesses, economists who all have a long history of providing valu- 
able testimony to this Committee and others. We look forward to 
hearing from Dr. Richard Berner, a Managing Director and Co- 
head of Global Economics, Chief U.S. Economist at Morgan Stan- 
ley. Good to have you back, Dick. Dr. Simon Johnson, Senior Fel- 
low, the Peterson Institute for International Economics and a pro- 
fessor of entrepreneurship at MIT’s Sloan School of Management. 
Good to have you back, Simon. And Dr. David Malpass, president 
of Encima Global. Am I pronouncing that correctly? 

Mr. Malpass. That is right. 

Chairman CONRAD. Thank you, sir. We thank all three of you for 
making yourselves available to the Committee. We deeply appre- 
ciate that. 

Let me begin by having a brief review of where we have been, 
my own analysis of what has brought us here and where we are 
headed. Let me just start by saying I believe TARP and stimulus 
were critically important to averting a global financial collapse. I 
was in the room when the Secretary of the Treasury in the Bush 
administration and the Chairman of the Federal Reserve told us 
that if we did not act on TARP, there could be a global financial 
collapse in days. Those are the words they used to us. They minced 
no words with us. They were as clear and compelling as they could 
have been. 

So TARP was put in place — and let me just put up the first chart 
that shows what I think is the very clear evidence that TARP was 
effective. This chart shows the TED spread, the difference between 
what the Government can borrow for and what the private sector 
can borrow for. And during the height of the crisis, the TED spread 
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was 9 times normal. You can see it at the peak. When TARP was 
put in place, it came back very markedly to more normal levels and 
only now has really gotten back to its historic relationship. 

Again, the TED spread is the difference between what the pri- 
vate sector can borrow for and what the public sector can borrow 
for, and we have seen a normalization in the TED spread. In fact, 
one of the tipoffs that we had that we were headed for trouble in 
2008 was we saw erratic behavior in the TED spread in the year 
before. 



Economic Performance 


(Pcrront ijKUVtli »f real GOP .iiiiiiial i.itc) 


Fourth Quarter 
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Let me go to the next chart, if we can. Economic growth, we had 
a negative 6.8 percent in 2008, the fourth quarter. We now see that 
economic growth has resumed. In the fourth quarter of 2010, we 
saw positive growth of 3.2 percent, and we have now had six con- 
secutive quarters of growth. And we see the same evidence, evi- 
dentiary pattern in the private sector joh growth. I think we all re- 
call in January of 2009 the economy was losing more than 800,000 
private sector jobs a month. In December 2010, the last month we 
have data for, the economy gained 113,000 private sector jobs. We 
have now had 12 consecutive months of private sector job growth. 




Stock Market Record 
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Third, we have also seen a dramatic rebound in the stock mar- 
ket. After falling to a low of 6,500 in March of 2009, the Dow has 
now risen back up well above 11,000 — in fact, approaching 12,000. 

Two highly respected economists — Dr. Alan Blinder, the former 
Vice Chairman of the Federal Reserve, and Mark Zandi, who was 
an adviser to the McCain campaign — completed a study last sum- 
mer that measured the impact of Federal action, including TARP 
and stimulus, including both the Fed’s monetary policy actions and 
the fiscal policy actions by Congress and the administration. Here 
is a quote from their report: 


Economists Blinder and Zandi on 
Federal Government Response to 
Financial Crisis and Recession 

“We find that its effects on real GDP, jobs, and 
inflation are huge, and probably averted what 
could have been called Great Depression 2.0. 

“...When all is said and done, the financial and 
fiscal policies will have cost taxpayers a 
substantial sum, but not nearly as much as 
most had feared and not nearly as much as if 
policymakers had not acted at all. If the 
comprehensive policy responses saved the 
economy from another depression, as we 
estimate, they were well worth their cost.” 

- Alan S. Blinder and Mark Zandi 
How the Great Recession Was Brought to an End 
July 27, 2010 


“We find that its effects on real GDP, jobs, and inflation are huge 
and probably averted what could have been called ‘Great Depres- 
sion 2.O.’ When all is said and done, the financial and fiscal policies 
will have cost taxpayers a substantial sum, but not nearly as much 
as most had feared and not nearly as much as if policymakers had 
not acted at all. If the comprehensive policy responses saved the 
economy from another depression, as we estimate, they were well 
worth their cost.” 

The next chart shows Dr. Blinder and Dr. Zandi’s estimate of the 
number of jobs we would have had without the Federal response. 
It shows we would have 8.1 million fewer jobs in the second quar- 
ter of 2010 if we had not had the Federal response, specifically the 
TARP and the stimulus. 
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Jobs Picture: With and Without 
Federal Response to Financial 
Crisis and Recession 
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A similar story can be told by studying the unemployment rate. 
The unemployment rate averaged 9.7 percent in the second quarter 
of last year. According to Dr. Blinder and Dr. Zandi, if we had not 
had the Federal response, the unemployment rate would have been 
15 percent in the second quarter and would have continued rising 
to 16 percent in the fourth quarter of 2010. There is no question 
that the unemployment rate has remained stubbornly high. Just a 
little over 3 years ago, it stood at 5 percent. It nearly doubled with- 
in a year’s time and has fluctuated in the 9-percent-plus range ever 


since. 
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Unemployment Rate: With and 
Without Federal Response to 
Financial Crisis and Recession 


.'(Unemployment rate il^arteily riara) 
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Last week, the nonpartisan Congressional Budget Office issued 


its budget and economic outlook projecting the unemployment rate 


will fall only slightly, to 9.2 percent by the fourth quarter of this 


year, and fall farther, to 8.2 percent by the fourth quarter of 2012. 
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And the economy is growing at a much slower pace when com- 
pared to past recoveries. When measured against the nine previous 
recoveries over the past 60 years, we see the current recovery lags 
considerably the nine previous recoveries. Why is that? I believe it 
is because so much damage was done to the fiscal and financial 
system in this downturn. 




Economic Growth 
Lags Typical Recovery 


(Real GDP, percent change from business cycle trough) 



Second Third Fourth First Second Third Fourth 

Quarter Quarter Quarter Quarter Quarter Quarter Quarter 
2009 2009 2009 2010 2010 2010 2010 


Sources: SBC calculations using data from Bureau of Economic Analysis, U.S. 
Department of Commerce, and National Bureau of Economic Research (NBER), 

Note: Median growth is calculated as the median of growth rates from the business 
cycle trough dates (as determined by the NBER): 1949-Q4, 1954-Q2, 1958-Q2. 1961-Q1. 
1970-04. 1975-Q1. 1982-Q4, 1991-Q1. and 2001-Q4. The recovery that began in 1980-Q3 
is omitted due to its proximity to the subsequent trough in 1982-Q4. 


If you look at the previous recoveries since World War II, some 
of them have been relatively sharp, but none have seen the damage 
to the financial system done in this downturn. And so that dra- 
matically affected the credit markets, and that dramatically af- 
fected business. That obviously affected economic growth and eco- 
nomic activity. 

You know, I will never forget when Ms. Romer put out her fore- 
cast that we would see 8 percent unemployment, and I told the 
White House at the time and told anybody listening that they could 
throw that forecast right out the window, because that forecast was 
based on the last nine recoveries since World War II. And there 






166 


was no basis for comparison because there was not the damage to 
the financial system in the previous recoveries as we experienced 
in this one. And so I thought it was a forecast that had no merit. 

But we are now at a critical juncture. We have been borrowing 
about 40 cents of every dollar that we spend. That is clearly not 
sustainable. Spending is at its highest level as a share of the econ- 
omy in 60 years. Revenue is at its lowest level as a share of the 
economy in 60 years. It seems to me readily apparent we have to 
work on both sides of the equation. 

Spending and Revenues 
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Gross Federal debt is already expected to reach 100 percent of 
gross domestic product this year, well above the 90-percent thresh- 
old that many economists see as the danger zone. Let me just rec- 
ommend to my colleagues the work that has been done by two of 
our most distinguished economists. Carmen Reinhart was the lead 
author of the book reviewing 800 years of financial crisis. In her 
work and the work of Professor Rogoff at Harvard, they concluded 
that when countries reach a gross debt of 90 percent of GDP, they 
see future economic growth reduced substantially. And we are at 
90 percent gross debt to GDP. 









Now, one thing I want to be clear on is in the press typically you 
do not read about gross debt. You read about the publicly held 
debt. Publicly held debt is about 30 percentage points lower than 
the gross debt. So our publicly held debt today is in the 60 per- 
centile range, but the gross debt is over 90 and will be at 100 by 
the end of this year. And, again, the work that was done by Car- 
men Reinhart at the University of Maryland and Dr. Rogoff at Har- 
vard concluded that when your gross debt reaches 90 percent, you 
see future economic growth impaired, and impaired in such a way 
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CBO Alternative 
Fiscal Scenario, 


Roughly 30% 
in 2040 


Commission Proposal 


that it translates into a million fewer jobs. That at the end of the 
day, I think, is what we must keep in mind. 

I believe that the deficit and debt reduction plan assembled by 
the President’s Fiscal Commission on which I served got it about 
right. The plan would stabilize the debt by 2014, lower it to 60 per- 
cent of GDP — let me emphasize that is on a publicly held debt 
measure — by 2023, and roughly 30 percent by 2040. So publicly 
held debt would first be stabilized, then be brought back from the 
brink, and over time worked down to what most economists say is 
a far more sustainable level. 
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There were 18 members on the Commission. Eleven supported 
the report — five Democrats, five Republicans, one Independent. 
That is, 60 percent of the Commissioners supported the conclusions 
of the report that would reduce the debt by $4 trillion over the next 
10 years. I believe that proved that Democrats and Republicans 
can join forces when we face an imminent threat to this country, 
and I believe this debt threat is an imminent threat to the Nation. 
We can put together a credible, responsible, realistic bipartisan 
budget plan, and this year we need to finish the job. It will require 
Presidential leadership, and it will require a Congress that is will- 
ing on both sides to come together to do things both of us would 
prefer not to have to do. 

I hope very much we face up to this because a failure to do so 
would mean very serious consequences for the country in the fu- 
ture. 

We will now turn to Senator Sessions for his opening remarks, 
and I want to thank members for their attendance here today, and, 
again, I thank the witnesses for their participation. Senator Ses- 
sions, welcome. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you. Senator Conrad. You have raised 
the challenge that is facing us very well and I know have made a 
case that a lot of what we have done has been successful. I under- 
stand that, but there are others who have concerns about what we 
have done and how well it has worked and how much we have ac- 
complished. 

I would like to get into a good discussion with our excellent 
panel, and I am sure we will learn a lot from them. It does appear 
we have been kicking the can down the road, and I thought that 
the roundtable discussion in Barron’s with some of the world’s big- 
gest financial investors earlier this year raised some of the same 
problems and questions that you have raised and maybe some oth- 
ers also that lead us to a conclusion we are facing a very, very seri- 
ous national challenge that I believe this Committee, as you indi- 
cated at our last meeting, will have to provide leadership for. And 
I would be glad to be with you in that effort. 

I had the honor to meet with Mr. McTeague, former Prime Min- 
ister of New Zealand, who took over a country that was running 
systemic deficits for quite a number of years, and he participated 
in leading that country to sustained surpluses and unprecedented 
economic growth, growth in sound currencies, and he told me re- 
cently that he believed we need to have a goal of a balanced budg- 
et. I think that is a psychological, political question for us to ask. 
It is not easy to get there. I am convinced we can get there, but 
the American people are goal oriented, and if we can articulate for 
them a real substantial reduction in this debt and show them how 
there may be some short-term pain but long-term gain, I believe 
politically we are in a better situation to accomplish that than we 
have been in some time. 

I just would quote from that Barron’s roundtable interview some 
interesting questions. Mr. Zulauf out of Switzerland said, “There 
are two worlds: the industrialized world and the emerging world. 
The industrialized world continues to live in a fiction that it can 
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afford its current lifestyle by going further into debt. At some point 
the bond markets will rot against that. The private household sec- 
tor, not only in the U.S. but several industrialized countries, re- 
mains stretched financially and will continue to deleverage, reduce 
their debt, but the public sector is leveraging up, and there is the 
threat,” he suggests. 

Bill Gross, who I guess handles more money than any man in the 
world, at PIMCO Bond Fund said, “Printing your way out of this 
or kicking the can is possible for some countries, but the solution 
is not to create paper. It is to create goods and services the rest 
of the world wants to have.” 

They asked, “What are the prospects for that?” And he said, “The 
Obama administration has failed miserably in that regard. It has 
focused on consumption and fiscal stimulation that will give us 4- 
percent growth in 2011" — his estimate. The estimates of these ex- 
perts were from 2.5 to 4. He had the highest growth projection for 
this year. But then he adds, “But it gives us nothing more than 
that. It is a sugar high that quickly disappears in 2012.” 

So we are facing some serious, grim prospects. Unemployment 
has not come back well, as we would like to see it. Indeed, at the 
end of the year, the Government survey indicates that the hours 
worked had not increased, which is an indicator that unemploy- 
ment will go down if weekly hours are going up. That is not a good 
factor. The wage increases were slight, very slight this year, and 
below inflation, so that puts our net wage income not in a very 
good position. The amount of jobs added looked better than they 
are because we have to add 150,000 a month to stay level, and so 
we have seen job increases, but not much above the level you have 
to have to really reduce unemployment. And if wages are not in- 
creasing, the net money circulating is not where it needs to be. So 
I am worried about that. 

And what I think — what I would like to be in a position where 
we were with Mr. Volcker. One of his associates just retired from 
the Fed. Brookings said that Mr. Volcker said, “Enough is enough. 
We have to get off this road. And he stood firm. They protested. 
They asked for his resignation. Tractors circled his building, prob- 
ably some from North Ilakota, and Alabama, too, probably. But he 
said, “We knew we were right.” “We knew we were right.” And I 
just do not sense we have that kind of leadership today. 

I was disappointed that the new chief of staff, Mr. Daley, taunted 
the Republicans on his show Sunday, saying, “Where is the beef? 
You tell me where you are going to cut.” 

What did that mean? I say that means that the administration 
is not prepared to lead. They are not prepared to discuss the seri- 
ousness of the challenge we face and suggests that if somebody else 
steps up and makes suggestions about how to reduce this deficit, 
they may well even be attacked by the President and his adminis- 
tration. So I hope that is not true, but that is what it seemed to 
suggest for me. And I did not see the kind of leadership I hoped 
for in the State of the Union. 

So, Mr. Chairman, you said a few things political, I said a few 
things political, but the truth is our country is in serious trouble. 
You and I both agree with that, and we are going to have to work 
together to do better. And thank you for calling this hearing. 



171 


Chairman CONRAD. Thank you, and let me just say to members 
of the Committee, what I said at the last hearing, I think even 
more strongly today, it has to start somewhere. And in the congres- 
sional process, we are it. I do not know what other Committee is 
going to take this on. The Appropriations Committee, they are not 
in a position to do it. The Finance Committee is not in a position 
to do it. So I think very clearly it is going to fall to us. 

Look, I would much prefer that there would he a summit with 
the White House, the congressional leaders. Republican and Demo- 
crat, House and Senate, sit down and craft a long-term plan to get 
us back on track. I think that would be the best way to proceed 
because I think it is very important this be done before we get into 
a debate on the debt limit extension, because if the debt limit ex- 
tension has to be the way of getting a result to get a plan, that in 
itself has serious risks attached to it. We could lose credibility in 
the bond markets globally if that is the leverage that has to be 
used. So we are much better off as a country if a plan is put in 
place prior to getting to the debt limit debate. 

But if there is not going to be that kind of summit, then I do not 
know of an alternative to this Committee and the Committee in the 
House trying to craft a long-term plan and begin sort of bottom-up. 
So, again, I issue again a call for a summit involving the leaders 
of the House and the Senate and the President or his designees to 
come up with a credible long-term plan before we get to the debt 
limit crunch, which I think will come probably in May. 

But I do not think we can wait for that. I think we have to pre- 
pare ourselves to begin crafting a plan here. And, look, it is not 
going to be easy. But we have a good beginning. We have had an 
excellent hearing with the head of the Congressional Budget Office. 
We have an excellent hearing today, and we will turn now to our 
witnesses. 

Dr. Berner, welcome back to the Budget Committee, and please 
proceed. I understand that you are going to be retiring soon from 
this position, not retiring but leaving this position. You have al- 
ways been somebody who has been an important resource for this 
Committee. Thank you. 

STATEMENT OF RICHARD BERNER, PH.D., MANAGING DIREC- 
TOR, CO-HEAD OF GLOBAL ECONOMICS, AND CHIEF U.S. 

ECONOMIST, MORGAN STANLEY 

Mr. Berner. Thank you. Senator. Thank you. Chairman Conrad, 
Ranking Member Sessions, and other members of the Committee 
for inviting me to this hearing to discuss the outlook for the econ- 
omy, to outline some things that you can do to improve it, and 
briefly to discuss some of our budget challenges. 

And, Senator Sessions, let me tell you that your anecdote re- 
minded me of when I was back at the Fed, because I was in the 
building when the tractors were circling the building. 

In the 6 months since I last appeared before this Committee, the 
economy has improved. Aggressive and unconventional monetary 
policy and fiscal stimulus helped. While the recovery remains sub- 
par, recent additional monetary and fiscal stimulus will promote 
faster growth this year. 
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But the legacy of the crisis endures. Lenders are still hesitant to 
lend. Home prices are still declining. State and local budgets are 
strained, and we need much faster job gains to lower the unem- 
ployment rate. 

Now, we expect the economy to grow by 4 percent after inflation 
over 2011 and about 3.25 percent over 2012. Two policy-related fac- 
tors assure at least moderate growth and raise the odds of a some- 
what better outcome: first, the one-two punch from new fiscal stim- 
ulus and a Fed committed to achieve its dual mandate; and, sec- 
ond, a dramatic reduction in political uncertainty after this sum- 
mer. 

Three key temporary elements in the stimulus package — a 1-year 
payroll tax holiday, a 13-month extension of emergency unemploy- 
ment benefits, and expensing of business investment outlays — will 
boost growth this year, as you can see in the slide here that I am 
putting on the screen, but partly at the expense of 2012. 

Now, there are four other factors that are already promoting 
more sustainable growth. First, ongoing balance sheet healing is 
easing financial conditions, except in mortgage credit. Second, the 
handoff from rising output to increased hours, employment, and in- 
come is slowly underway. Third, stronger global growth is finally 
boosting U.S. output. And, finally, pent-up demand for capital 
spending is healthy. 

Thus, however, we have a two-tier economy. Strong leadership 
from exports and capital spending are offsetting the drag from 
weak housing activity and home prices and from cuts in State and 
local government budgets. Low inflation has promoted low bond 
yields. In turn, this has helped restrain Federal interest costs. We 
believe that that will be changing as inflation bottoms and begins 
to move higher. Significant economic slack will depress inflation. 
But rising inflation expectations and global pressure on food and 
energy quotes will push it higher. 

Let me talk about six risks that still lurk for the economy. Two 
of those are domestic. Home prices could decline by more than the 
6 to 11 percent in our baseline forecast, and State and local budget 
cuts could be more intense than we expect. 

Four risks are global. There could be more spillover from Eu- 
rope’s sovereign credit crisis; more intense policy tightening in 
China and other emerging market economies. Crude quotes could 
surge past $120. That would be a risk. And politics could interfere 
with appropriate policy responses, as you alluded to. 

That last risk has a new domestic dimension: The battle over 
budget priorities here does seem likely to crystallize in a showdown 
over increasing the Federal debt ceiling, which could disrupt finan- 
cial markets. 

So the outlook is improving, but we certainly cannot be compla- 
cent. Congress might consider other policies to improve the outlook 
for housing and employment, and thus the economy. Two years ago 
in testimony before this Committee I argued that tax cuts and 
stepped-up infrastructure outlays really do not get to the causes of 
this downturn. They mainly tackle its symptoms and can only 
cushion the blow. 

Likewise, the recent fiscal stimulus package will boost near-term 
growth, but I will not put our economy on a strong, sustainable 
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path. It will boost deficits and debt, netting to a negative for the 
economy over a longer time frame, unless we adopt policies aimed 
directly at the cause of our problems. 

So what are some of those policies? America’s housing and mort- 
gage markets remain dysfunctional, thwarting recovery. Reducing 
principal is the right remedy. Only when some cushion of owners’ 
equity returns and there is less risk of declining home prices will 
lenders readily offer credit. 

Policy options to reduce principal take two forms: those encour- 
aging writedowns to avoid default and those encouraging short 
sales, which allow underwater borrowers to sell their house at mar- 
ket value without writing a check to the current lender. 

Adding incentives for both borrowers and lenders could energize 
such policies. Earned principal forgiveness is one such. Stream- 
lining short-sale programs would help the writedown process for 
those borrowers facing foreclosure. 

The recent discussion about fixing housing finance has involved 
the right role for Government and how to reform the GSEs. This 
debate is entirely appropriate, but it does create uncertainty for 
lenders, and it overlooks the critical need to sequence policy choices 
correctly. First, focus on repairing the legacy of bad loans. Only 
then can policymakers implement reform. 

What about policies to improve employment? Private payrolls 
have risen by about $1.2 million over the past year, but over the 
past 18 months have been essentially fiat. Much of that weakness 
is cyclical. However, there are four structural culprits involved: 
labor immobility from housing lock-in, mismatches between skills 
needed and those available, rising benefit costs, and uncertainty 
around policies in Washington. Briefly, fixing housing will improve 
labor mobility and help employment, and better training will im- 
prove worker skills. I will discuss remedies for benefit costs and 
uncertainty in a moment. 

The economic outlook has clear cyclical implications for the Fed- 
eral budget, and addressing our structural budget problems will 
improve long-term economic prospects. I would like to conclude 
with a couple remarks on each. 

A healthier economy would directly improve the cyclical budget 
outlook, as we all know. More indirectly, fixing our housing and 
employment problems with targeted remedies would sustainably 
boost the economy and narrow the budget gap. Then we could safe- 
ly unwind the fiscal stimulus now in place, further reducing defi- 
cits. But addressing structural budget challenges by reducing enti- 
tlement outlays will free up resources and capital for productive in- 
vestment. 

In the long run, the structural budget deficit is almost entirely 
about Federal health care spending, directly through Medicare and 
Medicaid and indirectly through the tax treatment of employer-pro- 
vided health care benefits. 

In addition, addressing health care costs would improve employ- 
ment and the budget. High and rising health care benefits provided 
through the workplace drive up labor costs, reduce employment, 
and hurt growth. The cost of employee health care benefits is fixed 
because benefits are paid on a per worker basis. In my view, that 
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helps explain why American employers cut payrolls relative to GDP 
more aggressively than other countries. 

The plunge in employment also increased Medicaid eligibility, 
pressuring State budgets. FMAP grants plugged the States’ budget 
holes but added to Federal red ink. The upshot is that high fixed 
costs of health care benefits have enlarged both our job deficit and 
our budget deficits at every level of Government. 

Reducing health care costs is the next logical step in health care 
reform. The Affordable Care Act includes reforms aimed at Medi- 
care cost savings, but more is needed to reduce the costs of health 
care for employers and employees alike. Changing the tax treat- 
ment of health care benefits would be a good place to start. 

We are only starting to debate solutions for our long-term budget 
challenges. We need your bipartisan leadership to tackle them and 
steps that are fair and call for shared sacrifice and benefits. Pro- 
posals to freeze or cut non-defense discretionary spending do not 
address these challenges. In contrast, the Commission that you 
mentioned. Senator, the Commission’s report offers sound prin- 
ciples and a balanced menu for action. 

In the heat of those debates, let us remember that uncertainty 
about coming policy changes, including the size of prospective tax 
hikes, may weigh on decisions to hire, to expand, to buy homes, 
and to spend. You can reduce that uncertainty by crafting a cred- 
ible plan to restore fiscal sustainability. 

Mr. Chairman and members of the Committee, we have many 
challenges ahead. Our short-term challenge is to enhance the odds 
for a more vigorous, sustainable recovery. Our long-term challenges 
are to promote a sustainable fiscal policy and to preserve our im- 
portant safety nets. Thanks for your attention and for the oppor- 
tunity to offer advice. I would be happy to answer any of your ques- 
tions. 

[The prepared statement of Mr. Berner follows:] 
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The Economic Outlook, Policies to Improve It, and Implications for the Budget 
Testimony of Richard Berner, Morgan Stanley 
Senate Budget Committee 
February 1, 201 1 

Chairman Conrad, Ranking Member Sessions, and other members of the Committee, my name is Richard 
Berner, 1 have until recently been Co-Head of Global Economics at Morgan Stanley in New York. Thank 
you for inviting me to this hearing to discuss the outlook for the US economy, to outline what policymakers 
can do to improve it, and briefly to discuss our budget challenges. 

The Economy; Further Progress 

In the six months since 1 last appeared before this Committee, the economy has improved. The financial 
crisis and the credit crunch that followed have receded further and most financial markets are functioning 
well. Aggressive and unconventional monetary policy and fiscal stimulus were instrumental. 

Likewise, the deepest recession since the Great Depression is over, and while the recovery remains subpar, 
growth has improved, in the last quarter of 2010, the economy grew at a 3.2% annual rate. Gains in jobs 
and hours have been encouraging and appear poised to generate the household income and confidence 
needed to sustain recovery. Recent additional monetary and fiscal .stimulus will promote faster growth this 
year. 

But the legacy of the crisis endures and economic headwinds linger. One in four homeowners with a 
mortgage Is still under water; lenders are still hesitant to lend to or refinance many borrowers. The process 
of cleaning up lenders’ and household balance sheets is well advanced, but imbalances in housing mean 
home prices are still declining. State and local budgets are strained, limiting growth in their outlays. 

The job deficit has left substantial slack in labor markets. Much faster job gains are needed to bring down 
the unemployment rate from 9.4% and to recover the remaining 7.3 million jobs lost in the recession. 

Other measures of slack, while narrowing, remain wide: Housing vacancy rates are high and industrial 
operating rates are still low. While the ‘tail risk’ of deflation is thus not zero, the Fed has greatly reduced it 
by boosting inflation expectations. 

The Outlook; Still Moderate Growth 

We expect the economy to grow by 4% excluding inflation over the four quarters of 201 1 and 3.2% over 
2012. Two policy-related factors assure at least moderate growth for now and raise the odds of a more 
bullish outcome this year and next: (a) the one-two punch from new fiscal stimulus and a Fed committed to 
achieve its dual mandate, and (b) a dramatic reduction in political uncertainty. 

New stimulus impact. We estimate that the provisions of the Tax Relief, Unemployment Insurance 
Reauthorization and Job Creation Act of2010 will add about 1 percentage point to growth in 201 1 relative 
to our earlier baseline, pushing it to 4% over the four quarters of this year. Three key temporary elements 
— a one-year payroll tax holiday for employees, a 13-month extension of emergency unemployment 
benefits, and full expensing of business investment outlays for 2011 — will boost growth in 201 1 partly at 
the expense of 2012, We estimate that their expiration at the end of 201 1 will net to an offsetting drag of 
about half a percentage point in 2012,' 

Exhibit 1 shows our estimates of the calendar year budget impact of all provisions based on JCT and CBO 
data. 


See “Tax Deal Could Boost Growth to 4% Next Year,” December 7, 2010, 
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Exhibit 1 

Tax Relief, Unemployment Insurance Reauthorlzation and Job Creation Act of 2010 

(effects on revenue, billions, calendar years) 

2011 

Included in 
our Dec. 3 
2012 baseline 

Extend expiring tax cuts 

-136 



for those with incomes below $250K 

-95 

-120 

yes 

for those with incomes above $250K 

-41 

-58 

no 

Extend other expiring provisions 

-187 

-160 

most 

Extend unempioyment benefits 

-56 

0 

half 

New initiatives 

-184 

-99 


2% payroll tax cut for employees 

-114 

0 

no 

Business expensing 

-70 

-99 

50% 

Total 

-563 

-437 



Note: Other expiring provisions include two-year extensions of the estate lax under the Kyt-bncoln proposal (SS mllliori exemption and 35'Ve rate), marriage penalty 
relief, current law for capital gains and diwdend taxes, an increase m the AMT exemption amount, the combined interaction from extending EGTRRA and AMT 
provisons, and other expiring credits and provisions 

The total shown here ov«r CY2011-12 exceeds the XT/Ceo estimates of the 10-year, $656 billion cost because it excludes Ihe recapture of business eiqriensing 
in (he outyears. 

Source: Joint Committee on Taxation, Congressional Budget Office, Morgan Stanley Research 

This plan should have more bang for Che buck Chan ARRA. The fiscal stimulus enacted in the 
American Recovery and Reinvestment Act (ARRA) of February 2009 (Pub.L. 1 1 1-5) did not seem to add 
much oomph to the economy relative to its size; why should this smaller one produce more results? In our 
view, there are two reasons. First, the nature of the stimulus matters; Most ofihe new stimulus (about 0.7 
percentage point) results from the new payroll tax holiday for employees. Such cuts accrue mostly to 
lower-income, budget-constrained taxpayers and show up quickly in spendable income, so they are more 
likely to be spent. In contrast, the Making Work Pay lax credit that was a key part of ARRA was disbursed 
slowly, and some empirical work suggests that taxpayers spent only about 13% of the increment to income 
from that credit. In contrast, consumers spent about 1/3 of the one-lime lax rebates incorporated in the 
2008 stimulus package.^ In addition, the MWP credit at $60 billion was smaller than the payroll tax 
holiday. Likewise, while grants to stales and healthcare insurance premium (COBRA) assistance provided 
a helpful buffer for governments and individuals, they tended to be saved rather than spent. Finally, 
outlays for infrastructure projects featured in ARRA took as much as a year to show up in spending.^ 

A second reason that the current stimulus is likely to be more potent is that the deleveraging process for 
households and lenders is far more advanced today than in 2009.'* Back then, liquidity-strapped consumers. 


^ In a recent paper, Sahm et al. noted that, “based on responses from a representative sample of households in the 
Thomson Reuters/University of Michigan Surveys of Consumers, the paper finds that the reduction in withholding led 
to a substantially lower rate of spending than the one-time payments. Specifically, 25 percent of households reported 
that the one-time economic stimulus payment in 2008 led them to mostly increase their spending while only 13 percent 
reported that the extra pay from the lower withholding in 2009 led them to mostly increase their spending.” See 
Claudia R. Sahm. Matthew D. Shapiro and Joel B. Slemrod, “Check In The Mail Or More In I’he Paycheck: Does The 
Effectiveness Of Fiscal Stimulus Depend On How It Is Delivered?” NBER Working Paper No. 16246, July 2010. For 
an analysis of the 2008 rebates’ impact on spending, see Mathew D. Shapiro and Joel B. Slemrod, "Did the 2008 Tax 
Rebates Stimulate Spending?" American Economic Review. May 2009, 99(2): 374-79. 

Indeed, CBO’s analysis suggests that reftindable tax credits, grants to stales, and infrastructure outlays likely would 
have a “substantial proportion of their impact” appear with a one-year lag; see Congressional Budget Office, “Policies 
for Increasing Economic Growth and Employment in 2010 and 2011,” January 2010. 

^ See, for example, “Deleveraging the American Consumer: Faster than Expected,” August 20, 20 1 0. 
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suddenly denied access to borrowing in the credit crunch, were then more likely to save their tax credits 
and other forms of stimulus or use them to pay down debt.^ 

Four other factors already are promoting sustainable growth. First, balance-sheet healing is more 
advanced and, courtesy in part of the Fed’s new asset-purchase program, financial conditions are gradually 
becoming easier. Debt-to-lncomc and debt-service-to-income ratios continued to decline in Q3. The Fed’s 
Senior Loan office Survey indicated that banks’ willingness to lend to consumers continued to improve and 
that they eased lending standards for consumer loans. The glaring exception, of course, is that mortgage 
credit is still tight. 

Second, the cyclical dynamics of recovery are finally promoting the handoff from rising output to increased 
hours, employment and income. While December’s employment report was disappointingly weak, 
inclement weather likely depressed the job tally. A broader perspective shows that rising hours have 
supported moderate gains in wage and salary income, and the improvement in a variety of labor market 
indicators — declines in jobless claims, rising job openings, surveys of hiring plans, and incoming data on 
withheld taxes — point to renewed job gains, Third, stronger global growth finally seems to be boosting 
US output. Finally, pent-up demand for capital spending is healthy. 

A Two-Tier Economy. These developments have created a “two-tier” economy: Strong leadership from 
exports and capita! spending are the bright spots. The drag from weak housing activity /home prices and 
from cuts in state and local government budgets are headwinds that may take one percentage point or more 
from growth this year. 

The upper tier is strong... Reflecting the strength of global growth, net exports seem likely to provide a 
major boost as the import surge reverses and import grovsih is subdued.^ In addition, pent-up demand for 
capital spending is healthy; in the recession, capex slipped well below depreciation expense. Together with 
the acceleration we expect in economic activity and the business expensing provisions of the new tax deal, 
that pent-up demand should spur hearty gains in capex in the coming year. And we think improving 
fundamentals will boost capex outlays In 2012 despite the inevitable “payback” in outlays after the tax 
expensing provision expires. 

...While the lower tier is still fraught. In contrast, housing imbalances remain the most signifleant single 
downside risk; we expect a 6-11% decline In home prices this year, which will limit the supply of mortgage 
credit, restrain consumer net worth, and thus cap growth in consumer spending. In turn, limits on the 
supply of mortgage credit are a key hurdle for housing demand and any significant recovery in activity. 
Second, state and local government finances remain weak; faced with additional shortfalls, officials are 
likely to cut spending and employment somewhat further, especially as federal grants fade. In particular, 
some $26 billion in assistance for Medicaid will disappear in July. The good news is that revenues are 
starting to improve, which should somewhat mitigate that risk. 

Inflation inflection point. Low inflation has promoted an ultra-accommodative monetary policy and low, 
long-term yields, which in turn has helped to hold down Federal interest costs. We believe that is about to 
change. In our view, inflation is bottoming and will gradually move higher. We don’t think inflation will 
rise back to the Fed’s “mandate-consistent” rate of 2% or just below until 2012. But a rise in core inflation 
back above I % in the next several months is highly likely, and that inflection point will kick off the 
inflation debate in earnest. A tug of war is under way; Significant slack in markets for goods and services, 
housing and labor will depress inflation. But stable-to-higher inflation expectations will push it higher. 
While operating rates are low and the jobless rate is high, changes in those gaps — so-called “speed 
effects” — are promoting an inflation inflection point. That is especially the case for rents, which are a 
major inflation component and which are already moving higher. 

In addition, several global factors seem likely to contribute to US inflation over the next few months. 

Strong global demand and limits on supply are boosting energy and food quotes. Recent developments in 


^ See. for example, “Policy Traction: ITie Key to Recovery,” February 17, 2009. 
^ See “Trade Tailwinds; Coming Strongly In Q4,” November 5, 2010. 




178 


the Middle East point to the potential for energy supply disruptions, which could boost inflation and 
depress growth. Finally, many prices for Imported goods are beginning to turn up again, despite the recent 
stability in the dollar. We believe that sellers typically pass some of these price hikes through to core 
prices with roughly a 2-4 month lag, and these price hikes may also contribute to US inflation by reviving 
inflation expectations. 

Six risks to the outlook. Risks still lurk for the economy, and we’ve tried to capture six in our baseline 
outlook. 

As I mentioned, two of these risks are domestic: More Intense declines in home prices or larger state and 
local government spending cuts could pose a more significant threat to the outlook than we expect. 

Four of the risks represent intensification of global challenges that are also in our baseline global view: 
more spillover from Europe’s sovereign crisis; more intense Chinese monetar>' tightening; a surge in crude 
quotes to $120 or more; and politics interfering with appropriate policy responses. 

That last risk has a new, important domestic dimension: The looming battle over budget priorities here 
seems likely to erystallizc in a showdown over increasing the Federal debt ceiling, which could prove 
disruptive to financial markets.^ 

Policies to Improve the Outlook 

While the outlook is gradually improving, the risks to the economy mean it is hardly time for complacency. 
Congress might consider other policies to improve the outlook for housing and employment, and thus the 
overall economy. Two years ago I testified before this Committee® and argued that: 

History suggests that financial crises take time to fix, because they result in deep and prolonged 
declines in asset values, and thus deep recessions (see Carmen M. Reinhart and Kenneth Rogoff, 
“The Aftermath of Financial Crises,” January 3, 2009). And as I read it, history also suggests that 
policies that go directly to the cause of the crisis are most effective. 

As you debate the size and composition of a fiscal stimulus package, therefore, keep in mind that 
tax cuts and stepped-up infrastructure outlays, whatever their merits, don’t get to the causes of this 
downturn. They mainly tackle its symptoms and can only cushion the blow. 

Both are still true. So while the recent fiscal stimulus package will boost growth in the short run, it won’t 
put our economy on a strong, sustainable path. Absent policies that go directly to the cause of our 
problems, over lime such stimulus will likely boost deficits and debt, netting to a negative for the economy. 

Policies to Improve Housing 

First, we must address the legacy of the financial crisis for housing lenders and mortgage borrowers. 
Housing and mortgage markets remain dysfunctional, making any recovery in housing a remote prospect. 
While the proportion of delinquent loans declined from 10.6% early this year to 9.4% in December, our 
housing research team estimates that loans in foreclosure continue to rise well past 5%, bringing non- 
current loans to a new record high of more than 15%.^ 


^ See David Greenlaw, “The Looming Debt-Ceiling Showdown,” January 6. 201 1. On January 27, Treasury 
announced that it will begin paying down T-bills issued under the Supplementary Financing Program. The $200 billion 
in outstanding SFP bills on the Fed’s balance sheet count against the debt ceiling. The additional borrowing room 
provided by the $195 billion SFP bill paydown will postpone the constraint from M^ch until mid-May. Accounting 
moves involving nonmarketable debt in government trust funds could allow another $250 billion in borrowing, 
extending the debt ceiling constraint until mid-July. 

® “The Debt Outlook and Its Implications for Policy,” January 15, 2009. 

^ Fourteen months ago we expected only a modest recovery in housing; we were too optimistic. See “Assessing 
Housing Risks,” November 30, 2009. 
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Housing imbalances and tight credit are locked in a vicious circle with housing activity and home prices, 
despite a record plunge in housing activity and thus supply, record declines in home prices, and plunging 
mortgage rates. Two metrics of imbalances throw the circle into sharp relief: the 8 million unit shadow 
inventory of yet-to-be-liquidated homes and the one-in-four borrowers in negative equity. Absent 
forceful policy action, the supply-demand imbalance won’t correct itself for years. Consequently, home 
prices, which have started to decline again, are likely to fall as much as 1 1% before bottoming in 2012.” 

The best options for relief are simple, act quickly, and spread the pain broadly among borrowers, lenders, 
and taxpayers.’’ Several Federal programs are in place’^, but this suite of options has failed to prevent a 
further deterioration in mortgage and housing markets, as the November H AMP servicer report on loan 
modifications makes clear: For example, of the ~1.4 million borrowers who have entered trial 
modifications, over 54% have redefaulted. In our view, lacking aggressive policy intervention to stop the 
downward spiral, that deterioration will continue. 

Two groups of remedies. Remedies fall into two groups: (I) mortgage modifications or refinancings that 
reduce monthly payments and (2) writedowns or forgiveness of principal. The latter are far more likely to 
succeed; only when some cushion of owner’s equity returns and there Is less risk of declining home prices 
will lenders be willing to offer credit more broadly, allowing housing and housing finance to begin real 
recovery. 

Option #1: Modifications and Refis. Loan modification or refinancing programs like HAMP can be 
helpful, but have not put housing finance on track for sustainable improvement, Unfortunately, they do not 
address the fundamental supply-demand imbalances in housing, and they are not widely available. Beyond 
the factors restricting the supply of credit noted above, second liens complicate modification programs 
because borrowers must meet certain criteria to be eligible for modification. 

Option #2: Write down principal. Writedowns or forgiveness of principal are the real solution to housing 
woes. Policy options to reduce principal take two forms: those encouraging principal writedowns to avoid 
default, including so-called strategic defaults, and those encouraging short sales, which allow underwater 
borrowers to sell their house at market value without writing a check to the current lender. Such programs 
exist, and some lenders have offered them to borrowers in lieu of foreclosure, but restricted eligibility has 
limited their success. 

Adding incentives for both borrower and lender could make such programs much more attractive. The best 
approach gives incentives to both. For example, in March 2010, Treasury proposed the Idea of “earned 
principal forgiveness,” where FHA refinancing would be available to underwater but performing borrowers 
if the lender agrees initially to forbear principal and thus modify payments, and to forgive a portion of the 
forborne principal at the end of each year the borrower is current on the modified payments. Such a plan 
gives the borrower both payment relief and an incentive to stay current, with an option on future home 
equity, and it gives the lender a performing asset — one with a lower coupon but also with a lower 


It’s worth noting that the shadow inventory includes homes that are vacant or rented; at the time of foreclosure, J.P. 
Morgan notes that in their experience, about 35-40% of homes were vacant and roughly 45% were non-owner occupied. 
See presentation at the Bancanalysts Association of Boston Conference, November 4, 2010. See also Oliver Chang, 
Vishwanath Tirupattur, and James Egan, “Housing Market Insights; In the Shadows,” January 28, 2011. 

” See Oliver Chang, Vishwanath Tirupattur, and James Egan, “Housing Market Insights: Now What?” September 30, 

2010 . 

See “Fixing Housing: Policy Options,” November 19, 2010. 

The Home Affordable Modification Program (HAMP) provides eligible homeowners the opportunity to modify their 
mortgages; the Home Affordable Refinance Program (HARP) gives borrowers with GSE-guaranteed loans an 
opportunity to refinance; the Second Lien Modification Program (2MP) offers homeowners a way to modify their 
second mortgages when their first mortgage is modified under HAMP; and the Home Affordable Foreclosure 
Alternatives Program (HAFA) provides alternatives to foreclosure: a short sale or deed-in-lieu of foreclosure. See 
http://makinghomeaffordable.gov/ 

Making Home Affordable Program, Servicer Performance Report Through November 20 JO, US Department of the 
Treasury, December 22, 2010. 
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probability of default. Unlike the FHA program, HAMP 2.0 has focused on principal forgiveness for 
already-delinquent borrowers.’^ 

Streamlining short-saie programs would also help the writedown proeess for those borrowers who would 
otherwise go through foreclosure. Specifically, an expansion of the Home Affordable Foreclosure 
Alternatives Program (HAFA) beyond its current limitations could help clear the market of such 
liquidations with minimal damage.’^ 

First repair, then reform. Fixing housing and housing finance requires a new regulatory architecture that 
will balance effieient intermediation between borrowers and lenders and a stable financial system. Key 
questions involve the appropriate role of government in housing finance, and how to reform the GSEs. In 
addition, significant attention must be devoted to appropriate rules under the just-passed financial reform 
legislation. For example, to improve future underwriting, the Dodd-Frank Act requires that securitizers in 
the future retain 5% of the credit risk in assets they originate and transfer through issuance of an asset- 
backed security, with exceptions for certain “qualified residential mortgages” and CMBS. Exactly what 
qualifies has yet to be determined. 

The problem with this debate, while needed, is that it overlooks the pressing need to fix past problems. In 
fact, I think these debates create uncertainty for lenders and investors who are still struggling with the 
legacy of past loans gone bad. This underscores how critical is the sequencing of policy options: The first 
priority should be to focus on repair, to reduce housing imbalances and restore market functioning. Only 
then can policymakers implement reform of mortgage finance — including rules governing underwriting, 
securitization, loss taking, and the housing GSEs — critical to assure longer-term financial and economic 
stability. 

When I appeared here two years ago, I noted that 

The economic cost of further declines in home values would likely exceed the cost of mitigation. 
More ominously, letting foreclosures fester may erode the sanctity of the mortgage contract for an 
increasing number of borrowers, who will decide that making payments is optional, if many 
borrowers walk away from their houses and their obligations, losses to lenders will rise 
dramatically and the availability of credit will dry up. 

That is still true today. 

Policies to Improve Employment 

America still has a daunting job deficit, and diagnosing the causes is critical before recommending 
remedies. Clearly, much of that weakness is cyclical, reflecting the sub-par economic rebound, but four 
structural culprits are also at w'ork: labor immobility resulting from negative equity in housing; mismatches 
between skills needed and those available; rising benefit costs; and uncertainty around policies in 
Washington. Compared with last summer, I am more optimistic about future job growth, partly because of 
new stimulus and partly because the Administration has moved more broadly and decisively to address the 
economy, thus reducing policy uncertainty. 


The jury is still out on both the FHA program and HAMP 2.0; each has been operational for only about three months. 
But two hurdles currently stymie broader participation in the FHA program — dealing with second liens and adding 
servicer incentives. Currently, there are no servicer incentives for the FHA program, and short refinancing will deprive 
servicers of fee income on performing loans. Without servicer incentives ($2,000-3,000 per loan would probably 
suffice), this program won’t likely take off. 

To be eligible for HAFA, borrowers must have a verifiable financial hardship and either fail to qualify for a 
modification or else redefault, Servicers must con.sider every HAMP-eligible borrower for HAFA before the 
homeowner’s loan is referred to foreclosure. But the requirement that borrowers must be HAMP-eligible to qualify for 
HAFA excludes many of the borrowers the program is designed to help. And the process is slow; some triage of the 
borrower pool could expedite the process for those cases with little chance of successful modification. 
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However, more is needed. If wc can fix our housing mess, labor mobility will improve. Homeowners 
trapped in their houses can’t move to take another job — until they sell or walk away. Owners sufTcring 
from negative equity are one-third less mobile according to one study. The wave of ‘'strategic defaults” 
and foreclosures is undermining the economic and social fabric of communities and reducing job 
opportunities. 

Worker skills have greatly lagged technical change and tectonic shifts in the structure of our economy, so 
some jobs go begging. Jobless spells degrade worker skills Just when workers need rc-training. One short- 
term remedy would pair training in basic skills that are needed for work with income support. A Job 
Training Corps, like Teach for America, could build a pool of training advocates who then go on to work in 
other occupations with the perspective and conviction that come from helping others to acquire needed 
skills. ‘® 

The Economy and the Budget 

The economic outlook has clear cyclical implications for the budget. Conversely, the policy choices we 
make to address our structural budget problems will have a profound effect on our long-term prospects for 
growth and prosperity. I’d like to conclude with some remarks on both the cyclical and structural outlooks 
for the economy and the budget. 

Cyclical outlook. A healthier economy would improve the cyclical budget outlook in several ways. 
Stronger growth would directly boost receipts and rein in outlays for automatic stabilizers such as UI 
benefits and Medicaid outlays as well as discretionary transfers such as FMAP assistance to state 
governments. More indirectly, high '‘bang for the buck” policies to fix our cyclical problems in housing 
and employment could provide a sustainable boost to the economy and thus narrow the budget gap. 
Moreover, curing those problems would allow us to unwind the traditional, discretionary fiscal stimulus 
now in place, further reducing deficits and the growth in debt. 

Structural challenges. We all agree that addressing structural budget challenges by reducing entitlement 
outlays will trim long-term deficits and debt, and will thus free up resources and capital for productive 
investment. Three entitlement programs — Medicare, Medicaid and Social Security — will account for 
half of Federal outlays by 2020. In the long run, the structural budget deficit is almost entirely about 
Federal healthcare spending — directly through Medicare and Medicaid, and Indirectly through the tax 
treatment of employer-provided healthcare benefits. 

In addition, addressing our healthcare challenges — especially the cost side of the equation — would have 
important implications for employment and for state and local budgets, as well as for the Federal budget. 

High and rising healthcare benefits provided through the workplace drive up labor costs, reduce 
employment and hurt growth. Importantly, the cost of employee health benefits is “fixed” because benefit 
costs don’t vary with hours worked; they are paid on a per-worker basis. In my view, the high and fixed 
cost of those benefits helps explain why American employers cut payrolls relative to GDP more 
aggressively in the recession than did their counterparts elsewhere.*^ 

What’s more, the plunge in employment pressured state budgets, as many workers who lost their healthcare 
benefits when they were laid off became eligible for Medicaid. FMAP assistance as part of ARRA filled in 
the states’ budget holes but added significantly to Federal red ink. The upshot: High fixed costs of 


See Fernando Ferreira, Joseph Gyourko, and Joseph Tracy “Housing Busts and Household Mobility,” forthcoming in 
the Journal of Urban Economics. 

htlp://www.teachforamerica.org/mission/mission_and_approach.htm 

See Sarah Reber and Laura Tyson, “Rising Health Insurance Costs Slow Job Growth and Reduce Wages and Job 
Quality,” Working paper, University of California at Los Angeles, August 2004; Katherine Baicker and Amitabh 
Chandra, “The Labor-Market Effects of Rising Health Insurance Premiums,” NBER Working Paper 11160, February 
2005; and Richard B, Freeman and William M. Rodgers HI, “The Weak Jobs Recovery: Whatever Happened To The 
Great American Jobs Machine?” November 2004, Revised January 2005. 
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healthcare benefits have enlarged both our employment deficit and our budget deficits at all levels of 
government. 

Taking steps to reduce healthcare costs is the next logical step in healthcare reform. The Affordable Care 
Act includes a series of reforms aimed at cost savings for Medicare, but more work is needed to reduce the 
soaring costs of healthcare for employers and employees alike. In my view, changing the tax treatment of 
healthcare benefits would be a good place to start. 

The cost of uncertainty. The debates around how to solve America’s long-term challenges have only 
begun. In the heat of those debates, it’s important to remember that uncertainty around the costs of coming 
policy changes, and the uncertain magnitude of prospective tax hikes that will be required to address our 
fiscal problems, may be weighing on business and consumer decisions to hire, to expand, to buy homes and 
to spend. In effect, uncertainty raises the threshold that must be cleared to make a business choice 
worthwhile, and as uncertainty declines, the threshold falls with it. 

There is an important lesson here for today’s policy debates. Long-term solutions involve bipartisan 
leadership to tackle these complex challenges in steps that are fair and cal) for shared sacrifice and benefits. 
That means setting priorities, making hard choices, communicating the game plan, and getting buy-in for it 
in advance. Proposals to freeze or to cut nondefense discretionary outlays do not address our long-term 
budget challenges. In contrast, the Bowles-Simpson Commission’s report offers sound principles and a 
balanced menu for action.^' I know you agree that crafting a long-term credible plan to restore fiscal 
sustainability will ease concerns and uncertainty about future tax hikes and the potential loss of our safety 
nets. 

Mr. Chairman and members of the Committee, we have many challenges ahead. Our short-term challenge 
is to enhance the odds for a more vigorous, sustainable recovery. Our long-term challenges are to promote 
a sustainable fiscal policy and to reform our entitlement and other programs that represent long-term claims 
on our future resources. I thank you for your kind attention today and for the opportunity to offer advice. I 
would be happy to answer any questions you may have, 

* * * * * 


Recent work confirms this intuition, underlining how uncertainty produces negative growth shocks. Nicholas Bloom 
shows how a rise in uncertainty makes it optima) for firms and consumers to hesitate, which results in a decline in 
spending, hiring and activity. In effect, the rise in uncertainty increases the option value of waiting as volatility rises. 
See “Policy Uncertainly Redux,” June 25, 2010 and Nicholas Bloom.” The Impact of Uncertainty Shocks,” 
Econometrica, vol. 77(3), pages 623-685, 05, May 2009 

The Moment of Truth: Report of the National Commission on Fiscal Responsibility and Reform. December 1, 2010, 
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Chairman CONRAD. Thank you very much. 

Now, we will go to Dr. Johnson. Welcome back, Simon, and 
please proceed. 

STATEMENT OF SIMON JOHNSON, SENIOR FELLOW, PETER- 
SON INSTITUTE FOR INTERNATIONAL ECONOMICS AND 

RONALD A. KURTZ PROFESSOR OF ENTREPRENEURSHIP, 

SLOAN SCHOOL OF MANAGEMENT, MASSACHUSETTS INSTI- 
TUTE OF TECHNOLOGY 

Mr. Johnson. Thank you very much. Senator, and I would like 
to begin, if it is appropriate, by endorsing your call for a summit 
on these issues before the debt limit comes to a point and before 
we have a crisis. 

I am, among other things, a former Chief Economist of the Inter- 
national Monetary Fund, and as you know, the IMF feels con- 
strained in what it says to the U.S. Government for fairly obvious 
reasons. I do not feel so constrained. I would like to channel that 
experience and those kind of sentiments you would hear from 
them. They are very worried. They think that you face a potential 
issue with the U.S. debt, particularly as international investors 
shift around the world, which, as I will explain in a moment, I 
think is going to be happening in the shorter term towards Europe 
and in the longer term towards Asia. 

And Senator Sessions, I think your citation of Bill Gross in this 
context is entirely appropriate and exactly right. My recollection, 
though, is that Mr. Gross, who was in no way responsible, I think, 
for the financial crisis, was at the forefront of people in the fall of 
2008 calling for various kinds of bail-outs and calling for the public 
sector to use its balance sheet to support the financial sector and 
prevent a second Great Depression. We can go and check the 
record, but I am pretty sure that is where Mr. Gross was. And ac- 
tually, I think at that moment, his advice was fairly appropriate. 
But now, of course, we see people like himself, people who are seek- 
ing appropriate levels of yield at reasonable and acceptable levels 
of risk, they will start to look elsewhere. They start to press us. 

And I absolutely think that the Chairman put the emphasis in 
the right place at the beginning, which is saving the financial sec- 
tor given the alternatives in fall 2008 was the only reasonable, re- 
sponsible thing to do. But the fiscal costs of that were enormous. 

I actually like to quote. Senator, the change in net Federal Gov- 
ernment debt held by the private sector as you compare the CBO 
baseline from early 2008, before the crisis really broke in earnest, 
to the latest one. That is about a 40 percentage point increase, a 
roughly doubling of net Federal Government debt as a result of the 
measures the government had to take, most of which were the 
automatic stabilizers, most of which were the fall in tax revenue 
that you get from having a massive recession. A very small part 
of that was the stimulus. 

And I would also remind you that the Bush administration had 
a stimulus in early 2008 and the Obama administration had a 
stimulus in early 2009. We can go back and second guess how 
maybe you would like to redo the composition. It does not really 
matter in terms of the impact on the debt. The fiscal issue we face 
is because the financial system blew itself up, and I think on this 
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dimension, the financial crisis inquiry commission got it exactly 
right. The financial system, particularly some of the bigger players 
in the financial system, got out of control, captured the hearts and 
minds of the regulators, took on reckless risks, and caused enor- 
mous damage. 

The Bank of England, by the way, talks of their experience, 
which is parallel to our experience and, of course, part of our expe- 
rience, as part of a “doom loop,” where you go through repeated cy- 
cles of boom, bust, bailout. But, of course, you cannot do it indefi- 
nitely because you run up against a debt constraint, which is what 
Professors Reinhart and Rogoff have pointed out to us. That is the 
general experience. And there is no reason why the U.S. would be 
exempt from that. 

And if we look at where we are in this cycle, I agree with much 
of what Dick just said, but I am less positive, I am afraid, on even 
this moment in the cycle when we should be having some recovery. 
If you look at what is happening to employment and compare the 
same metric as you used. Senator Conrad, but just focus on loss of 
employment compared with peak employment before the recession 
started, we are down by six percent — we went down by six percent. 
We are still down five percent from that peak. That is not like any 
other recession in the post-war period. Every other recession goes 
down, you go down by two or three percent in terms of employment 
and you come back within 12 to 24 months. The 2001 recession was 
a slow recovery, but we did not lose anywhere near as much em- 
ployment. 

This, I would submit to you, is actually not a recession of the 
post-war variety. It is a mini-depression of the pre-1907 variety, 
when there used to be big financial crises in the United States, a 
lot of balance sheet damage, a lot of farmers would go bust, for ex- 
ample, out in the West and the Midwest, and it would take a long 
time to climb out of those debt holes. I think that is what we are 
looking at. 

And I think in terms of the employment picture, I am very pessi- 
mistic. I was in Davos at this World Economic Forum last weekend 
and was asking everyone I could find, where are the jobs, because 
the corporate sector has come back. The big companies, the 1,600 
companies represented at that forum are doing very well. Their 
CEOs are happy. There are plenty of profits, but they are not hir- 
ing in the United States. They are hiring elsewhere. And I think 
even this part of the recovery is not going to go very well for us. 
We are going to struggle. 

And we have not fixed the problems in the financial sector. The 
financial sector still has too little capital. Again, this is the view 
of the Bank of England. David Miles, a member of the Monetary 
Policy Committee of the Bank of England put out a very influential 
paper last week. The Financial Times has its lead editorial on it 
today. We do not have enough capital. We did not fix the other di- 
mensions of risk within our financial sector. Even after we propped 
them up and put them back on their feet on extremely generous 
terms, they do not want to lend, at least to the small- and medium- 
sized business sector. So that is not a good deal for the rest of the 
economy. It is not supporting the recovery and employment. And 
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there is, I am afraid, an incentive for them to take on exactly the 
same kinds of risks as they had before. 

Professor Admati at Stanford University and about 24 colleagues 
have been working on this issue and writing about it very clearly 
and very forcefully. We do not have enough equity in our financial 
system. We did not have before. We did not learn that lesson. And 
this is not just about the United States. It is a global problem, but 
we should be the leaders of this and we are not. We are, if any- 
thing, the laggards, at least compared to the British and compared 
to the Swiss, who are moving more decisively on this question. 

In summary, I would say that while we are in a recovery phase, 
while we should expect the next four months to improve and we 
should expect some jobs to come back, this is going to be very slow 
and very painful. It is already worse than any other recession we 
have seen. It is primarily because the financial sector got out of 
control, and unfortunately, when we had the opportunity to fix it, 
we did not do it completely. 

The Financial Stability Oversight Council, which has a macro- 
economic responsibility — financial stability, we have learned, is ab- 
solutely critical to overall macroeconomic policy. You cannot sepa- 
rate it from monetary policy and from fiscal policy in the way we 
thought we could separate it over the past 40 years. The Financial 
Stability Oversight Council, I am afraid, is not so far doing a very 
good job on these dimensions. There is too much trying to push the 
banks forward with very thin capital levels and there is too much 
encouragement of or allowing them to take on what begins to look 
again like irresponsible levels of risk and excessive leverage, which, 
of course, again, will come back and hurt us. 

Whether or not we fix the fiscal problem — and I share your wor- 
ries that we will not fix it in the short term — the financial sector 
will come back and hurt us again and again and again unless we 
really reform it. 

[The prepared statement of Mr. Johnson follows:] 
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Testimony to Senate Budget Committee, hearing on “The U.S. Economic Outlook,” 10am 
Tuesday, February 1, 2011 (embargoed until the hearing starts). 

Submitted by Simon Johnson, Ronald Kurtz Professor of Entrepreneurship, MIT Sloan School of 
Management; Senior Fellow, Peterson Institute for International Economics; and co-founder of 
h ttp://BaselineScenario.com .' 


I. Short-Term Prospects 

1) The latest IMF-led official consensus is that the world will follow a “three-speed” recovery in 
2011, with the eurozone growing slowly (1 .2 percent Q4-on-Q4), big emerging markets quickly 
(7 percent on the same basis), and the US roughly in between (3.2 percent). At the global level, 
using the IMF’s standard PPP weights, this implies global growth will be 4.5 percent, comparing 
the 4*’’ quarter of 201 1 with the 4"' quarter of 2010. This would be down slightly, on a 
comparable basis, from 2010 (4.7 percent) and just above what the IMF expects for 2012 (4.4 
percent). 

2) These figures are from the World Economic Outlook update, published on January 25, 2011. 
Compared with its most recent full biannual forecast in October, 2010, the IMF has marked up 
US growth significantly for 201 1 (0.7 percentage points for Q4-on-Q4), while leaving the 
eurozone and emerging markets essentially unchanged. 

3) The most prominent downside risks to this forecast are in the eurozone. There are three 
separate but related issues that suggest there is limited potential for upside in this view of 
Europe: 

a) The weaker eurozone countries continue to face pressure from the financial markets, 
particularly as there are large amounts of government debt that need to be rolled over in the 
spring. Portugal, Spain, Italy and Belgium are all likely to face increases in interest rates and 
there is no clear policy framework within the eurozone for dealing with such developments. 

b) The stronger eurozone countries, around a Germanic core, are growing quite fast - e.g., 1.2 
percent for Germany itself this year, on its way to 2.7 percent for 2012 (according to the IMF); 
employment in Germany is already higher than it was before the financial crisis. When the 
European Central Bank begins to raise interest rates, this will put renewed pressure on Greece, 
Ireland, and other peripheral countries. 

c) In principle, there is agreement that - in future - bondholders and other lenders to large banks 
and eurozone sovereigns can face losses. However, the precise rules and timing for these 


' This testimony draws on joint work with James Kwak, including IJ Bankers: The Wall Street Takcm-er 
and The Next Financial Meltdown (Pantheon, March 20 1 0) and “The Quiet Coup ” (The Atlantic, April, 
2009), and Peter Boone, including “ 'Uie Next td'nancial Crisis: It’s Cominc and We Just Made it Worse ” 
(The New Republic, September 8, 2009) and “ Will the Politics of Moral Hazard Sink Us Again ” (Chapter 
10, in The Future of Finance . July 2010). Underlined text indicates links to supplementary material; to 
see this, please access an electronic version of this document, e.g., at http:-7BaseliiieScenario.com . where 
we also provide daily updates and detailed policy assessments for the global economy. For important 
disclosures relative to affiliations, activities, and potential conflicts of interest, please see my bio o n 
BasclineScenaiio . 
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arrangements are still not completely clear. There is room for further destabilizing markets in 
the short-term, particularly if there is severe pressure in some parts of the credit market. 

4) The IMF and private sector forecasts all missed badly regarding 4* quarter GDP in the United 
Kingdom - the consensus was for 0.4 percent growth, but the outcome for seasonally adjusted 
quarterly change in GDP was minus 0.5 percent (see the latest Furostat data l. The contraction in 
December was due to bad weather, but October and November were also significantly worse 
than expected. The UK’s path to fiscal austerity, for which it is still early days, may have more 
negative effects on the real economy than expected. 

5) For the US over the next 12 months, the IMF forecast looks more balanced and agrees with 
the CBO forecast, which is 3.1 percent (Q4 on Q4). (The institutions have greater disagreement 
about what happened in 2010, with the CBO putting growth at 2.5 percent, while the IMF has 
this as 2.8 percent in its latest release). 

6) Some private forecasts put US growth as likely closer to 4 percent and the latest news is 
encouraging, in terms of non-farm payrolls, private payrolls and the ISM data. Core inflation 
seems under control, both in the view of the Fed and according to many in the financial markets. 

7) However, the employment picture remains bleak. In other post-war US downturns, 
employment fell 3-5 percent relative to its peak and return to the pre-recession peak within 
approximately 12-24 months. The previous exception was 2001, when it took nearly 4 years to 
get the jobs back; but the maximum fall in total employment was only 3 percent. In contrast, we 
lost 6 percent of employment in this cycle and after 3 years employment is still down 5 percent 
from its peak. This part of the economic picture looks more like a mini-depression of the pre- 
1900 variety rather than a standard post-war recession. 

8) Large firms are doing well, with profits having recovered faster than in earlier recessions 
(Section III below provides more detail). But there are limited signs that these firms want to hire 
in the United States. Emerging markets offer the market expansion opportunities and 
increasingly global firms want to hire people in India, China, and similar countries. 

9) Interest rates remain low for households and firms that are deemed creditworthy. But lending 
standards have tightened (appropriately in some cases) and smaller firms presumably are having 
a harder time borrowing. At the same time, there are increasing concerns about the fact that 
concentration in the financial system has increased; big banks may feel less competitive pressure 
to lend - despite the fact that they are highly profitable. 

10) Overall, the US continues to have very loose monetary and fiscal policy. As we move 
towards normalizing policy, which must happen in the next 12-18 months, this will presumably 
slow down the economy. 

1 1) The most important wildcard in all forecasts is the rate of new household formation, which is 
down substantially - it was 1 . 1 million per annum on average in the decade before the crisis, but 
has averaged 600,000 per annum in the last three years. No one knows when or how this will 
recover and it is hard to see the housing market return to health quickly with the household 
formation rate around today’s level. 

12) There is an increasingly dissonance between the exuberance within parts of the financial 
sector and its push for more immediate fiscal austerity. If people begin to feel that their future 
social security and Medicare benefits are under serious threat, they will presumably begin to save 
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more. As I discussed in mv August testimony to the Senate Budget Committee , it is impossible 
to put the longer-term federal budget onto a sustainable basis without controlling the future 
increases in costs for Medicare and health care more generally. 

13) Growth in emerging markets remains high and, with a few exceptions, they weathered the 
financial crisis well. But now inflation begins to increase, partly as a result of tighter commodity 
markets. Higher interest rates attract more capital and tend to cause their currencies to 
appreciate. Most likely these economies will find the need to tighten fiscal policy before too 
long. 

14) A great deal of success across the entire emerging and developing world is related to the rise 
of China and India, particularly the fact that growth is relatively commodity intensive at their 
levels of income. The next global cycle will likely focus on these economies, fuelled by capital 
being funneled through large money center “too big to fail” banks - much as the so-called 
recycling of petrodollars flowed through institutions such as Citibank in the 1970s. If this boom 
is based primarily on debt, as currently seems likely, it will end badly. 

15) Not that this boom-bust cycle would be consistent with current account surpluses in 
emerging markets and a current account deficit in the United States. But such “global 
imbalances” are neither necessary nor sufficient for destabilizing capital flows - the mechanisms 
at work are based on gross capital flows much more than net flows. 

16) Overall, the US tradeable goods sector (exports and products that compete with imports) has 
struggled for past decade. These problems were masked by the growth of the nontradeables 
sector, particularly around housing. It is very unlikely that we can go back to the same pattern of 
growth as before 200S. Most likely real wages will fall for Americans with less education, as 
unemployment for this group declines. This will further exacerbate the long-standing widening 
of income inequality in the United States (more on this in Section IV below). 

17) In addition, the rescue of big banks at the United States comes at a considerable price that we 
will pay as the next economic cycle develops. Our largest banks are well on their way to 
becoming “too big to save”. We should respond by greatly increasing their capital requirements, 
a point being made forcefully by Anat Admati (Stanford University) and a large group of top 
academic finance experts, as well as by Mervyn King, Andrew Haldane, and David Miles from 
the Bank of England; the actions of the Swiss National Bank are also very much pushing in this 
direction. Unfortunately, the bank lobbyists prevailed in the Basel III forum and the equity- 
financing of systemically important financial institutions is likely to remain too low in the United 
States. 

18) The latest report from the Financial Stability Oversight Council (FSOC) is also most 
discouraging. Instead to moving to limit the size and complexity of our largest financial 
institutions, with an eye to making them small enough to fail and therefore subject to market 
discipline, the FSOC seems content with the dangerous status quo in which private banks have 
become the new implicit government sponsored enterprises. Section II below elaborates on why 
this is such a serious mistake with first order macroeconomic consequences. 
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II. The Economic Implications Of Too Big To Save Banks 

In August 2010, in written testimony submitted the Senate Budaet Committee . 1 provided an 
analysis of the contingent fiscal liabilities that are in inherent in having a large, concentrated, and 
undercapitalized financial sector. 

Since that time, Ireland encountered a serious economic crisis - and received a bailout from the 
International Monetary Fund and the eurozone - largely because of the mistakes made by its 
largest three banks. 

The executives running those banks and the people - mostly other European bankers - who lent 
to them believed that they were “too big to fail” in the Irish context, i.e., that they were implicitly 
backed by the full faith and credit of the Irish government. This turned out to be correct but, 
unfortunately, it is also the case that the financial needs of these distressed banks are so large that 
they overwhelmed the fiscal capacity of the Irish state. 

The latest quarterly report from the Neil Barofsky, the Special Inspector General for the 
Troubled Asset Relief Program (TARP), is the best official articulation yet of why Too Big To 
Fail is here to stay in the United States - and we are likely on the path to these institutions 
becoming Too Big To Save. 

In its executive summary, the document, which appeared on last week, discusses “perhaps 
TARP’s most significant legacy, the moral hazard and potentially disastrous consequences 
associated with the continued existence of financial institutions that are ‘too big to fail’.” 

This reasoning builds on evidence presented in Mr. Barofsky’s recent report on the 
“Extraordinary Financial Assistance Provided to Citigroup, Inc,” but it goes a great deal further 
with regard to the general policy issues we now face. 

Mr. Barofsky credits Mr. Paulson and Mr. Geithner with making it clear that TARP funds would 
be used to prevent any of the country’s largest banks from failing during the recent financial 
crisis and thus “reassuring troubled markets” (p.6). But the very effectiveness of Treasury 
actions and statements in late 2008 and early 2009 had undeniable side effects, “by effectively 
guaranteeing these institutions [the largest banks] against failure, they encouraged future high- 
risk behavior by insulating the risk-takers who had profited so greatly in the run-up to the crisis 
from the consequences of failure.” 

And this encouragement is not abstract or hard to quantify. It gives “an unwarranted competitive 
advantage, in the form of enhanced credit ratings and access to cheaper capital and credit, to 
institutions perceived by the market as having an implicit Government guarantee.” 

Of course, the Dodd-Frank financial reform legislation was supposed to end too big to fail in 
some meaningful sense. But Mr. Barofsky is skeptical and with good reason. Our largest banks 
are now bigger, in dollar terms, relative to the financial system, and relative to the economy, than 
they were before 2008 - so how does that make it easier to let them fail? 

At the end of the third quarter of 20 1 0, by my calculation, the assets of our largest six bank 
holding companies were valued at around 64 percent of GDP - up from around 56 percent before 
the crisis and up from merely 15 percent in 1995 (this is an update of estimates James Kwak and 
I provided in our book, 13 Bankers ’, we explain the methodology and sources there). Barofsky 
quotes Thomas Hoenig, president of the Kansas City Fed, who uses very similar numbers and 
draws the same conclusion: the big banks have undoubtedly become bigger. 
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Today’s increasingly complex mega-banks are global - their potential collapse cannot be 
handled within national resolution or bankruptcy frameworks and there is no chance we’ll get an 
international agreement on how to handle these issues any time soon. At least in private (and 
including at the World Economic Forum in Davos, late January 201 1), I find relevant economic 
officials from a wide range of countries increasingly agree with the arguments made in this 
respect by Senator Kaufinan and some of his colleagues (including Senator Sherrod Brown of 
Ohio) during the financial reform debate in the first half of 2010. 

According to the Barofsky report, the FDIC under Sheila Bair is apparently willing to take this 
assessment to its logical conclusion - potentially being willing to force megabanks to simplify 
their operations and divest themselves of activities, if this is what it takes to make “orderly 
liquidation” a feasible option. Unfortunately, there is no sign that the Treasury Department is 
inclined to move in that direction - the quotes from Mr. Geithner here are all about preserving 
his freedom of action in future crises, including the ability to determine that any financial 
institution of any kind is “systemic” and therefore needs to be protected. 

And the Federal Reserve remains completely on the fence. On the one hand, Ben Bernanke is 
capable of clearly defining the problem. Firms perceived as likely to be saved by the 
government, according to Bernanke, “face limited market discipline, allowing them to obtain 
funding on better terms than the quality or riskiness of their business would merit and giving 
them incentives to take on excessive risks.” On the other hand - although it is not in the report - 
all indications suggest that the Fed is not taking a tough line with big banks. 

Senator Kaufman and his colleagues were right to worry about the big banks, his ideas have 
gained lasting traction, and the debate among officials shows some promise. 

But the situation is still dire. The incentives facing large private banks are now as distorted as 
the incentives that previously faced Fannie Mae and Freddie Mac - those institutions had too 
little capital and took on too much risk when they had an implicit government guarantee 
(although efforts to pin the crisis of 2008 primarily on those institutions are misplaced.) As the 
Barofsky report puts it, “TARP has thus helped mix the same toxic cocktail of implicit 
guarantees and distorted incentives.” 


III. Employment and Profits Over The Cycle 

Relative to any post-war recession, the rebound in profits during the Obama administration has 
been dramatic. To be sure, the end of 2008 was shocking to many entrepreneurs and executives 
- as credit was disrupted in much more dramatic fashion than they thought imaginable. Large 
and immediate cuts in employment followed. 

But then the government saved the failing financial sector. The means were controversial but the 
end was essential - without private credit, the US economy would have fallen far and for a long 
time. 

And profits rebounded almost at once. The financial sector recovered quickly on the back of 
implicit guarantees provided to our largest banks - really the only bad quarter was at the end of 
2008 (hence the angst about bankers’ bonuses in 2009). But the nonfmancial sector has done 
even better. Profits for those private businesses fell by no more than 20 percent from top-to- 
bottom in the cycle and in 2010 through the third quarter ( the latest available data in the BFA 
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series') profits were back at the level of 2006. After the deep recessions of the early 1980s, for 
example, it took at least three times as long for profits to come back to the same extent. (I went 
through this comparison in more detail recently for the NYT’s Room for Debate') . 

And investment in plant and equipment has also recovered fast - this was the one bright part of 
the domestic economy in the past two years (with the other good relatively source of news being 
exports). Look around at the places you work and where you do business (or shop). Is there any 
indication they have cut back on information technology spending recently? 

Overall, the policies of late 2008 and early 2009, including the much-debated fiscal stimulus, 
protected corporate sector profits to an impressive degree — despite the fact that this was the 
steepest recession of the past 70 years, profits fell only briefly and seem likely to be just as 
strong going forward as they were pre-crisis. Large global American-based companies, in 
particular, are well positioned to take advantage of growth in emerging markets such as India, 
China, and Brazil. 

But the link between corporate performance ~ measured in terms of profit or executive pay for 
U.S. companies — and domestic employment has fundamentally changed in recent decades. At 
the very least, employment responds slower now than in previous cycles when output and sales 
recover. We are still waiting for employment to turn back up decisively; compared with 
previous recessions, the delay is simply stunning ( sec the eniplovinent charts available on the 
Calculated Risk blou) . 

Ideally, in a situation like this, we’d provide more stimulus to the economy in some form. But 
our monetary policy is already close to exerting its maximum efforts, and the scope for using 
fiscal policy was undermined by high deficits during the “boom” years of the 2000s - so there is 
no safe fiscal space for action (even if the politicians could agree on what to do.) 

We are reduced to waiting for the private sector to recover enough to want to take on new 
employees. No one has a good answer for why this is so slow - perhaps because it is so easy and 
so cheap to hire workers in those very emerging markets that are now booming, or perhaps 
because the skill mix available at prevailing wages in some parts of the US is not exactly what 
employers want. 

Or perhaps there are artificial barriers to entry at work, meaning that companies can effectively 
keep out new entrants - thus keeping profits artificially high and, at the sectoral level, limiting 
employment. The constraints on entrepreneurship in our post-credit crisis economy need careful 
scrutiny. Hopefully, the administration’s charm offensive will not prevent it from enforcing our 
anti-trust laws, which were more than slightly neglected in the Bush years. 

Listening attentively to the nonfinancial sector makes sense in this situation; in return, corporate 
leaders need to focus on creating jobs in the United States. 

But bending over backwards to accommodate the wishes of the financial sector is exactly what 
got us into this mess to start with. Allowing our largest banks to become even bigger and more 
dangerous would be a very bad mistake. 
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IV. What Caused The Crisis? 

In December, a minority on the Financial Crisis Inquiry Commission (FCIC), weighed in with a 
preemptive dissenting narrative . According to this group, misguided government policies, aimed 
at increasing homeownership among relatively poor people, pushed too many people into taking 
out subprime mortgages that they could not afford. 

This narrative has the potential to gain a great deal of support, particularly in the run-up to the 
2012 presidential election. But, while the FCIC minority writes eloquently, do they have any 
evidence to back up their assertions? Are poor people in the US responsible for causing the most 
severe global crisis in more than a generation? 

Not according to Daron Acemoglu of MIT (and a co-author of mine on other topics), who 
presented his findings at the American Finance Association’s annual meeting in early January. 
ri'he slides are on his MI T website .) 

Acemoglu breaks down the narrative into three distinct questions. First, is there evidence that US 
politicians respond to lower-income voters’ preferences or desires? 

The evidence on this point is not as definitive as one might like, but what we have - for example, 
from the work of Princeton University’s Larry Bartels - suggests that over the past 50 years 
virtually the entire US political elite has stopped sharing the preferences of lower- or middle- 
income voters. The views of office holders have moved much closer to those commonly found 
atop the income distribution. 

There are various theories regarding why this shift occurred. In our book 13 Bankers, James 
Kwak and I emphasized a combination of the rising role of campaign contributions, the 
revolving door between Wall Street and Washington, and, most of all, an ideological shift 
towards the view that finance is good, more finance is better, and unfettered finance is best. 

There is a clear corollary: the voices and interests of relatively poor people count for little in 
American politics. 

Acemoglu’s assessment of recent research on lobbying is that parts of the private sector wanted 
financial rules to be relaxed - and worked hard and spent heavily to get this outcome. The 
impetus for a big subprime market came from within the private sector: “innovation” by giant 
mortgage lenders like Countiywide, Ameriquest, and many others, backed by the big investment 
banks. And, to be blunt, it was some of Wall Street’s biggest players, not overleveraged 
homeowners, who received generous government bailouts in the aftermath of the crisis. 

Acemoglu next asks whether there is evidence that the income distribution in the US worsened in 
the late 1 990’s, leading politicians to respond by loosening the reins on lending to people who 
were “falling behind”? Income in the US has, in fact, become much more unequal over the past 
40 years, but the timing doesn’t fit this stoiy at all. 

For example, from work that Acemoglu has done with David Autor (also at MIT), incomes for 
the top 10% moved up sharply during the 1980’s. Weekly earnings grew slowly for the bottom 
50% and the bottom 10% at the time, but the lower end of the income distribution actually did 
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relatively well in the second half of the 1990’s. So no one was struggling more than they had 
been in the run-up to the subprime madness, which came in the early 2000’s. 

Acemoglu also points out that the dynamics of the wage distribution for the top 1% of US 
income earners look different, using data from Thomas Piketty and Emmanuel Saez. As Thomas 
Philippon and Ariel Reshef have suggested, this group’s sharp increase in earning power appears 
more related to deregulation of finance (and perhaps other sectors). In other words, the big 
winners from “financial innovation” of all kinds over the past three decades have not been the 
poor (or even the middle class), but the rich -people already highly paid. 

Finally, Acemoglu examines the role of federal government support for housing. To be sure, the 
US has long provided subsidies to owner-occupied housing - mostly through the tax deduction 
for mortgage interest. But nothing about this subsidy explains the timing of the boom in housing 
and crazy mortgages. 

The FCIC minority points the finger firmly at Fannie Mae, Freddie Mac, and other government- 
sponsored enterprises that support housing loans by providing guarantees of various kinds. They 
are right that Fannie and Freddie were “too big to fail,” which enabled them to borrow more 
cheaply and take on more risk - with too little equity funding to back up their exposure. 

But, while Fannie and Freddie jumped into dubious mortgages (particularly those known as Alt- 
A) and did some work with subprime lenders, this was relatively small stuff and late in the cycle 
(e.g., 2004-2005). The main impetus for the boom came from the entire machinery of “private 
label” securitization, which was just that: private. In fact, as Acemoglu points out, the powerful 
private-sector players consistently tried to marginalize Fannie and Freddie and exclude them 
from rapidly expanding market segments. 

The FCIC dissenters are right to place the government at the center of what went wrong. But this 
was not a case of over-regulating and over-reaching. On the contrary, 30 years of deregulation in 
finance, made possible by capturing the hearts tmd minds of regulators and of politicians on both 
sides of the aisle, gave a narrow private-sector elite - mostly on Wall Street - almost all the 
upside of the housing boom. 

The downside was shoved onto the rest of society, particularly the relatively uneducated and 
underpaid, who now have lost their houses, their jobs, their hopes for their children, or all of the 
above. These people did not cause the crisis. But they are paying for it. 
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Chairman CONRAD. Thank you very much. 

Now, we will go to Mr. Malpass. Again, welcome. 

STATEMENT OF DAVID MALPASS, PRESIDENT, ENCIMA 

GLOBAL 

Mr. Malpass. Thank you very much, Mr. Chairman and Senator 
Sessions and others on the committee. It is a great pleasure to he 
here, and thank you for the invitation to testify. 

I think we have a full-blown fiscal crisis. We have been kicking 
the can down the road and it is time now for action to hold the line 
on spending. I think we need a full upheaval in the culture of 
spending and deficits that is controlling our government processes. 

Before turning to my testimony, I would like to give a little back- 
ground. My slides are available on EncimaGlobal.com and also 
GrowPAC.com, which is dedicated to smaller governments, so peo- 
ple watching can follow on. I am going to go through some of the 
slides. 

As an aside. Senator Sessions mentioned Paul Volcker. I was in 
this room — ^before I worked for the Reagan administration, I was 
on the staff of the Senate Budget Committee, like many of the peo- 
ple here, and I was in this room when Paul Volcker said, “Enough 
is enough.” And I think we are at that point where people need to 
be saying, we cannot afford it, even though it might be a good pro- 
gram. 

If I may, I will go to the first slide. My testimony is broken into 
four parts. One is the economic outlook, which is for moderate 
growth. The second is the fiscal outlook, which is for lots more debt 
and deficits. The third part, I address the risks of this high a debt- 
to-GDP ratio. The question is whether we are at a turning point — 
a tipping point where we could see investors turn away from U.S. 
debt, so I am going to address that in some detail. 

And then in my testimony, I give some policy suggestions. In par- 
ticular, I think we need to start cutting spending now rather than 
the summit approach which has been tried so often. I think the 
goal should be to find a cut that you could make tomorrow or late 
this week and find a process that can actually implement that. You 
will have the Continuing Resolution expiring on March 4, so that 
gives a very good opportunity to begin cutting spending. 

A second policy suggestion is that we need a debt-to- GDP limit 
that is not there right now. When they wrote the Constitution, they 
had no idea that people would be able to borrow $9 trillion, as we 
are now, and CBO’s numbers put us up to $24 trillion. So if the 
Founding Fathers had known that that was possible, they would 
have put a limit on that into the Constitution, and I think they 
also would have said that the maturity of the debt needs to be 
long-term, because we make ourselves riskier by having a short 
maturity for the debt. I am going to show you a graph on that. 

And then two more policy points. I am very concerned about the 
Fed’s policy of quantitative easing where it is buying up the gov- 
ernment debt. This is a huge new role for the Federal Reserve that 
should be wound down without delay. 

And fourthly, tax reform is critical, and I advocate putting a per- 
manent extension of the existing tax rates into the baseline so that 
there can be an actual process where growth-oriented tax reform 
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could be produced by Congress. With the baseline the way it is 
now, with many of the tax rates temporary, it is too high a hurdle 
for Congress to actually come up with growth-oriented tax reform. 

So in the next slide here, I show you the economic outlook. You 
know, we have had a very severe recession. What this shows you 
is the GDP of the country and the hammer blow that was hit in 
2008 and 2009. I expect GDP growth to rise from 2.8 percent in 
2010 to 3.5 percent in 2011, but that is still not going to be enough 
to make up for the losses. 

We have structural problems. I will mention three, the tax code, 
the labor barriers, and the regulatory expansion. So those slow 
down the private sector. 

Secondly, we have growth of the Federal spending and debt, 
which is a burden on the private sector. And third, the debt and 
credit problems which still plague, and I will show you a graph on 
that. 

The next slide here gives you a little bit of good news. Tax re- 
ceipts are rising. This is the fourth quarter of 2010 divided by the 
fourth quarter of 2009. We are up eight percent in tax receipts. 

The problem is — 

Senator Sessions. Of what period? 

Mr. Malpass. So that is the fourth quarter of 2010 over the 
fourth quarter of 2009. So it is up through December, eight percent 
growth, eight percent higher money coming into the Federal Gov- 
ernment. The problem is, as you can see, that was from a very low 
base, and so in our next slide, you can see the dip in receipts. 
Under CBO’s very optimistic projections, that is going to gradually 
be made up, but even so, the debt is yawning widely. And so the 
problem is that the growth that we are envisioning does not really 
reduce the magnitude of the deficit. 

You can see that the budget moved into surplus in the Clinton 
administration. It narrowed in the Bush administration, the expan- 
sion in 2007 and 2008. And so what we need is to get it much nar- 
rower than what the current CBO projections are doing. Unfortu- 
nately, in their work last week, in their new baseline, they in- 
creased the deficit to $1.5 trillion just for this current fiscal year. 
This is a yawning deficit. 

This is the total debt of the United States, and one point for con- 
cern is even though the private sector is deleveraging, the govern- 
ment is borrowing as fast as the private sector is deborrowing, is 
deleveraging, and so we have 245 percent of GDP in debt. 

The next slide shows you the break-up of that debt. So as we 
break down, where is that debt, so it is $35 trillion of debt in the 
country and it is broken down here. Household debt is roughly $13 
trillion. The Federal, State, and local debt is $11.4 trillion, but let 
us pause. Where is that number going to go? The Federal, State, 
and local debt is going to $28 trillion, meaning way up in the ether 
of this hearing room, way off the chart, in just the next five or ten 
years because of the large deficits. And you can also see the non- 
corporate businesses at the bottom here are shrinking. They are 
losing credit and they are getting taken over by bigger businesses. 
We have an economic policy that favors big government and big 
business right now and that is hurting jobs. 
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On the next slide here, you can see the projection, Federal Gov- 
ernment marketable debt going to 100 percent of GDP, assuming 
the Bush tax cuts are extended. 

And on nine — I will go quickly through these first ones because 
I want to dwell on the maturity of the debt later on. This shows 
you the detailed numbers, $35 trillion, and the breakdown of the 
various debt, including $9 trillion of marketable Federal debt and 
then an additional $4.6 trillion that is in the Social Security Trust 
Funds. So that shows you — this is a way to tie out where the na- 
tional debt really is residing. 

The next slide shows you a barrier on — 

Chairman CONRAD. David, can I just stop you on that point — 

Mr. Malpass. Yes. 

Chairman CoNRAD. — so the people that are listening maybe are 
able to understand. I think the point that you have just made is 
the total debt in the United States, Federal, State, local, corporate, 
individual, about $36 trillion. 

Mr. Malpass. Yes. 

Chairman CoNRAD. So if we were to have a one percent increase 
in interest rates, that would add $360 billion a year in burden to 
this economy. That would be like a tax increase, right? It would be 
the effect of a tax increase. If we had a one percent increase in in- 
terest on $36 trillion of debt, it would be like a $360 billion tax in- 
crease. 

Mr. Malpass. That is true. It would be a burden on people who 
are borrowing money. Now, the good news on an interest rate in- 
crease is the U.S. household sector — I will show you a graph in a 
minute showing that the U.S. household sector is the biggest net 
creditor in the world, and so much of that interest would be paid 
to the people in the United States who are saving money. And so 
you are right that it would be a burden on the people who are now 
maybe growing, expanding, borrowing money, but it would sure 
help a lot of seniors who are right now getting nearly zero interest 
on their savings. 

I actually favor some increase in the short-term interest rates by 
the Fed in order to bring some stability in the short-term credit 
markets. It is very odd to have a country running with interest 
rates near zero. 

But the point is exactly right. There is a giant debt burden out 
there, and so as we think our way through this crisis, one of the 
hard parts is we have not reduced the total amount of debt at all 
and probably will not and it makes us sensitive to interest rates. 

So what are the banks doing? Here, the large banks are begin- 
ning to lend a little more. The top line is large banks. The bottom 
line is small banks. And you can see there is no loan growth going 
on from the smaller banks. They are still under the regulatory 
thumb. It is a very harsh regulatory environment — 

Chairman CONRAD. David, can you just tell us, in terms of the 
chart, what is the period of time we are dealing with? I cannot read 
the — 

Mr. Malpass. This runs from December of 2008 through present. 
So just in 2009, large banks reduced their lending from $850 billion 
down to $650 billion — 
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Chairman CONRAD. So very dramatic. That is what I was ref- 
erencing earlier in terms of financial crisis, dramatic effect on cred- 
it markets, huge effect on the economy. 

Mr. Malpass. That is exactly right, and we are still, as these 
show, not exactly digging our way out of that. Most of the new 
credit that is being created in the economy is coming from the gov- 
ernment, which may have heen stabilizing as it goes along, but it 
creates its own set of risks. 

To wit, the next chart shows us CBO’s various forecasts. So every 
couple of years, CBO says the debt-to-GDP is going to stabilize at 
an ever-higher level. So in 2005, they said it looked like 30 percent 
debt-to-GDP. In 2009, they said 50 percent debt-to-GDP. Just in 
August of 2010, the debt was expected to stabilize at 65 percent of 
GDP, and now CBO is up to 77 percent of GDP. This is not — I am 
not making the point that CBO cannot forecast. No one can fore- 
cast. I am making the point that the government debt is growing 
at a huge rate and CBO is recording it. 

The next chart shows us two kinds of debt. The lower line is the 
publicly held debt, the marketable debt, and that is the $9 trillion 
number — 

Chairman CONRAD. What page is that in your — 

Mr. Malpass. This is on page 12 in the graphs, and in the testi- 
mony, it is on page nine. 

Chairman CONRAD. Okay. 

Mr. Malpass. And the testimony gives the background and the 
numbers to it. And so what we see is that the debt limit, the statu- 
tory debt limit is now up at $14.3 trillion, almost at the size of the 
GDP, and certainly going to go above it. My own view is that the 
debt limit has to be increased. It is not the right debt limit to try 
to regulate because it goes up with inflation. It goes up with the 
growth of the economy and also with the Social Security Trust 
Funds and the other trust funds. And so that number. Congress 
really, I think, could not use as an appropriate limitation on the 
amount of debt and I am recommending that we shift over to mar- 
ketable debt-to-GDP as a ratio that you could limit for the next 100 
years. That number should be decided on and then used as a limi- 
tation on government debt. 

On page 13, then, this shows you — and I will not dwell — ^you 
know better than I the various breakdowns of spending, but I will 
note, this shows you the spending per GDP for various parts of the 
budget, and notable is that the interest costs are going to go up 
very dramatically, even in CBO’s really optimistic — they are as- 
suming interest rates stay really well behaved, nothing like what 
has gone on in Greece, well behaved interest rates. The interest 
costs shoot up, and look where the loss comes from. Defense spend- 
ing is — this is the President’s budget from fiscal year 2011, and 
also all other spending, meaning you are not controlling Medicare 
costs, Medicaid costs, or Social Security. It is going to come out of 
huge cuts just in the next five, eight years for all the other govern- 
ment spending and services that come out of the Federal Govern- 
ment. 

The next chart shows us the same kind of presentation, but in 
dollar terms. So what you can see is the Medicare and Medicaid 
costs are $1.6 trillion, and notable on this graph is interest costs 
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will almost overtake the entire defense budget by 2021 in the CBO 
ten-year budget window. 

One point I will make on this graph is I think Congress should 
be looking at spending this way, meaning that there are all these 
things that you spend money on, and it does not matter so much 
whether it is an entitlement, whether it is a mandatory, whether 
it is discretionary. It is all just dollars and it goes out very rapidly. 

So rather than dividing the debate into what we do about entitle- 
ments and what we do about the rest, just find a way to cut $1 
billion this week and $2 billion next week and we would be ahead 
of the game. And whatever it comes out of, the public will cheer 
and say, good job, and then you will get some support for doing the 
next round of restraint. 

On 15 — I only have a few more here — on 15, this shows you — I 
am going to show you two or three graphs that are the optimistic 
side of the CBO forecast. CBO is assuming that tax receipts go 
above the 20 percent level that we have never gone above before. 
So look how much it does. By 2016, 2017, 2018, 2019, we are above 
20 percent of the economy in tax receipts. I do not think we can 
achieve that. I think once you get up to that barrier, you kind of 
hit a wall for the economy. So I doubt — ^you know, we have been 
talking about how huge the debt projections are coming out of 
CBO. I am afraid it is going to be worse than that. 

The next page shows you — I mentioned one saving grace for the 
United States that is not available in Southern Europe is we have 
a huge amount of assets that have been built up. This country has 
been growing for 200 years and people put it away in houses where 
the mortgage has been paid off, in corporations where you have a 
lot of assets. And so it is 425 percent of GDP in household assets 
versus that 245 percent debt. So that should give us some hope. We 
can dig our way out of this hole if we start restraining spending. 

The next chart shows you, again, an optimistic CBO forecast. 
Again, these are legitimate forecasts. I am not saying anything 
wrong with CBO doing it this way. They get guidance from the 
committee, from Congress itself. What I am saying is that we will 
be lucky if we get the deficit and debt numbers that they are pro- 
jecting because it can be worse. 

This shows you the net interest per debt goes up to 4.5 percent 
or maybe five percent of debt, which is a lower interest rate. They 
are assuming the interest rates are lower on this coming debt than 
what we have had on the past debt, which is hard to imagine since 
we have so much more debt. Normally, as your debt grows, you 
have to pay more on it. We are assuming in their forecasts that we 
pay less than historical. 

I want to shift now to the tipping point. The next chart shows 
you the difficulty here. Here is CBO’s forecasts. What they shows 
you is that interest rates are expected to rise to the four to 4.5 per- 
cent yield curve. That means at the short end, by the end of this 
budget window, we will be borrowing at four percent on the short 
end and 4.5 percent on the long end. 

That sounds good, but as the next — ^but challenging that is, and 
the next chart shows this, the very short maturity of our debt. This 
is a key point, that we have not only a huge, record amount of 
debt, but it is also a record short-term nature of that debt, which 
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means that if we get into a hiking cycle, we are in deep trouble, 
and I am worried that that is what we will get to. 

What this chart shows you is the effect of the Fed now buying 
back the long-term debt. Look, the Treasury has issued long-term 
debt which stabilizes the country because it means we do not have 
to roll it over. The Fed is buying precisely that safest debt and buy- 
ing it back into the U.S. Government. And so the effective maturity 
on the national debt has gone down to 40 months, which is — we are 
back to the 1970s level of risk in terms of the short nature of the 
debt. 

A couple more charts. If we think about how a crisis happens, 
a tipping point happens, the yield curve for Greece — next chart — 
shows you what happened to Greece. They were going along hap- 
pily in 2007 with that low-yield curve, and then whammo. They hit 
a tipping point and the debt exploded higher. 

And the same thing happened on Greece — excuse me, on Ireland. 
When they went above 90 percent, as the Chairman noted, the 
Reinhart and Rogoff book points out what happens when you hit 
90 percent, and the U.S. is headed there. They hit that in 2010, 
and look what happened to their interest rate. They spiked interest 
rates in the middle of 2010 and that just created a catastrophic 
problem in the budget deficit as they hit that. 

So as we think about the tipping point, my concern is that we 
are going to be stuck with such slow growth that the living stand- 
ards will continue going down. Look at the two periods. The 1970s 
and the 2000s have seen a decline in the median household income 
and that puts us at risk. If we are not an economic superpower 
that adds to the median household income, we are in trouble as a 
country, and that is where we stand right now. 

The next chart shows you that we do not want to get to this 
point. This is Europe hitting the tipping point and the interest 
rates shoot up, the deficits explode, and they cannot roll their debt. 
So that is what we are trying to avoid, and 25 shows you the Fed’s 
explosion of assets, which is one thing that has been distorting the 
markets because the Fed is absorbing such a huge amount of the 
fiscal deficit right now. They are using extreme leverage, 40-to- one 
type leverage. The Fed now has its balance sheet up to, or is head- 
ing toward $3 trillion of assets with little oversight from the nor- 
mal Congressional appropriations process. 

So in conclusion, I will mention four policy points of view. I think 
you should use the opportunity of the Continuing Resolution on 
March 4 to cut spending. Just do a little, or do more. Do more 
every day, if you can. Second, you should use the opportunity of the 
debt limit increase — which I support, you have to increase the 
statutory debt limit — but use that opportunity in a thoughtful way 
to add new controls to the national debt. 

I recommend a debt-to-GDP limit as opposed to the current 
nominal debt limit. A debt-to-GDP limit, say, at 50 percent and 
also a limitation or a requirement that the average maturity of the 
debt stay at five years or longer. We are cheating ourselves by hav- 
ing the current government issue short-term debt, putting us at 
risk. 

And then, thirdly, the Fed should wind down its asset purchases. 
They are shortening the effective maturity of the debt. They are 
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causing substantial market disruptions and they are climbing rap- 
idly. 

And finally, tax reform is a high priority and I think in order to 
get it done, what you should do is make the extensions of the cur- 
rent tax rates permanent in the baseline, and that way you could 
have a legitimate discussion about what to do about future tax 
rates. 

Thank you very much, Mr. Chairman and Senators. 

[The prepared statement of Mr. Malpass follows:] 
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Statement of 

David R. Malpass before the 
Senate Budget Committee 
February 1, 2011 


Chairman Conrad, Senator Sessions, members of the Committee, thank you for 
the invitation to testify on the economic and fiscal outlook. We have a full-blown 
fiscal crisis underway which requires an upheaval in our federal spending and 
budgeting culture. My testimony is in four sections covering the economic 
outlook, the fiscal outlook, the risk of hitting a tipping point where debt gets so 
large that investors step away, and some policy suggestions. 

Before turning to the economy. I’d like to give a little of my background. I’m 
President of Encima Global, an economic research firm, and was Chief 
Economist at Bear, Stearns, where I worked 15 years, I served at Treasury and 
State in the Reagan and Bush-41 Administrations and was previously the tax 
analyst on this Committee during the 1986 tax rate cut. I’m also Chairman of 
GrowPac.com, an organization which supports smaller government. I ran in the 
New York Republican primary for U.S. Senate in 201 0 and can attest to the loud 
demand for federal spending restraint coming from many voters. I live in New 
York with my wife Adele who was also on the staff of this Committee, 

Real GDP Growing From a Low Base (last obs. Q4 2010, proj to Q4 ‘11) 



Source: Bureau of Economic Analysis; Encima Global 
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In summary: 

• The economic outlook is for moderate U.S. growth after the deep 2008 
collapse, weighed down by the increasing reliance on the government for 
the allocation of capital and credit as its debt expands. 

• The current fiscal trend is for continued mega-deficits and a marketable 
debt-to-GDP ratio reaching 100%, well above sustainable levels. The 
statutory debt limit, now $14,3 trillion, is headed toward a staggering $31 
trillion in the latest CBO outlook. 

• My testimony addresses the risk of a catastrophic tipping point due to our 
enormous federal debt and the growth in spending. Adding to the risk, the 
maturity of the national debt is dangerously short, made worse by the 
Federal Reserve’s buyback of long-maturity debt. 

At the end of the testimony, I give some policy views, 

• The expiration of the continuing resolution on March 4 should be used as 
an opportunity to make numerous spending cuts now - to put Washington 
on a diet where it shrinks day by day. Waiting for a deficit reduction 
package ducks responsibility and is a recipe for continued out-of-control 
deficit spending. 

• The debt limit increase should be used to install a lasting limitation on the 
U.S. marketable debt-to-GDP ratio, enforced by escalating penalties on 
Washington. There should also be a minimum maturity for the debt to 
stop the government from artificially lowering near-term interest costs. 

• By buying long-term assets, the Federal Reserve is conducting fiscal 
policy. QE2 should be wound down. It is shortening the effective maturity 
of the national debt and is causing substantial market distortions. 

• Tax reform is a high priority. 1 favor including permanent extensions of 
current tax rates in the baseiine to facilitate growth-oriented tax reform and 
modifying scoring rules to stop the practice of temporary tax rates. 

• I believe these policy approaches would give new confidence to American 
businesses and financial markets, causing an inflow of capital and jobs to 
the U.S, private sector. 
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Economic Outlook 

I expect moderate U.S, growth in 2011, perhaps 3.5% in real terms, up from 
2.8% in 2010. The improvement is welcome, but it is still a weak expansion by 
historical standards. Growth is being held back by structural problems like the 
tax code, labor barriers and sweeping regulatory expansion; the growth of federal 
spending and debt, which cancels private sector investment; and the many debt 
and credit problems left over from the 2008-2009 recession. 

• In 2010, GDP growth increased to 3.2% in the fourth quarter from 2.6% in 
the third and 1 .7% in the second. I think much of the fourth quarter 
improvement was a rebound from the double dip sentiment during the 
mid-2010 soft patch rather than a structural acceleration. 

• Strong consumption that coincides with record transfer payments and 
fiscal deficits is not a sustainable basis for future growth - there has to be 
increasing private sector investment, production and labor income. This 
will require a major change in core economic policies. 

• Treasury’s data on withholding taxes is showing a strong 8% gain in the 
fourth quarter of 2010 from the fourth quarter of 2009... 

Federal Withheld Income and Employment Taxes 



Source: U.S. Treasury; Encima Global 


• ... but not enough recovery to materially reduce the fiscal deficit 
expectations. 
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Source: CBO; US Treasury; Encima Global 

• Despite private sector deleveraging, overall U.S. debt levels are near 
their peak due to the burst in federal debt. At $35.8 trillion, total U.S. 
nonfinancial debt stands at 243% of GDP in the Federal Reserve’s most 
recent flow of funds data. 


Total U.S. Debt per GDP (includes household, gov’t and non-financial 
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• Debt has been growing for the federal government and corporations. 


U.S. Debt in $Billions By Category (last obs. Q3 2010) 



Source; Federal Reserve; Enctma Global 

U.S. Debt per GDP (CBO-based projection of fed debt through 2021) 



Source: Federal Reserve; CBO; BEA: Encima Global 
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• Through the third quarter of 2010, households and small businesses saw 
their debt shrink. In contrast, federal debt has jumped to over 60% of 
GDP (the square on the graph above), and the latest CBO 
assessment shows debt rising to 100% of GDP assuming current tax 
rates are extended. 


• In recent months, small businesses have been getting some oxygen - 

- large banks are lending more -- but many debtors are still underwater 
Including homeowners, small and medium sized businesses, states and 
municipalities. Unless growth speeds up markedly, many will be unable to 
maintain debt service. It will take more time in 201 1 and 2012 to see how 
far these debt problems really extend and how severe their drag on 
growth. 




Source: Federal Reserve; Encima Global 

• The housing situation, foreclosures and mortgages remain in bad 
condition, which reduces labor mobility. Some parts of the country will 
improve in 201 1 , but mortgage rates are rising and there are still severe 
conflicts between property owners, first and second mortgage holders and 
the legal system. 

• Excess debt and over-spending at the state and municipal level will pit 
pensioners and current government services against lenders. This will 
take a long time to resolve. 
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• Overall U.S. debt is $35.8 trillion. Of that, the marketable debt of the 
federal government is $9 trillion. It grov\/s v\/ith the fiscal deficit. In 
addition, the federal government also owes trust fund accounts $4.6 
trillion. The Federal Reserve's holdings of Treasury debt were over $1 
trillion in December and are expected to rise by $110 billion per month 
through June. Though the Fed will likely own bonds for years, the debt is 
still considered ‘marketable’ and part of the “debt held by the public." 

$35.8 Trillion in Credit Market Debt Outstanding (last obs. Q3 2010) 



2010 Q3 

2010 02 

YrfYr%chg 

YrfYr%chg 

YrfYr%chg 


($ trill) 

($ trill) 

2010 03 

2009 03 

2008 03 

Domestic Nonfinancial Sectors 

$35.8 

$35,3 

3,7% 

4.3% 

6.5% 

Households 

$ 13.4 

$13.5 

-1.8% 

-1.7% 

2.2% 

Corporate Business 

$7.3 

$ 7.2 

3.4% 

0.3% 

8.3% 

Noncorporate Business 

$3.4 

$ 3.4 

-7.5% 

-4.8% 

8.7% 

Fann Business 

$0.2 

$ 0.2 

0.3% 

0.6% 

2.2% 

State & Local Govts 

$2.4 

$2.4 

3.3% 

3.7% 

4.4% 

Federal Government 
of which Fed Holds 

$9.0 

$0.8 

$ 8.6 
$ 0.8 

1 9.5% 
5.5% 

30.1% 

61.4% 

1 5.3% 
-38.9% 


as of Q4 $1.01 trillion 
memo: 

Federal Govt Trust Funds $4,6 

of which Soc Sec $ 2.6 

Not counting contingent liabilities from GSEs or underfunded trust funds 

Source: Federal Reserve; OMB, Encima Global 


Fiscal Outlook 

In its new outlook, CBO increased its deficit projections for 2011 to $1.5 
trillion from $1.1 trillion and for 2012 to $1.1 trillion from $700 billion. Under its 
baseline scenario (higher tax rates in 2013, but no impact on economic growth), 
the 10-year deficit (through 2020) and increment to marketable national debt is 
$7.7 trillion, up from $6.2 trillion in CBO’s August 2010 outlook. 

• Outlays are expected to remain very high relative to GDP, with record 
transfer payments currently running over 18% of personal income. 
Receipts will stay lower, leaving an expected deficit of 10% of GDP in 
the current fiscal year. 
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The current marketable debt is $9 trillion (62% of GDP). Under CBO’s 
baseline, it would rise to $18.3 trillion in 2021. 

• Previous CBO baseline estimates had the debt-to-GDP ratio flattening out 
at lower levels - at 40% of GDP in the 2009 baseline and 65% of GDP in 
the August 2010 baseline, The new forecasts have it flattening out 
around 77% of GDP (page 20 of the CBO report). 

• These new debt figures are based on CBO’s optimistic assumptions — no 
recessions, much slower growth in discretionary spending, interest rates 
on the national debt stay low, and the proposed 2013 tax increase, the 
biggest in history, remarkably allows gro\A4h to speed up to an average 
3.4% in 2013-2016. 

• These assumptions leave a substantial understatement of the likely deficit 
and debt. More likely, either current tax rates are extended and CBO 
adjusts its deficit estimates upward to more realistic levels; or tax rates 
rise and hurt growth, receipts and the deficit. Assuming current tax rates 
are extended again in December 2012 as they were in December 2010, 
CBO would adjust the national debt forecast up by an additional $5.5 
trillion, pushing the marketable debt-to-GDP ratio to nearly 100% of 
the expected $24 trillion GDP in 2021 (CBO page 128) 


CBO Forecasts of Federal Debt Per GDP (last obs. Dec 2010) 
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Statutory debt is over $14 trillion, nearly 100% of nominal GDP (which was 
$14.66 trillion in 2010). The limit on statutory debt is now $14.3 trillion and will 
have to go above GDP very quickly given the $1.5 trillion deficit forecast. 

• Statutory debt grows by the combination of the fiscal deficit plus the 
increase in the holdings of trust funds (roughly $220 billion per year). If 
government grew along with GDP, then statutory debt would also increase 
at the rate of economic growth plus inflation. Using CBO’s baseline deficit 
(probably optimistic) plus the extension of current tax rates, the statutory 
debt limit will rise to $31 trillion or 130% of GDP in the 10-year 
budget window - $31T/$23.8T (page 125 in the CBO report plus the tax 
extenders on page 22). 

National Debt Limit At $14.3 Trillion (last obs. Q4 2010) 



Source: BEA; US Treasury; Endma Global 

• The statutory debt limit stabilized for about four years in the late 
1990s, while the marketable debt to GDP ratio fell as the federal 
government moved into fiscal surplus. 

• There were strong tax receipts related to the high-tech stock market 
boom, a decline in noninterest outlays per GDP (mostly defense-related), 
and a brief demography-related period of very slow growth in entitlement 
spending. In addition, there was a rapid increase in the debt of 
government sponsored enterprises like Fannie Mae and Freddie Mac that 
substituted for government programs but was not counted in the statutory 
debt limit. Those factors probably won’t repeat in the next few years, 
leaving the fiscal deficit large and all debt measures - statutory debt. 
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the statutory debt limit, marketable debt and the marketable debt-to- 
GDP ratio - rising substantially. 

Much attention has been focused on the U.S. entitlement problem and the 
underfunding of the social security and Medicare trust funds. It is more clear 
from an economic perspective to consider all government programs as a 
commitment of future spending, funded pay-as-you-go whether accounted 
for as an entitlement (like Medicare) or as discretionary spending (like defense.) 

• CBO’s baseline shows $5.7 trillion in expected spending In 2021. 
Interest expense, even with very optimistic assumptions about debt 
levels and debt service costs, will be rising sharply while defense 
and non-entitlement spending barely grows. 


Expenditures in $ billions by Major Category 
(last obs. 2010, CBO projections to 2021) 



Source: CBO; Encima Global 
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• The Administration’s FY201 1 budget has defense spending declining 
sharply relative to GDP through 2015, resuming the sharp “peace 
dividend” decline that occurred in the 1990s. Future budgets will 
contend with fast growth in medical spending and interest expenses 
crowding out other spending. 


Expenditures as a Percent of GDP by Major Category 
(last obs. 2010, CBO projections to 2021) 



Source: CBO; Encima Global 


Reaching the Limit of Washington’s Debt Expansion 

No one knows whether the U.S. will hit a tipping point where creditors stop 
buying our debt. We do know that such a problem would be catastrophic and 
that responsible public policy should be aimed at lowering the risk. 

• The CBO forecasts discussed above give a sense of sustainability by 
using the optimistic assumptions of faster GDP growth, no 
recessions, interest rates staying low, and receipts rising quickly 
above their historical limit as a share of GDP (Hauser’s limit graphed 
below). Using these assumptions, we might have years to solve the 
problem if all goes well. However, for responsible policy-making, we 
should use more cautious assumptions. This argues for deep, 
urgent spending cuts so that we don’t test the tipping point. 
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Federal Receipts as a Percent of GDP Exceed 20% in CBO Baseline 
(last obs. Dec 2010, CBO projected to 2021) 



60 65 70 75 80 85 90 95 00 05 10 15 20 


Source: CBO; US Treasury; BEA; Endma Global 


In evaluating the U.S. debt problem versus other countries, I look at the 
current debt burden relative to GDP (our’s is now high); the rate of growth 
of the debt burden (our's is fast, given the fiscal deficit); the foreign 
currency exposure (our’s is minimal); the nation’s offsetting assets (our’s 
have fallen, but are still very high); and the maturity of the debt (our’s Is 
way too short). 

• On the positive side, very little of the U.S, national debt is non-dollar. 
Crises in Asia and Russia in the late 1990s and Mexico in 1994 involved 
foreign currency debts that mushroomed during their devaluations. 

• And U.S. household assets are the largest in the world by far ($69 trillion 
or 425% of GDP). 

• By these metrics, the U.S. is in a less precarious debt position than 
several European countries, arguing against a near-term federal crisis. 
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Household Assets and Total Debt / GDP (last obs. Q3 2010) 



Source: Federal Reserve; BEA; Encima Global 

However, federal spending and debt are growing so fast from a very high level 
that they are already clouding the U.S. outlook, especially given the short 
maturity of the debt. 

• The stated maturity of the U.S. national debt has shortened from 70 
months in the 1980s and 1990s to under 60 months. One goal of good 
financing policy is to lengthen the maturity of the debt - the U.S. is doing 
the opposite in the extreme. This is a major risk in the event that interest 
rates rise, 

• The Federal Reserve’s large buyback of longer-dated Treasury notes 
and bonds, paid for by over-night deposits from commercial banks, 
has substantially shortened the effective maturity of the U.S. national 
debt - to roughly 40 months, near the crisis point of the 1970s. 

• In addition to Treasury bonds, the Fed holds $1.1 trillion of long-maturity 
MBS and GSE agency notes financed overnight, an added exposure for 
the taxpayer in the event markets require higher interest rates - as they 
did in the 1970s when the debt maturity was also short. 
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Average Maturity of Treasury Debt; Effective Maturity with Fed’s QE 
(in months, iast obs. Sept 2010, QE2 projected through June 2011) 



Source: U S. Treasury; Federal Reserve; Encima Global 


• A key underlying assumption in the CBO outlook that stabilizes the out- 
year budget deficit is that U.S. interest rates stay well-behaved, rising 
gradually with the recovery. CBO assumes that federal interest costs 
converge from the current 2% average interest rate on the national debt to 
a stable 4.4% In 2021 , exactly the same as the nominal GDP growth rate. 

• In the past, however, the average interest rate on the national debt has 
often been above nominal GDP growth, including most of the 1980s and 
1990s. With the maturity of the national debt much shorter now, the 
likelihood is that interest rates will spend substantial time above the 
nominal growth rate in the next few years, increasing the deficit forecasts. 
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Norn GDP Growth Vs. Int Rate Paid (last obs. 2010, CBO proj to 2020) 



Source: CBO; Enoima Global 

• After the 2008 financial crisis, U.S. interest rates moved down sharply. 
CBO assumes that short-term interest rates rise to more normal levels, 
while longer-term bond yields stay relatively stable even as debt-to-GDP 
rises toward 100% of GDP, 

Yield Curve for US (last obs. January 27, 2011) 
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At tipping points, countries experience a sharply different market reaction than 
the CBO projection for U.S. interest rates. 

• Greece was not having a debt problem in 2007 and enjoyed a relatively 
flat yield curve at roughly 4% (a bit lower than the U.S. 2021 expectation.) 

• In late 2009, Greece’s newly elected prime minister announced that the 
national debt was more than the country had been reporting, obscured in 
part by derivatives that lowered the current deficit at the expense of future 
debt (akin to the U.S. shortening its debt maturity to reduce interest). 

• Greece saw its short-term interest rates jump to over 12% as it hit a 
tipping point and fell into a severe debt crisis. With much of its debt short- 
term, the impact of the spike in interest rates on Greece’s budget deficit 
has been devastating. 

Yield Curve for Greece (last obs. January 27, 2011) 



Source; Bloomberg; Encima Global 
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• In mid-2010, Ireland hit a tipping point in which markets would no longer 
finance its debt. The risk at the tipping point is a creditor’s strike. 

Ireland’s Debt To GDP Ratio Hit A Tipping Point at 90% 

(last obs. 2010, IMF forecas t for 2011) 

120 1 



2005 2006 2007 2008 2009 2010 2011 


Source: IMF; Encima Global 

Ireland’s Ten-Year Bond Yield (last obs. January 28, 2011) 



Source: Bloomberg; Encima Global 
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• The combination of large deficits, high debt levels, debt surprises and a 
spike in interest rates has created a severe European debt crisis 
spreading from one country to another as weaker countries wait for 
bailouts from stronger countries. 

Select European Yields (last obs. January 28, 2011) 



Source; Bloomberg; Encima Global 


How might a U.S. crisis evolve? Each time budget deficits go up, it discourages 
private sector investment and pushes capital away from the U.S. That creates a 
vicious circle - weak investment means fewer jobs and less tax receipts, causing 
another overshoot in the fiscal deficit. 

• As long as interest rates stay low, it’s not a debt crisis. The bond analogy 
comes to mind - as long as the rating agencies call it AAA, then 
everything is ok. 

• In reality, we’re already suffering a slow-motion growth crisis in which 
interest rates have been artificially low for nearly a decade, obscuring the 
true debt, undercutting the dollar and hurting living standards. This in turn 
invites higher transfer payments and hurts tax receipts, worsening the 
fiscal deficit, 

• Median household income is well below the late 1 990s and is falling fast, 
the result, in my view, of a harmful weak dollar policy, artificially low 
interest rates and high levels of government spending. 
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Median Household Income, Infiatlon-adjusted (2009$, last obs. 2009) 



Source: Bureau of Census; Encima Global 


Some Policy Views 

I, The expiration of the continuing resolution on March 4 should be used as an 
opportunity to make numerous spending cuts now — to put Washington on a diet 
where it shrinks day by day. Waiting for a deficit reduction package ducks 
responsibility and is a recipe for continued out-of-control deficit spending. 

II. The debt limit increase should be used to install a lasting limitation on the U.S. 
marketable debt-to-GDP ratio, enforced by escalating penalties on Washington 
when the limit is exceeded. There should also be a minimum average maturity for 
the debt to stop the government from artificially lowering near-term interest costs. 

• Article I, Section 8 of the Constitution reads: “The Congress shall have 
power to lay and collect taxes... and to borrow money on the credit of 
the United States." But there are no boundaries on this power in the 
section 9 limits on Congress. If the Founding Fathers had realized that 
a future Congress would borrow $9 trillion much less the $31 T envisioned 
by CBO for statutory debt, they might have installed a lasting debt 
limitation. For example. “Total borrowings shall not exceed half the 
annual output, and their average maturity shall be at least five years.” 

• Absent a constitutional protection from excessive debt and short 
debt maturities, Congress should legislate one. The existing statutory 
debt limit is flawed because it is a nominal dollar amount, currently $14.3 
trillion, and is repeatedly overtaken by the country's growth, inflation and 
the buildup in trust funds. It doesn't include a floor on maturity. I think it 
would be highly disruptive to the economy and financial markets to try to 
avoid increasing the statutory debt limit by channeling tax receipts to debt 


19 



220 


service while stopping other expenditures. In effect, the government 
would be shutting down, but in an arbitrary sequence, causing disruptions 
because of uncertainty about payments. 

• A better limit would be based on the marketable debt-to-GDP ratio, say at 
50% of GDP, enforced by escalating penalties on government leaders and 
institutions if the limit is exceeded. Like the Constitution, this type of limit 
might last decades or centuries. As a complement, I would support a 
spending per GDP limitation, though federal expenditures vary 
substantially from decade to decade based on demographic needs, 
defense posture and interest rates. 

III. By buying long-term assets, the Federal Reserve is conducting fiscal policy. 
QE2 should be wound down. It is shortening the effective maturity of the national 
debt and is causing substantial market distortions. The Fed’s total assets are 
climbing rapidly toward $3 trillion, an unprecedented expansion. The Fed’s 
holdings, now some of the world’s biggest, create a major conflict of interest in 
setting interest rate policy. 

Federal Reserve Assets (last obs. January 26, 2011) 



IV. Tax reform is a high policy priority. I favor including permanent extensions of 
current tax rates in the baseline to facilitate growth-oriented tax reform and 
modifying scoring rules to stop the practice of temporary tax rates. 

I believe these four policy approaches would give new confidence to businesses 
and financial markets, causing an inflow of jobs and capital to the U.S. private 
sector. Thank you again for the invitation to testify on these critical issues. 
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Economic and Fiscal Outlook 

• The economic outlook is for moderate U.S. growth after the deep 
2008 collapse, weighed down by the increasing reliance on the 
government for the allocation of capital and credit as its debt 
expands. 

- The current fiscal trend is for continued meaa-deficits and a 
marketable debt-to-GDP ratio reaching 100%, well above 
sustainable levels. The statutory debt limit, now $14.3 trillion, is 
headed toward a staggering $31 trillion in the latest CBO 
outlook. 

• My testimony addresses the risk of a catastrophic tipping point 
due to our enormous federal debt and the growth in spending. 
Adding to the risk, the maturity of the national debt is 
dangerously short, made worse by the Federal Reserve’s 
buyback of long-maturity debt. 
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Growth 


Real GDP Growing From a Low Base 

(last obs. blue square Q4 2010, projected to Q4 20! I) 
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Consumer and Savings 

Federal Withheld Income and Employment Taxes 

(year-ver-year, last obs. December 2010) 







Source: U.S. Treasury; Encima Globa! 
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Government 


Federal Government Receipts and Outlays 

($ trillions, last obs. December 20 ! 0, CBO projected to 202 1 ) 
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Total U.S. Nonfinancial Debt / GDP 

(includes household, gov’t and non-fmancial corporate debt; last obs. Q3 2010) 
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Source; Federal Reserve: Encima Global 
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U.S. Debt in $Billions by Category 



Source: Federal Reserve; Encima Globel 
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U.S. Debt per GDP 

(CBO-bascd projection of federal debt through 2021) 



Source: Federal Reserve: CBO; BEA; Encima Global 
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Credit 


$35.8 Trillion in Credit Market Debt Outstanding 

(last obs. Q3 2010) 
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Bank Lending Through Commercial & Industrial Loans 

($ billions, last obs. January 19, 2010) 



Source; Federal Reserve: Encima Global 
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Government 


CBO Forecasts of Federal Debt Per GDP 


(square is last obs. 20 1 0, forecasts to 202 1 ) 



Source: CBO; 0MB; Endma Giobal 




Government 


National Debt Limit At $14.3 Trillion 

(last obs. Q4 2010) 



Source: Bureau of Economic Analysis; U.S. Treasury; Wildpedia; Endma Global 
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Government 


Expenditures as a Percent of GDP by Major Category 

(last obs. 2010, CBO projections to 202!) 



Source: CBO: Endma Global 
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Government 


Expenditures in $ billions by Major Category 


(last obs. 2010, CBO projections to 2021) 



Source: CBO; Encima Global 
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Government 

Federal Receipts as a Percent of GDP 
Exceed 20% in CBO Baseline 


(last obs. 2010, CBO projections to 2021) 



Source: CBO; US Treasury; BEA; Encima Global 




Consumer and Savings 


Household Assets and Total Debt / GDP 


(lastobs. Q3 2010) 


Household Assets to GDP 



Total Debt to GDP 
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Nominal GDP Growth vs. Interest Rate Paid 


(last obs. 2010, CBO projected to 2021) 
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Source; CBO; Endma Global 




Yield Curve for US 

(last obs. January 27, 20 1 0) 
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Average Maturity of Treasury Debt; 
Effective Maturity with Fed’s QE 

(in months, last obs. Sept 2010; QE2 projected through June 201 1) 
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Source: US Treasury; Federal Reserve: Eocirrw Global 
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Yield Curve for Greece 

(last obs. January 27, 20 1 0) 



- 20 - 





231 


Fi.r'icrin''>!£a 


Credit 


Ireland’s Debt To GDP Ratio 
Hit A Tipping Point at 90% 

(last obs. 20 1 0. IMF forecast for 201 1 ) 



Source: IMF; Endma Global 
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Ireland’s Ten Year Bond Yield 

(last obs. January 28, 201 1) 
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Consumer and Savings 


'lea 


Median Household Income, Inflation-adjusted 

(2009$, last obs, 2009) 



Select European 10 Yr Yields 

(last obs. January' 28. 2010) 
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Federal Reserve Assets 

(last obs. Januar>' 26, 2011) 



Source: Federai Reserve; Encima Global 
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Policy Views 

The expiration of the continuing resolution on March 4 should be used as an 
opportunity to make numerous spending cuts now - to put Washington on a diet 
where it shrinks day by day. Waiting for a deficit reduction package ducks 
responsibility and is a recipe for continued out-of-control deficit spending. 

The debt limit increase should be used to install a lasting limitation on the U.S. 
marketable debt-to-GDP ratio, enforced by escalating penalties on Washington. 
There should also be a minimum maturity for the debt to stop the government 
from artificially lowering near-term interest costs. 

By buying long-term assets, the Federal Reserve is conducting fiscal policy. QE2 
should be wound down. It is shortening the effective maturity of the national debt 
and is causing substantial market distortions. 

Tax reform is a high priority. I favor including permanent extensions of current 
tax rates in the baseline to facilitate growth-oriented tax reform and modifying 
scoring rules to stop the practice of temporary tax rates. 

I believe these policy approaches would give new confidence to American 
businesses and financial markets, causing an inflow of capital and jobs to the U.S. 
private sector. 
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Chairman CONRAD. Thank you. Let me just go to each of you and 
ask you in turn, look, we have — this Committee is the Budget Com- 
mittee, and our obligation is to provide a budget outline to our col- 
leagues. We have a lot of decisions to make. One of the funda- 
mental questions is how quickly do we impose fiscal discipline, fis- 
cal austerity. 

The Commission concluded — and it is interesting. Not only did 
the President’s Fiscal Commission conclude this; the Domenici- 
Rivlin Commission concluded this, and the Esquire Commission 
concluded this — all of them bipartisan Commissions. All of them 
concluded for the next 18 months to 2 years we ought to make 
modest changes, but put in place a plan that over time, over the 
next 10 years, substantially reduces the debt, on the rate of the 
President’s Commission, $4 trillion of debt reduction. Domenici- 
Rivlin was even more aggressive on deficit reduction, as was the 
Esquire Commission — all of them bipartisan Commissions. 

What would your advice to us be in terms of a 10-year plan? How 
aggressive should we be on the front end with imposing austerity? 
How big a chance should we be seeking to achieve over a 10-year 
budget window? Dick? 

Mr. Berner. Well, Senator Conrad, I think that I would gen- 
erally endorse the timetable and the general tone of each of those 
three Commissions, namely, that we do not have a short-term debt 
problem; we have an enormous long-term debt problem, and we 
need to come to grips with that. If we had a short-term debt prob- 
lem, then the market and market participants would be reflecting 
that. 

One of the things we can use as a barometer to gauge whether 
we have a short-term debt problem is the response of markets, and 
when markets start to question whether or not you can service 
your debt, then you will see a rise in interest rates and a widening 
in spreads relative to other benchmarks in the marketplace on a 
global basis. We do not have that yet, so we enjoy low interest 
rates, and we enjoy favorable borrowing terms right now. But, of 
course, that is going to run out, and I think, as I emphasized in 
my testimony and as you just mentioned, the important thing is to 
craft a credible plan to address our long-term problems. And I just 
want to emphasize that credible does not mean saying that we are 
going to cut $100 billion here or that we are going to have a 5-year 
freeze on discretionary spending. Credible means that we are going 
to attack those long-term problems. We are going to look at them 
specifically and address the root cause of our long-term fiscal prob- 
lems. 

Chairman CoNRAD. Dr. Johnson, what would your advice be to 
us with respect to the question of timing? 

Senator Sessions. Mr. Chairman, could I ask him to do that in 
an economic sense, not adjusting your comments to what you might 
think the political realities are, because that is up to us to try to 
face. But we would like to have your best opinion on what we 
should do. 

Mr. Berner. Senator, if I could just add, my comments were not 
adjusted for political reality. 

Senator Sessions. I felt that. Thank you. 
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Mr. Johnson. Well, I think we are — I am not in favor of precipi- 
tous, immediate fiscal austerity of the kind the British Government 
is now embarked on, and we will see in the quarters ahead how 
that program does. The data from the last quarter is rather shock- 
ing. They had a decline in GDP far below all the private sector 
forecasts in the U.K. Partly it was bad weather in December, but 
also October and November were very bad months. 

As Dick said, we do not need — they do not need also, but we do 
not need that kind of immediate cuts, but I think we do need some- 
thing over the medium term, in my opinion, that is even more ag- 
gressive than I think where Dick is and certainly than where 
David is. I think when you are carrying massive financial sector 
risk, which is what we are carrying — and it is also, by the way, 
what the Irish carry. If you look at page 21 in David’s charts, the 
Irish were considered to have responsible fiscal policy. They blew 
themselves up on the fiscal side because three banks went rogue 
and destroyed themselves and were taken over by the government, 
because the government felt they did not have an alternative. That 
is where we are. So 50 percent of GDP or 60 percent, the number 
commonly used, I think is to high when you have — unless you want 
to deal with the financial risk. But we did not do that. So when 
you are carrying this amount of implied contingent liability over a 
10-year period, I want to get the debt down even lower because I 
fear that the markets can turn very quickly. This is the Bill Gross 
test. Senator Sessions. Next time you or I see Mr. Gross, we should 
ask him: How long would it take you to change your mind and shift 
your portfolio, for example, towards the euro zone if they sort out 
their fiscal financial problems? Which I think they will do in the 
next 12 to 18 months. I think he would tell you it takes, you know, 
20 minutes for him to move his portfolio. That is how fast the yield 
curve can move against this, and that is what happened, as David 
said, to the Irish. 

Chairman CoNRAD. That is what Tom Friedman called “the elec- 
tronic herd.” 

David? 

Mr. Malpass. I think the goal is to avoid that electronic herd 
and actually to get the private sector to start hiring people. So I 
think I feel a little differently than many economists, that if we cut 
a lot now in the Federal Government, people would perk up and 
take notice. Global investors would start putting their money into 
the United States rather than moving it to Asia and elsewhere. So 
I want to emphasize that positive feedback mechanism from going 
on a diet now. If you are going on a diet, do not say, well, 3 months 
from now we will have our plan laid out. Just stop eating as much 
this evening, and then if you can, start your exercise program. 

Chairman CONRAD. But, David, let me just say to you, you know, 
the problem is that is not the way the schedule of Congress works. 

Mr. Malpass. Yes. 

Chairman CoNRAD. You know? We have a schedule here, and the 
schedule is we have to have a budget resolution that guides the Ap- 
propriations Committees. I happen to agree with you. I think it 
would be wonderful if we could do it. But it does not work with the 
schedule of Congress. So we have to deal with that, and that is 
why, again, I asked for a summit. I think if we want to send a sig- 
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nal that America is going to face up to this problem and we are 
going to put together a credible plan, nothing would be more effec- 
tive than the leadership of this country sitting down and coming 
up with that plan and not wait for the debt limit. You know what 
I am saying? I mean, we are not going to have appropriations bills 
for months because they come later in the cycle. So we cannot do 
what I think you would like to see happen, what I think would be 
helpful to credibility, because, you know, we just do not get to that 
stage until a little later. 

Mr. Malpass. Yes, this is a tough fix. I agree with all of you that 
we need the longer-term cuts and rethinking of how we spend 
money, and it needs to be rather substantial. So a wonder in the 
markets right now is whether there will be any ability by the U.S. 
Government to actually do some of these cuts. So is there some 
middle ground between what the U.K. did and doing nothing over 
the next 6 months. That at least would, I think, begin to change 
the minds — right now U.S. corporations are taking their money 
outside the United States. They borrow in the U.S. at very cheap 
rates and invest in Asia because they are worried that the U.S. 
cannot cut spending. So if there could be some symbolic or concrete 
types of changes to give them reassurance, I think we would start 
getting jobs right away. 

Chairman CONRAD. All right. My time has expired. 

Senator Sessions. 

Senator Sessions. Dr. Johnson, I would just say that the TARP 
bailout has not cost the taxpayers a lot, but the stimulus bill cost 
$900 billion at 4 percent interest, that is $36 billion a year we will 
pay for the rest of our lives, I suppose, because of this one effort. 
Nobel Laureate Gary Becker, whom I quoted on the floor before 
that bill passed, said he did not think it would be sufficiently stim- 
ulative, and I believe he is proven to be correct. He said it would 
be far less than — I think he said 0.7 and should try to be above 
that if you could get there. But anyway, neither here nor there. 

I guess in one sense you could say this is not a crisis now, but 
I would contend that a $1.5 trillion deficit is a huge thing, and we 
will pay interest on that forever, presumably. Interest is crowding 
out so much of our future potential to invest, as the President 
would say, in things we would like to spend money on. It is just 
going to be a huge thing even if the interest rates stay at the rate 
CBO projects. 

Mr. Malpass, you did not comment, I do not think, on the Rogoff- 
Reinhart theory, but it is that if you get debt so high, it reduces 
growth and puts you in a serious stagnant position. Do you agree 
with that theory? Does that provide greater urgency for us at this 
point in time? 

Mr. Malpass. I think it definitely does. So as more and more of 
the economy is directed by the Government, as the debt goes up, 
that reflects the Government directing more parts of the economy, 
and your growth rate goes down. And I think we are already seeing 
that in the slower average growth rate for the U.S. over recent dec- 
ades. It is a grave concern. 

Senator Sessions. The income, revenue to GDP, you referred 
to — I believe you referred to it. 

Mr. Malpass. Yes. 
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Senator Sessions. 14.8 percent. One thing I believe causes 
that — and I have not seen any research done on it, but we have 
skewed our revenue to high-income individuals whose income tends 
to be more volatile. So now I understand it is down to — is expected 
to be 14.8 percent of GDP by 2015, and Moody’s is concerned with 
our debt rating. How would you comment on that, Mr. Malpass? 

Mr. Malpass. The slower economy hits people that were earning 
more, and so that is showing up in this lower rate — or smaller per- 
centage of taxes coming from high earners. I think it also means 
and helps explain why job growth has been so weak, that we really 
depend a lot on new businesses and small businesses for creating 
jobs. And so in the current environment, they are not doing that 
as much. They are not then scoring, you know, creating things like 
Google. We are going to have this dry period of entrepreneurism 
and innovation. So that will be costly to us in the long run, too. 

Senator Sessions. Dr. Berner and Mr. Malpass, to follow up on 
Dr. Johnson’s comment about what the U.K. is doing, I think a fun- 
damental question is: Are they taking their medicine now that will 
put them in the longer term on a healthy growth path? Or is their 
reduction in spending and increase in taxes — I think it is three to 
one revenue cuts to tax increases. Is that too much austerity? And 
I would like the two of you to add your views on that. 

Mr. Berner. Well, you know. Senator, each country has to deter- 
mine the pace at which they decide to impose austerity, and in the 
U.K. they have decided to stretch out over a 4-year time frame the 
kind of austerity that we are seeing. I think the U.K.’s particular 
problems right now in terms of growth relate to other things be- 
sides the fiscal austerity that they have imposed. But one thing we 
know is that they also have an inflation problem in the U.K., which 
is higher than ours and higher than most of the developed world’s, 
and so that limits their flexibility to maneuver as well. So they 
have a little bit less flexibility to maneuver than we do. Right now 
we have low interest rates, low inflation, a Federal Reserve that is 
very supportive of growth. We may not have that flexibility in the 
future. 

So the answer, I think, is to — 

Senator Sessions. Well, with regard to the U.K., just looking at 
them, do you think in the long run they will benefit from the aus- 
terity measures? 

Mr. Berner. In the long run, they will benefit from those aus- 
terity measures. The question is whether they have the right bal- 
ance given their other policies. That is absolutely right. 

Senator Sessions. And, Mr. Malpass, you comment. 

Mr. Malpass. I agree with that. I think we would be better off 
if we could move faster even in the short run on fiscal austerity. 
I take to heart the Chairman’s point that our system is not a par- 
liamentary system. They have a way where a small group of people 
can say, look, let us change the fiscal course. Ours is going to take 
a lot of work among a lot of Senators, Congressmen, the adminis- 
tration, and so on to get it done. 

I would note the pound strengthened quite a bit when the U.K. 
made this change, and that helps them in terms of their living 
standards. If you think of the dollar per capita incomes in the U.K., 
they have gone up while ours are going down because of that 
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change. And, also, I do not think we should measure it only in 
terms of their GDP growth rate, which was weak in the fourth 
quarter. We have to look at jobs and future jobs that are being cre- 
ated, and I think by the Government showing some discipline, that 
is attractive to the business environment, and we will see the job 
growth doing a little bit better even in the short run for the U.K. 
than what we have been experiencing here. 

Senator Sessions. Well, to you economists, thinkers. Masters of 
the Universe, as I affectionately call you, the political world is un- 
usual. It is not quite the same. And the idea that we can just move 
in and out and make changes is not accurate. It happens that there 
are opportunities to make changes. My firm belief is right now 
there is an opportunity to go further than Wall Street thinks is 
possible in reducing spending and put us on a sound path. Now, 
we do not want to do something that, you know, would be disas- 
trous to the economy, but I think we better take advantage of the 
opportunity to reduce spending now. 

I criticized the Bush administration. We had surpluses, and 
somehow it got around that deficits do not matter. They forgot the 
political world. I am in here saying we cannot spend more because 
it is going to run up the debt and we will lose our surpluses, and 
they are saying it does not matter. But once you politically get that 
ideology going, it runs out of control. And so the American people 
are at a point of wanting to be more frugal right now. I think we 
better go meet them halfway and push them a little further and 
take the gain that we can get now. 

Thank you. 

Chairman CONRAD. Thank you. 

Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman, and I thank all three 
of you for a fine presentation. 

Before this meeting, there was an extraordinary discussion that 
you do not see very often in the Senate. Senator Conrad, Senator 
Coburn, and others put together a meeting on the debt and where 
the economy is headed. At a little after 8:00, there were more than 
30 United States Senators there interested in actually getting into 
the details. You do not see many meetings like the one that was 
held this morning. 

And what I was struck by — ^because the numbers are just a clear 
wake-up call. I mean, if you are spending $3.7 trillion and you have 
receipts of 2.2, it is not hard to figure out that math and what the 
implications are. And what I was struck by was the sense that the 
single most important thing here is to send a major message to the 
country and to the financial markets that you are getting serious, 
that you are doing something significant. And what Senators 
seemed to get focused on was the idea that you would make a sub- 
stantial downpayment this year in deficit reduction and deal with 
at least one major long-term problem, one major structural prob- 
lem. 

I admit that I think the structural issue ought to be tax reform. 
Senator Gregg, Senator Sessions’ predecessor, and I introduced leg- 
islation that would create, according to the Heritage Foundation, 
2.3 million new jobs per year, and I think because of what you have 
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described in terms of the economy, what is done in terms of the 
long term has to give a shot in the arm to the economy. 

But I would just like to go down the row and ask each of you 
to give us your sense, first of all, of a number, an actual number 
that would constitute a real message that you are making a down- 
payment this year in terms of deficit reduction, and then your take 
on what would be the major long-term issue that Congress would 
actually tackle this year and enact it into law. And you have al- 
ready heard my judgment that it ought to be tax reform because 
of growth.? 

So we will just go all three of you, and I would also note Mr. 
Malpass spent years in Oregon, and we are glad to have an Orego- 
nian before the panel. We will claim you. 

Mr. Berner. 

Mr. Berner. Thank you. Senator Wyden. You know, we do not 
know exactly what the number is, but — 

Senator Wyden. Just a ballpark. 

Mr. Berner. — $100 billion is not impressing financial markets. 
Something, you know, quite a bit larger than that, something on 
the order of $400 or $500 billion. And I think what is really impor- 
tant here is not so much, as the discussion has revolved around, 
that that be implemented today, but that you commit to a large 
number and you have a plan to make that number understandable 
and to make it credible so that financial markets will take it on 
board and will be positively surprised by that number. 

And I want to say I fully support — and I support David’s argu- 
ment and yours for tax reform. I think that would have enormous 
benefits for the economy in a number of respects, and I hope you 
find a co-sponsor on the Republican side — 

Senator Wyden. We will. 

Mr. Berner. — to support your proposal, because I strongly sup- 
port it. 

Senator Wyden. Very good. Mr. Johnson. 

Mr. Johnson. I think this is absolutely the right question at the 
right time. Clearly something on the order of tens of billions does 
not do anything in this context, and I doubt that even if you are 
talking about hundreds of billions that makes that much difference. 
I think you need to be talking about the big trillion-dollar items 
over a 10- to 20-year horizon, and there are two. One is tax reform, 
where the good news is our tax system is so antiquated and so 
messed up fiiat even if you do not want to raise revenue as a per- 
cent of GDP over the cycle, there are plenty of ways to improve in- 
centives. And when you are improving incentives, you will actually 
get some additional revenue. We take in, in terms of taxes relative 
to GDP, 10 to 15 percentage points less than other industrialized 
countries that have better-run tax systems. So you decide whether 
or not the revenue — it certainly makes the tax system better. 

And the second is health care. Medicare in particular. That is a 
big budget buster by 2030, 2040. I doubt that you want to take on 
Medicare in this Congress, but those are really your two choices. 
Those are the two things that would really make the difference 
here. And I have to say in this context I did not support the tax 
deal at the end of last year. That was a big number over the next — 
over the foreseeable future. That was a hig number in the wrong 
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direction. That was a bipartisan consensus away from fiscal respon- 
sibility, quite contrary to the spirit of everything that has been said 
here this morning. And I am sorry that Senator Sessions stepped 
out because he said that somebody said deficits do not matter dur- 
ing the Bush administration. I believe that was Vice President 
Dick Cheney who specifically said, “Ronald Reagan taught us that 
deficits do not matter.” And I hope as we approach Ronald Rea- 
gan’s 100th anniversary next week we all reflect on how far from 
being appropriate for today’s reality is that message. 

Senator Wyden. I do think one other part of your testimony that 
is very helpful is you are conveying a sense of urgency, because in 
this town it is all about the politics of procrastination. What I 
wanted as part of the end-of-the-year agreement was a 1-year ex- 
tension of the Bush tax cuts so that you would force Congress to 
step up this year and actually deal with these kinds of issues, be- 
cause my concern is unless you all and others can help us convey 
this sense of urgency, we will have exactly the same debate in the 
lame duck session of the 2012 Congress as we had during the lame 
duck session of the 2010 Congress. And that was why I wanted 
something that would force action this year. 

Mr. Malpass, your thoughts, the number and the question of the 
big structural issue, if you get to pick one. 

Mr. Malpass. Thank you for representing Oregon. The markets 
are cynical about how much can be done here in our system, and 
so I think as you go through this, one of the most heartening 
things, if 30 Senators this morning were together, as you men- 
tioned, that is a big step. That is the kind of change that people 
want — I mean that markets will be looking for and say. Golly, if 
you got all those people in the room, something might come out of 
it. 

My view is — and I think you are hitting on it — that short exten- 
sions of existing spending where you take many bites at the apple 
I think would be a procedure that might work. So as the continuing 
resolution discussion comes up, whatever the amount of spending 
cuts that can be done in that resolution, if you can do it multiple 
times in a given year, that is going to get you a lot of credibility 
in terms of the financial markets and job creation from the private 
sector. 

So I think $100 billion in near-term spending cuts would be very 
useful. Whatever the number is, then kind of make a promise or 
a pinky promise of some kind that you are going to come back 2 
or 3 months later and try to do another round of things that you 
can work on. 

As far as what is structural reform longer term, I think tax re- 
form would be — ^Wyden-Gregg was very good, if you can get another 
co-sponsor and go forward with that, and I recommend a baseline 
where you look at directing the baseline so that it gives a more 
level playing field. Otherwise, you are swimming up this fast cur- 
rent. The CBO scoring undercuts the tax reform process to such a 
degree, the normal scoring, that you will not be able to get a 
growth-oriented reform. 

The other procedural change I am suggesting is that you fill this 
vacuum of limits. A debt-to-GDP limit would be very comforting to 
markets because markets’ concern right now is you are going from 
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60 percent debt-to-GDP, marketable debt-to-GDP, right up to 90, 
and it looks like we might go to 110, meaning right across that 
threshold that the Chairman mentioned. So if we could have some 
new kind of limitation other than the statutory debt limit, that 
would give some underlying confidence. 

I need to make one defense of President Reagan. There was the 
idea that his economics were not the right economics. Remember 
what he was saying, that we cannot look at the deficit alone; we 
have to look at the tax rates and at the spending. And so we need- 
ed to cut both of those to enable the private sector, and my view 
is that worked very well in the 1980s, and we created a huge 
amount of jobs and growth out of good, sound economic policy in 
those years. 

Senator Wyden. My time has expired. Thank you. 

Chairman CoNRAD. Senator Toomey. 

Senator Toomey. Thank you, Mr. Chairman. I would like to 
thank the panel for their testimony as well. 

I have several questions. The first is I would like to follow up on 
something that Mr. Malpass addressed, which is the increase in 
the debt limit. You have advocated that we make some structural 
changes essentially to get this escalating deficit and debt under 
control. I happen to share the view that we should make structural 
changes. We might have a difference as to exactly which ones to 
make, but I do think it is very important that we use this occasion 
to begin to get our long-term spending problem under control. 

So I am not in the camp that argues that under no circumstances 
should we raise the debt limit. I also accept your general premise 
that it is a rather blunt instrument, and the disruptions that would 
occur are to be avoided, if we can. However, I think it is very im- 
portant as we approach this that we understand exactly what 
might occur and what would not occur if there is some period of 
time during which we do not raise the debt limit upon reaching it. 

So my first question is a simple and factual, historical question, 
and that is, is it true that we have had recent episodes in the past 
several decades where we have reached our debt limit, we have not 
raised it immediately upon reaching it, and we nevertheless did not 
default on the marketable debt securities issued by the Govern- 
ment? 

Mr. Malpass. To me, sir? Yes. In the late 1990s, there was a pe- 
riod of roughly 4 years. It is on page 9 of my testimony. My view 
is those were rather unique years. One of the things that was hap- 
pening was defense spending was being cut sharply. Another thing 
that was happening was there was a temporary slowdown in the 
entitlement spending. It had to do with the generation — you know, 
the baby-boom generation had not yet started to retire. So on page 
9 it goes through those. 

Also, in those years something was happening — ^yes, here it is on 
the screen. Fannie Mae and Freddie Mac were really ramping up, 
which operated almost like Government spending. Remember they 
were kind of off-budget, and yet they are really ending being tax- 
payer liabilities. So that helped paper over that particular period 
of time. 

I do not think we could mimic that right now. 
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Senator Toomey. Well, if I could interrupt for just a second, the 
point is that for a short period of time the debt limit was not 
raised. 

Mr. Malpass. Correct. 

Senator Toomey. And when the debt limit is not raised, is it true 
the tax revenue still comes in? 

Mr. Malpass. That is right. Money floods in. 

Senator Toomey. Right. And next year, for instance, if my num- 
bers are right, something on the order of 70 percent of all the 
money that the Government is expected to spend is going to come 
in in the form of tax revenue. Is that true? 

Mr. Malpass. Yes. 

Senator Toomey. And something on the order of 6 percent of all 
the money the Government is going to spend is currently scheduled 
for interest on our debt. 

So I guess the question is: Is it possible for the Treasury, in the 
event that the debt ceiling is not raised, and acknowledging that 
this is in some ways a disruptive thing if that does not happen, but 
that the Treasury could, nevertheless, ensure that those people 
holding the marketable securities of this Government would receive 
their interest payments and that those payments can be made? 

Mr. Malpass. Yes, that is plausible. The fiscal deficit is large 
now, so each month, the government is in a negative cash flow of 
roughly $120 billion. So what would happen each week is someone, 
meaning the Treasury Department or you, members of Congress, 
would have to be deciding who not to pay — 

Senator Toomey. Right. 

Mr. Malpass. — and my concern is the disruption as — 

Senator Toomey. I understand this is very disruptive and I have 
acknowledged this. The point is a narrow point, and that is do 
those people holding securities necessarily need to not get their in- 
terest and principal payments, and I think you are acknowledging 
that. 

Yes, sir? 

Mr. Johnson. Senator, I think you are playing with fire in this 
scenario. One point that was not covered in David’s otherwise com- 
prehensive review of the debt situation is borrowing from abroad. 
You have to remember that it is not just an internally funded debt. 
We are the world’s largest borrower and this is very dangerous. 
There are alternative assets out there in the world. I know that the 
Eurozone does not look very appealing right now, but I think they 
will turn themselves around. The Chinese are working very hard 
to create alternative reserve assets — 

Senator Toomey. Right. 

Mr. Johnson. — including the Renminbi. I really do not think 
that you want to create potential disruptions of this kind, because 
there is nothing that says that the dollar has to be the number one 
reserve asset forever, and the British pound lost this position ear- 
lier in the 20th century exactly through fiscal irresponsibility and 
global overreach. 

Senator Toomey. I would simply argue that I think the fiscal ir- 
responsibility is what hasten us into this situation, and the refusal 
to do anything about it is the worst message we could send to the 
market. The fact that revenue will be more than ten times the ex- 
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pected cost of interest makes it very clear to me that no responsible 
Treasury Secretary would ever allow a default to occur on our debt. 
It would be so disruptive and so damaging to our entire economy, 
to the millions of savers, Americans as well as others, that I cannot 
foresee how a Treasury Secretary would permit that to happen 
when he or she would have more than ten times the revenue need- 
ed to prevent it from happening. 

Let me move on to another question, if I could, and that is as 
alarming as the magnitude of the debt that we have discussed 
today is, I may have missed this, but I do not recall a discussion 
about another component that worries me, in fact, I would argue 
is even bigger than what we have talked about, and that is the un- 
funded liabilities implicit in the promises we have made through 
the big entitlement programs. If you quantified the present value 
of that shortfall, is it true that that is actually several multiples 
of the actual publicly traded debt that we have? 

Mr. Berner. Yes, it is. Senator. It is, and obviously different cal- 
culations will give you different results, but I think everybody 
agrees that the present value of those liabilities is enormous. In 
fact, if you add up Medicare, Medicaid, and Social Security, you 
come up with an unfunded liability, when added to the debt, really 
would exceed the value of the assets that David showed in his 
charts. 

Beyond that, if you look at another issue, which is the unfunded 
liabilities of State and local governments, those that are on the 
books as the gap between the promises they have made for their 
pensions and the assets that they have, as well as the unfunded 
liabilities for the health care promises that they have made, that 
would add, on top of the Federal liabilities, to what you are talking 
about. So the answer is definitively yes and resoundingly so. 

Mr. Johnson. But we also need to add and score appropriately 
the contingent liabilities that arise out of the financial sector — 

Senator Toomey. Right. 

Mr. Johnson. — because we just pushed up debt by 40 percent- 
age points of GDP because of the way the financial sector — 

Mr. Taylor. Agreed. 

Mr. Johnson. So I think all of this needs to be included, and I 
think we agree on that. 

Mr. Malpass. And can I add one more? I agree with those points. 
The actual size of government is going to go on. Fifty years from 
now, there is going to be a defense budget and there is going to 
be probably a Federal education budget and so on. So I think as 
you think about the problem, I am not as focused on dividing enti- 
tlements from discretionary spending. They are all commitments to 
the people that there is going to be a government in the next gen- 
eration and the next and we just do not have the money for it right 
now. 

Senator Toomey. Thank you very much. I see my time has ex- 
pired. If there is time in a future round, I would like to address 
yet another respect in which I think this problem is even worse, 
and that is something that Mr. Malpass mentioned briefly, which 
is what strikes me as potentially a very optimistic forecast about 
the level of interest rates, and when, of course, you have a huge 
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debt, if you are wrong about your optimistic forecasts about inter- 
est rates, then that has devastating consequences. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you for that point, because I think 
that is one of the critical points, somehow, we need to be able to 
persuade our colleagues of What is the risk of a failure to act? 

You know, we have a very benign interest rate environment now, 
very low interest rates, even record low interest rates. Some are 
saying that is an indication we do not need to act. My own view 
is it is giving us a period of time within which to act. A failure to 
act within that period of time could lead to much more serious con- 
sequences. And if you look at that ten-year CBO outlook, they are 
projecting a low interest rate environment for a decade. Well, 
maybe that happens, maybe it does not. If there is one thing that 
is clear, we have seen it in the case of Greece, it was clear in Mr. 
Malpass’s presentation, Greece, Ireland, everybody else that has 
run into one of these situations, the change in your interest rate 
environment can happen like that and then you are really in the 
soup. 

Senator. 

Senator Toomey. Mr. Chairman, thank you. Just a quick obser- 
vation about how very optimistic this interest rate assumption 
strikes me, and that is the assumption is that interest rates revert 
to something less than their 20-year mean over the last 20 years. 
That, despite the fact that the Fed is embarking on an absolutely 
unprecedented program, the very purpose of which is to increase 
inflation expectations. It is my fear that they will be very success- 
ful at increasing inflation expectations, quite likely increasing in- 
flation itself, and it is very hard to fathom how interest rates do 
not respond by going considerably higher. If that happens, all of 
these numbers change pretty dramatically. 

Mr. Berner. Senator, if I could — 

Chairman CoNRAD. Yes, go ahead. 

Mr. Berner. If I could add a point to that, I think one of the — 
beyond the inflation issue, it seems to me that one of the biggest 
issues that is out there is that in this global environment, market 
participants around the world view us as the best credit around the 
world. If they start to question our ability to service our debt and 
our ability to meet our obligations, that is when interest rates ad- 
justed for inflation will start to rise and the risk premium on our 
debt will start to rise, and as you put it so eloquently, that is when 
we are really in the soup. 

Mr. Johnson. But Senator — 

Chairman CONRAD. Simon? 

Mr. Johnson. Let me pile on. It is worse than this, I think, be- 
cause again, thinking globally, I would commend to you this new 
report by McKinsey Global Institute on real interest rates. So what 
are global savings going to be? What is global investment going to 
be? In their assessment — this is a very good report led by Michael 
Spence, a Nobel Prize winner — their assessment is, just in real 
terms, looking globally, interest rates will head up. So you should 
add your concerns about nominal interest rates, about inflation ex- 
pectations onto the real rate, and they say we are coming out of 
a period where we have had unusually low real rates globally be- 
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cause we have had savings that were higher than investments for 
reasons that are now receding. 

Mr. Berner. And let us be clear. If real rates go up because eco- 
nomic performance is good, and as Simon just put it, if we see 
strong growth around the world, then real rates actually should go 
up. But if real rates are going up because there are concerns about 
our creditworthiness, then that is where our economic performance 
on a long-term basis will really suffer and where the spiral be- 
comes quite negative. 

Chairman CONRAD. Can I just make this point? One of the con- 
cerns I have in listening to the discussion that is unfolding in this 
town is the focus on non-defense discretionary spending, because 
non-defense discretionary spending is about 16 percent of our budg- 
et. The President used the number 12 percent in his State of the 
Union because he had an unusual treatment of Homeland Security 
and some other things that he put in the defense pot that normally 
would not be there. I think he put international in the defense pot. 

But let us go back to that basic formulation. Non- defense domes- 
tic discretionary spending is about 16 percent of our budget, and 
yet it is getting almost all the attention for how we solve this prob- 
lem. And we are borrowing 40 cents of every dollar we spend. If 
you eliminate it all, you have not solved this problem. 

So the part of our budget that is growing as a share of the size 
of the economy are our entitlement accounts — Medicare, Social Se- 
curity, primarily the health care accounts, much bigger than Social 
Security. That is seven times the problem of Social Security. And 
yet, you know, somehow, we do not want to talk about it. I think 
I know why we do not want to talk about it, because if you ask the 
American people, they say you do not need to touch Medicare. You 
do not need to cut Social Security. You do not need to touch de- 
fense. You do not need to touch revenue. 

Well, I just say this. If that is really the conclusion, that Social 
Security does not have to be touched and it is cash-negative today. 
Medicare does not have to be touched, defense does not have to be 
touched, revenue does not have to be touched, you cannot solve the 
problem. There is a mathematical certainty you cannot solve the 
problem. 

So some of us are going to have to help the American people un- 
derstand the unfortunate reality here, and the unfortunate reality 
is, I believe, all those things are going to have to be touched, and 
the sooner we do it, the better, because the less draconian the solu- 
tions will be later on. The worst time to deal with this is when you 
are in a crisis. If there is anything Greece should have taught us 
and Ireland should have taught us and Portugal should teach us 
is the worst time is when you are in a crisis. 

Dr. Johnson, you are the former Chief Economist at the Inter- 
national Monetary Fund. Probably nobody that I am aware of has 
a deeper understanding of global economics than do you. What 
would be your advice to this committee with respect to the question 
of how you deal with this in a systematic way? What parts of the 
budget have to be dealt with over the longer term? Does domestic 
discretionary spending, non-defense, does that get you out of this 
hole? 
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Mr. Johnson. No, Senator, it obviously does not. The IMF advice 
would be, or maybe will be if we get sufficiently desperate and we 
need to take their advice, would be you need a medium-term fiscal 
framework. You need some very clear agreed upon rules. You need 
your summit. You need a bipartisan consensus. You need to say, 
this is what we are going to do on tax reform. This is what we are 
going to do, particularly on Medicare. Social Security is a problem, 
I agree, but that can be addressed in a relatively straightforward 
way. Medicare and medical costs explode as a percentage of GDP. 

And by the way, compared with other countries like, for example, 
in Europe, they have the same problem. They just do not account 
for it as honestly as we do. If they scored their future medical 
spending like the CBO scores for us, we would see the same prob- 
lems in most of Western Europe, also, if that is any consolation. 

But if you had that framework, if you had rules that were agreed 
upon, then you have the flip side of the point David made about 
us not being a parliamentary democracy, which is it is not easy to 
change our rules. So if you have locked into those rules in the LJ.S. 
constitutional framework, the markets are going to know it would 
take a lot to undo them and you can lock into something five, ten, 
15 years down the road which the markets would respect because 
it is hard to undo. Now, it is also hard to get there, I understand, 
but that is, from a global comparative perspective, the advice that 
you would get. 

And honestly, that is what the Chinese — we are very big credi- 
tors to the Chinese. I guess the Chinese President paid us a visit 
recently to see how his money is doing and felt okay about that. 
But ultimately, they will not feel okay. Ultimately, our creditors 
will demand this kind of change, too. This is what the IMF has de- 
manded on behalf of the IMF to highly indebted countries around 
the world. 

So we should do it ourselves now, as you said, before we are 
rushed and before we are in a situation where it is a crisis and you 
can only do really, really damaging cuts that hurt a lot of people. 

Chairman CONRAD. Let me say one other thing and then we will 
go to Senator Sessions. I hope very much when we deal with these 
opportunities this year we are not just dealing with short-term 
non-defense domestic discretionary spending. We are talking about 
$60 billion, $100 billion. In one year, we got a $1.5 trillion problem. 
And while that may send a useful signal, it does not touch the 
problem. 

We need a multi-year, comprehensive plan that reduces the debt 
over the next ten years by, I believe, at least $4 trillion. Now we 
are talking on the scale that really has some credibility. 

Senator Sessions. 

Senator Sessions. Thank you. This is a very difficult issue. I 
have been with my staff since I have been Ranking Member and 
I still do not have a handle on it, but I can tell you, anybody who 
thinks it is easy to get this house in financial order is not correct, 
as you indicated, Mr. Chairman. 

I would note, though, we ought not to think that we should ig- 
nore discretionary spending. I feel very strongly about that. We 
had 35 percent in the State Department just last year, 35 percent 
increases for EPA, double-digit increases for agriculture. President 



251 


Bush was criticized for agriculture increases. I saw his ten-year 
budget. I do not think he had a single year over a two percent in- 
crease. We had a 12 percent — I think it is a 12 percent increase. 
I am just saying, we have — 2010 levels are unusually high and we 
are going to have to go back to 2008, if not lower. 

I criticize the Debt Commission and their work on one point. 
They certainly served a national purpose and I may well have 
voted for the product if I had been on the committee. But I would 
just say, their goal as given to them by President Obama was to 
reduce the deficit to three percent of GDP over ten years, and that 
is what they did. I understand that projected — that deficit in ten 
years, three percent of GDP, is $700 billion to $1 trillion. So I 
would ask the three of you first, is that a sustainable deficit, first, 
just briefly, if you would. 

Mr. Berner. Senator, if that is the end of the story, then the an- 
swer is no. 

Senator Sessions. It would be good progress. 

Mr. Berner. It would be good progress, absolutely, if the story 
continued and there was a continuing credible commitment to 
make further progress so that you got that deficit down, because 
ultimately, in order to stabilize the debt in relation to our economy, 
you are going to have to make further progress on it over time and 
that is really what is important. 

Chairman CoNRAD. Could I just make a point on — 

Senator Sessions. Yes. 

Chairman CONRAD. I just want to make a correction. In terms of 
the Commission, the President gave us the goal of three percent, 
but we exceeded it. 

Senator Sessions. Oh, you did? 

Chairman CoNRAD. We went to 2.3 in 2015 and then down to 1.2 
in 2020 because we believed, and I think it was a strong consensus, 
that we had to go further. 

Senator Sessions. Well, thank you, Mr. Chairman. I am glad to 
correct that because it was depressing me more than I should have 
been depressed. 

Mr. Johnson. Senators, could I — 

Senator Sessions. Yes, Dr. Johnson? 

Mr. Johnson. Look, I think you should push this as far as you 
can. It is a question of the risks in the global economy, where you 
do not know — you are going to want to borrow this money from 
somebody else. They may have a better use for their money. They 
may prefer to keep their funds in another currency. Over a 20-year 
horizon, I would be very surprised if the U.S. dollar has the same 
level of predominance as a reserve currency as it has today, and 
I would not be surprised if we shared the stage with a stronger 
Euro and a much stronger and liberalized Renminbi, the Chinese 
currency. 

You quoted earlier that somebody said during the Bush adminis- 
tration, deficits do not matter. I think that was Vice President Dick 
Cheney — 

Senator Sessions. I heard — I was on the — 

Mr. Johnson. But I wanted to make sure — I said you were in the 
room, and I think, did he not actually say, Ronald Reagan taught 
us that deficits did not matter? 
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Senator Sessions. I am not sure, but I think that was a private 
conversation that sort of leaked out and became part of the agenda. 
But Mr. Greenspan recently said to a luncheon I was at that, well, 
in the early 2000s, we had surpluses. We could handle a little extra 
debt. So even, I think, the Fed was in the view that when we went 
into the recession in 2001, a little deficit would not hurt us. But 
the truth is, politically, once you lose the high ground — when you 
lose the political high ground in Congress, it is hard to get it back. 

Mr. Johnson. If I could just reinforce that point. Senator, with 
regard to David’s proposed debt-to-GDP limit. Certainly debt-to- 
GDP is the right way to think about this, but if you go with a 50 
percent limit, or, of course, the Europeans have a 60 percent limit 
under the Maastricht Treaty, an intergovernmental treaty, it has 
not done them any good at all. It is far too high. In the modern 
world when you are hit with these nasty shocks and you want to 
be able to use fiscal policy to respond and to offset something that 
just strikes you completely out of the view, 50 or 60 percent of 
GDP, I think, is too high because the shocks are going to he big, 
very big, and push you over the 90 percent level that we are all 
worried about. 

Mr. Malpass. I take that point well, and maybe a lower number, 
40 percent debt-to-GDP ratio, would be more acceptable. What you 
need to do, I think, is have escalating penalties if you are above 
it, in other words, some discipline on the budgeting process, on 
0MB to produce budgets that bring us down below the debt-to-GDP 
limit or some kind of mechanism to give it some teeth. 

If I may, I have written down several — I think in terms of this 
problem as one where you should begin today making small deci- 
sions, or they are not really small, but do the things that you can, 
so I will list several things that we have talked about. 

One is I think the Fed should wind down its buying of Treasury 
bonds. This is a huge problem where the Fed is buying the long- 
term debt and therefore shortening the maturity of our national 
debt. That puts us at risk. 

Second, in the same vein. Treasury should be issuing more long- 
term debt. We have to get our debt maturity longer to be prepared 
for what comes in the future. 

Third is the directed baseline in order to open a window for tax 
reform. Right now, the way Congress procedures work, it is not 
credible to embark on tax reform because you have to soak up 
the — making permanent the existing rates. The Alternative Min- 
imum Tax, for example, expires, and yet everyone knows it is going 
to have to be patched into the future. That should not be part of 
the baseline, the cost of that. And so you need a directed baseline 
in order to create a more level playing field. 

Fourth is using the Continuing Resolution — 

Chairman CONRAD. David, can I just stop you on that point? 

Mr. Malpass. Yes, sir. 

Chairman CONRAD. This is one — the only thing I have heard you 
say today with which I strenuously disagree — 

Mr. Malpass. Uh-huh — 

Chairman CONRAD. — and the reason I do is if it is not in the 
baseline, what does that say to Congress? That it is free. And you 
and I know it gets added to the debt. And I will tell you, I am in 
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the Sessions camp on this. As soon as you send a signal around 
here that you can cross lines and it does not matter and things are 
for free, that psychology takes a hold around here. When we 
crossed the line on Social Security and went back to raiding the So- 
cial Security Trust Fund — and I use those words, I know econo- 
mists have a different view — I tell you, that broke a discipline 
around here. I begged Chairman Greenspan not to take that posi- 
tion because it is, yes, it is psychological, but it matters around 
here. And when you cross a line around here, Katy, bar the door. 

Mr. Berner. Senator, if I could just interrupt for a moment and 
agree with you on that point. One thing we have not discussed 
today is budget process, and back when David and I were working 
in Washington together, budget process was really important and 
Congress had a process in both Houses. That process was stuck to. 
Your predecessors, really Gramm, Rudman, and Hollings came 
along and reinforced that process. That is something we have not 
discussed today and something we need to restore to the discus- 
sions about the budget, because if we think in terms of credibility, 
what will help restore our credibility besides the commitment to 
really deal with our long-term structural problems is a game plan 
for getting there and the process — 

Chairman CONRAD. Let me just say that the dirty little truth in 
this town is that people do not want to deal with budget process 
disciplines because the truth is, they do not want the discipline. 

Mr. Berner. Right. 

Chairman CONRAD. They want to be free to cross every line, and 
it is on both sides of the aisle, I regret to say. And you are right. 
We should have, I think, a return to some of the strict disciplines 
we had that helped us get out of the hole in the 1980s and in the 
1990s that really proved to be quite effective. But, you know, ab- 
sent will, absent will, no process solves the problem. 

Now, I took away from your time. 

Senator Sessions. No. Well, this is fabulous. These are really se- 
rious, important issues, I think. Senator McCaskill and I offered 
legislation, and we got 59 votes, that would have made statutory 
caps using the President’s budget and it would take a two-thirds 
vote to violate that. It would have been a firewall, although in 
truth, now, I think we realize that those numbers were too high. 
We will have to wrestle with it. 

This is about the economy, and one question I would like to pur- 
sue a little further — Mr. Malpass made reference to it — is the QE2 
and the Fed’s action. That same Barron’s article I was reading, Mr. 
Hickey, the editor of High-Tech Strategist in Nashua, New Hamp- 
shire, said we continue to print money, and am I not correct, Mr. 
Malpass, that the Fed buying Treasuries is printing money? Is that 
fair to say? 

Mr. Malpass. It risks that. I will make maybe a rhetorical point 
or a mild point here. Technically, the Fed borrows it from banks, 
and so as long as — and creates excess reserves at the Fed. So as 
long as we have this stoppage in the regulatory process where 
banks are not lending, then there has not been an actual expansion 
of the amount of money in the private sector. So — 

Senator Sessions. But with the leverage that the Fed uses — 
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Mr. Malpass. All that has happened so far is the Fed is taking 
on the risk of the private sector by owning long- term debt. So they 
are exposed if interest rates go up. We, the taxpayer, are exposed. 
But from the standpoint of the actual lending going on by banks, 
it has not expanded. 

Now, this may be a distinction without a difference. So I think 
the point is well taken that by the Fed going down this line, people 
worry about the Fed. They worry about the dollar. They worry 
about the United States, and that is not good for us. 

Senator Sessions. Mr. Bernanke answered similar to you at the 
hearing a few weeks ago when I asked that question. He said — I 
quoted him as being 100 percent certain that he could pull back 
and not allow inflation to take off. But he said he really said he 
is certain he has the tools to avoid that. 

Mr. Malpass. And I would say we should not be taking this risk. 
His original goal was to lower the interest rates on corporate 
bonds. That has not worked. And what we are exposing ourselves 
to is this shorter maturity of — they are buying the long-term bonds 
in. That is the opposite of the direction we should be going. 

Senator Sessions. Leaving us more exposed to short- term. 

Mr. Malpass. That is right, and so it is like you are taking — here 
you are, worried about keeping your job, and the banker calls up 
and says, hey, would you not like to move from a 30-year mortgage 
down to a three-year floating rate mortgage? Now, you know what 
to do. Do not take that choice. And that is what the Fed is doing. 
They are moving the country from a long-term fixed rate mortgage 
to a short- term floating rate mortgage at a time when we are al- 
ready a little bit shaky. 

Senator Sessions. Well, with regard to this question, maybe I 
will let any of you who would like to comment on it do so. I think 
it is a matter out there in the public and in the financial markets. 
Mr. Hickey says that in 2000, easy money led to gross imbalances. 
In the mid-2000s, one percent interest led to a housing bubble, and 
then the credit crisis, and now rates are zero. To get a response 
from the economy, the Fed must print ever more money. It did, and 
everything looks great right now. But as of June when the $110 bil- 
lion they are printing per month ends, things might not look so 
rosy. The economy has structural problems and we are not dealing 
with them. Money printing will not work, yet that is the prescrip- 
tion we continue to give the patient. If the Fed keeps printing after 
June, we will have higher gasoline and food prices and more imbal- 
ances until this ends, and at some point, it will end because the 
dollar will fall apart, and what we are now doing makes everything 
appear rosy, but it is devastatingly terrible policy for the long run. 

I think that is a perception out there by a lot of people. You guys 
are really sophisticated. Let me ask you to respond to that. 

Mr. Malpass. May I interject one thing briefly? Paul Volcker in 
this room in the 1980s, facing a big fiscal deficit, said, “The Fed 
could have a looser monetary policy if Congress would have a tight- 
er fiscal policy,” meaning spend less and we will have the looser 
monetary policy. We are breaking that rule now in the way that 
you said. We are putting a near zero interest rate on top of a mas- 
sively stimulative fiscal policy. So this is simply not the right mix. 
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Chairman CoNRAD. Can I just intercede on this point? Because 
when I go back to what led to the financial crisis in 2008, my own 
reading of economic history is it was a combination of an overly 
loose fiscal policy — we were running massive deficits then, even in 
good times — an overly loose monetary policy because the Fed was 
very accommodating after 9/11 for an extended period of time, cou- 
pled with a failure to regulate very risky financial instruments. 
You know, Warren Buffett called derivatives “a nuclear time bomb 
waiting to go off,” and in some ways that occurred, certainly with 
AIG. 

And so you had a perfect seed bed for bubbles to form, and, boy, 
did we get bubbles. We got a housing bubble. We got a commodity 
bubble. Wheat went to $20 a bushel. We got an energy bubble. Oil 
went to $100 a barrel. So we did not just have a housing bubble. 
We had a whole series of bubbles in which we had really laid the 
foundation by loose monetary policy, loose fiscal policy. Unusual to 
get them at the same time. That is another whammy to the econ- 
omy. And here we are cleaning up the economic wreckage. Dr. 
Johnson? 

Mr. Johnson. Morgan Stanley has a very nice report on the so- 
called global carriage rate which is fed by this very low interest 
rate environment. I do not have my copy with me. I am sure Dick 
can send it to you. I think you should look at that. Senator Ses- 
sions, and think about these dynamics. 

The points, by the way, that the two of you are making strike 
me as just incredibly parallel to the debate we had in the United 
States between 1907 and 1913 before the founding of the Federal 
Reserve. One the one hand, there was Nelson Aldrich who was 
making very similar points to you. Senator Sessions, worrying 
about the fiscal implications and the inflationary finance that 
would be facilitate by an overloose Fed. On the other hand, there 
was the Pujo Committee and Louis Brandeis, Senator Conrad, who 
was articulating a position very much like yours, which was that 
the financial sector, without a surety that the financial sector was 
going to be reined in and regulated and controlled — they did not 
use exactly those words — financial stability would be the ruin of us 
all. And I have to say, a hundred years later both of those individ- 
uals were right. 

Mr. Berner. And I agree with that. Senator. I would say beyond 
that, you know, we are using monetary and fiscal tools, which are 
blunt tools, to try to solve our problems. But as we have all talked 
about, we are just still experiencing the legacy of this financial cri- 
sis. And as I indicated in my testimony, we have not employed the 
tools that we could to clean up the legacy of that financial crisis. 
If we did, then the Fed would not have to run the kind of monetary 
policy it is running. And as I also indicated, we would have a bet- 
ter-performing economy. We could unwind some of that fiscal stim- 
ulus that we have used to help the economy in the short run. 

Mr. Malpass. Mr. Chairman, your statement was one of the best, 
succinct statements of the causes of the crisis. You mentioned loose 
monetary policy, loose fiscal policy, poor regulatory policy, and I 
would add in mistakes on Wall Street, and that is the sum of it. 
And if everyone would accept that and then try to avoid that in the 
future, we would be a step ahead. A very good statement of it. 
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Chairman CoNRAD. Senator Toomey. Could I just say to my col- 
leagues, we promised to end this hearing at noon for our witnesses, 
but Senator Toomey has not had his second round, and we will go 
to him now. 

Senator Toomey. Thank you, Mr. Chairman, and I will just be 
brief It seems to me that if you look at many traditional measures 
of monetary policy, we are currently embarking on a very unusual 
and, it seems to me, dangerous course. Please correct me if I am 
wrong, but my understanding is prior to the recent huge purchases 
of Treasuries by the Fed, the traditional measures of money supply 
were already growing significantly. Ml and M2 and so on. 

If you prefer to look at the Taylor Rule, for instance, which some 
do and some do not, but by that measure interest rates are well 
below where they ought to be. 

If you look at commodity prices across a very broad range — pre- 
cious metals, agricultural, other commodities — we are seeing very, 
very high rates, in some cases record rates. Does not the cumu- 
lative evidence here suggest that there is a very significant risk of 
much higher inflation? And when CBO projects less than 2 percent, 
I believe, over the next several years, could each of you just suggest 
whether you think it is likely that inflation in the United States 
will remain at or about 2 percent in the coming years? 

Mr. Malpass. I think it will be above. I think you are exactly 
right in describing the problem. I will add in we already see the 
inflation in other countries where they are closer to commodities in 
their CPI baskets, so that evidence is there. And I will add in the 
point that the Fed has been very wrong on that inflation estimate 
in the past. So, in 2003, 2004, and 2005, when the Chairman was 
describing the 1-percent interest rate policy and the small in- 
creases, the Fed drastically underestimated the core PCE deflator 
that would come out and — 

Chairman CoNRAD. David, can we just stop you on that? For peo- 
ple who are listening, the core PCE, can you explain what that is? 

Mr. Malpass. Yes. PCE is the personal consumption expendi- 
tures, and that just means consumption, and the Eed uses the core 
measure, meaning excluding food and energy, let us measure infla- 
tion by core prices. 

Chairman CoNRAD. And they underestimated at the time that in- 
crease. 

Mr. Malpass. There is, I think, a huge mistake in the technique 
the Eed is using because when they look at the number today, it 
is based on what people bought last year and the prices of those 
old items. And because people are very fad oriented, meaning they 
want to buy the hot items, when you measure your inflation based 
on what people bought last year, those prices are going down. That 
is like taking the sale items, the old model cars, where the new 
model cars are going up in price. And what happened very dis- 
tinctly in 2003, 2004, and 2005 — and 2005, really — is after revision, 
the inflation was above the Eed’s top limit, above the 2- percent 
ceiling every quarter from 2003 to 2007. And yet the Eed kept say- 
ing and promising during that period that inflation was moder- 
ating. So it is making Senator Toomey’s point that we really should 
not be so confident of that — I mean, I am not confident at all that 
we are avoiding inflation. Now the Eed is very loose. 



257 


Mr. Johnson. I think we are definitely not avoided infiation. To 
state this in a slightly different way, headline infiation, which is 
the inflation that you care about, is going up, and there you will 
feel it. The Fed takes food prices and energy prices out of its meas- 
ure of core inflation. Other central banks do not do that. The Cana- 
dians, for example, take out the most volatile items, but those are 
different items from what the Fed takes out. And this is a very con- 
scious decision based on the historical view of what drives inflation 
over a longer period of time. We will see whether that turns out 
to be right, but certainly in terms of purchasing power of con- 
sumers, David’s point, people who consume particularly things that 
are really commodity intensive, relatively poor people have a larger 
pot of — their consumption goes on food, for example. They are going 
to be hurt by what happens. 

Mr. Berner. Inflation is partly set globally. We are clearly see- 
ing commodity prices and food and energy prices rising. It is al- 
ready rising, as my colleagues have pointed out, in other countries. 
And so, you know, the Fed, as you pointed out. Senator Toomey, 
is trying to boost inflation expectations. We do have a tug of war 
going on. There is a lot of slack in the economy, and that is keeping 
inflation in check. But those global forces together with rising infla- 
tion expectations are going to lift not just headline inflation but, in 
my view, core inflation over time. 

Now, a little bit of that in the next year is not a bad thing. What 
would be a bad thing is if we got a lot of it, obviously, we would 
see not only inflation rise, but we would see the interest on Federal 
debt, as you pointed out earlier, rise very significantly. 

Senator Toomey. Thank you, Mr. Chairman. I would just point 
out that we learned in the 1970s that we can have a lot of slack, 
weakness in the economy, and still have very high inflation. So it 
is a real concern of mine. But I thank you all for answering the 
question. 

Chairman CONRAD. Thank you. Senator Toomey. 

Senator Sessions. 

Senator Sessions. Well, forgive me if I do not think they are 
Masters of the Universe that fully understand the complexities of 
the market. You would all be billionaires instead of millionaires, I 
suppose. It is hard to predict what is going to happen, and I cer- 
tainly do not think Mr. Bernanke has had — I do not think he de- 
serves credit for advising Mr. Greenspan to prolong easy money too 
long. And I would just — Mr. Zulauf in the roundtable added this — 
and I will ask this as a final question since we made reference to 
Mr. Volcker. “In the late 1970s and 1980s, Paul Volcker crunched 
inflation by applying very real high interest rates for several years. 
Now we are seeing the same process just in reverse. Just as it took 
several years for the market to see that Volcker’s policies would 
lead to declines in inflation and interest rates, it will take years 
for the market to realize the Fed’s current policies are highly infla- 
tionary.” 

Any comment on that? 

Mr. Malpass. I agree with that concern, and I think the Fed 
should stop buying bonds. It is a high priority from both a fiscal 
standpoint and a monetary policy standpoint that they do that. 
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As far as the risk then for us of higher inflation, one problem 
that we run into is whenever the problem is distant, then people 
will not focus on it. So if I say when do I think we are going to 
go over 5 percent inflation, probably not for 1 or 2 years, and so 
that does not give you the urgency. 

So one of the things we are doing today is trying to say, look, 
we do not know what is going to happen next month or next year, 
but what we do know is we are too close to the brink on the tipping 
point. So if you can, please stop spending. Try to find procedures 
that give us some confidence about the 10-year outlook on spending 
as well. 

Mr. Berner. I would just reiterate. Senator, the points I made 
earlier. Number one, if we adopted the right policies to fix our eco- 
nomic problems and housing and other problems, then the Fed 
would not be running the policy that it is running today. And I 
agree with David that, you know, inflation is a process that works 
gradually, and that gives us a little bit of leeway in terms of where 
it is going to go. But, of course, because it has a lot of inertia to 
it, once it gets going then we need to be careful, and the market 
reaction to higher inflation will not be kind to the Federal budget. 

Mr. Johnson. Senator, I think there is a floor in the Federal Re- 
serve Act. The Federal Reserve Act says that the mission of the 
Board in this instance is to aim for full employment and price sta- 
bility. There is no mention about financial stability. None of the 
discussion that you were both putting before us in terms of the fi- 
nancial dynamics and how things went wrong and what is likely 
to happen in the cycle, none of that is seen as their top priority. 
And as a result, they feel the need to pursue this policy that makes 
you uncomfortable, and I think you are right to feel uncomfortable 
and very nervous about it. This is a very bad place to be. It would 
be better if we had had more fiscal space coming out of the last 
boom. Then you would — I mean, you could still argue whether you 
want to do the tax cuts or the spending increases. Fine. But you 
would have had more space within which to react to the financial 
crisis without pushing up against the Reinhart-Rogoff limit or Da- 
vid’s debt limits. But that is not how we ran things in the boom, 
and as a result, we have over 9 percent unemployment. The Fed’s 
job is to get that down, and that resulted in this monetary policy 
that is a huge Hail Mary pass, if I may use a Super Bowl meta- 
phor. 

Chairman CONRAD. Thank you. Thank you all. We appreciate 
very much your contributions to this Committee, and I think this 
has been an excellent hearing. I want to thank Senator Sessions 
for his contributions as well. 

We will stand adjourned. 
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Questions for the Record 
From Senator Begich 
For Dr. Richard Berner 
Private Sector Forecasting of the Economy 
February 1, 101 1 
Senate Budget Committee 

1) Can you speak to the economic consequences of shutting down the government and allowing the CR to 
expire with no path forward? lb) Treasury Secretary Timothy Geithner has said the U.S. could hit its 
current debt ceiling of $14,3 trillion, set last year, by the end of March, Can you also speak to the 
economic consequences to not raising the debt limit? Can you discuss the confidence you believe the credit 
markets will or will not lose in the Treasury, if we do not raise the debt limit? 

A: The economic consequences of shutting down the government and allowing the CR to expire with no 
path forward would depend on how long the shutdown persists. If the shutdown lasted more than a few 
days, the consequences could be noticeable, as some spending programs stop. There have been six Federal 
government shutdowns since 1981. The first five lasted from less than a day to a few days and had no 
noticeable impact on the economy or markets. In 1995-96, a three-week shutdown lurloughed about 
300,000 workers, delayed applications for social security benefits and passports, and closed national parks. 
The uncertainty over such a longer shutdown would likely mildly disrupt financial markets. However, it is 
important to note that a lapse in a CR would only affect discretionary spending programs and there is even 
a waiver for personnel and services deemed to be “essential”. 

In contrast, the economic consequences of not raising the debt limit would potentially be severe. A debt 
ceiling crisis is far more serious than a government shutdown because it affects all government obligations 
- interest payments, social security, Medicare, etc. — and nearly all Federal debt. In the very short run, the 
Treasury can forestall a crisis by paying down certain Treasury bills on the Fed’s balance sheet under the 
Supplementary Financing Program, and with accounting maneuvers to make room for borrowing under the 
debt ceiling. These maneuvers could extend Treasury’s ability to borrow into the summer months, but not 
beyond.' If the crisis escalated with no path forward, it could rattle investor confidence with negative 
consequences for the Treasury’s cost of finance, for the dollar and for equity and credit markets, Persistent 
negative market reactions likely would depress the economy. 

Past experience suggests that the impact on financial markets of such a standoff would likely be modest, 
however, especially as investors anticipated a timely resolution to the showdown. It’s impossible to isolate 
the market impact of such developments, because many factors influence markets simultaneously. But 
some evidence suggests that there was a noticeable spillover effect on bond and currency markets during 
the 1995-96 experience. For example, in the lead-up to the 1995-96 episode, House Speaker Gingrich 
delivered a speech on September 20, 1995 in which he warned that he was prepared to default on the debt 
unless the President agreed to Republican demands. “1 don’t care what the price is,” Gingrich said. The 
Washington Post on September 2 1 , 1995 (partially) attributed a 5% intraday plunge in the dollar and 
significant drop in bond prices to the speech, although noting that markets partly recovered by day’s end. 

The extent of any loss of confidence in the Treasury following failure to raise the debt limit would depend 
on the duration of the crisis, as well as the actions that market participants expect to resolve it. It is difficult 
to know what markets expect, or to use investors’ terms, what is “in the price.” We guess that most 
investors expect the Administration and Congress will compromise and pull back from the brink. In 
contrast, a crisis that takes both sides beyond that point would likely trigger a severe loss of confidence — 


' See David Greenlaw, “The Looming Debt-Ceiling Showdown,” January 6, 201 1, On January 27, Treasury 
announced that it would begin paying down T-bills issued under the Supplementary Financing Program, The $200 
billion in outstanding SFP bills on the Fed’s balance sheet count against the debt ceiling. The additionai borrowing 
room provided by the $195 billion SFP bill paydown will postpone the constraint from March until mid-May, 
Accounting moves involving nonmarketable debt in government tmst funds could allow another $250 billion in 
borrowing, extending the debt ceiling constraint until mid-July. 
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not just in the Treasury, but also in our ability to govern and pay our bills. The consequences for markets 
and the economy could be severe indeed, 

2) Can you please provide a reasonable time to the significant lowering of the debt? 

A: It would be reasonable to make significant progress on our fiscal challenges over the next five to ten 
years. In considering policies to put the US on a sustainable fiscal path, Congress should aim first at 
stabilizing the level of debt in relationship to GDP and then at reducing it over time. Such policies, if 
credible, will reassure investors that our debt obligations have value. Over time, they will also free up 
resources and capital for productive investment. 

Investors don’t require immediate results. They understand that our fiscal challenges are long-term in 
nature; that changes to entitlement programs must be phased in because of the nature of their promises to 
present and future generations; that getting buy-in from voters on specific changes will require time; and 
that debt/GDP is likely to rise further in the short run under any scenario. However, investors do know that 
the longer it takes for us to get our fiscal house in order, the more at risk we are and the tougher adjustment 
will be in the end. So in order to retain their confidence in our policies, investors do require a credible 
game plan for getting there. 

There is no shortage of credible ideas first to stabilize and then to reduce the debt/GDP ratio over time. For 
example, according to the authors, the Bowles-Simpson Commission’s plan would, if implemented, 
achieve nearly $4 trillion in deficit reduction through 2020, stabilize debt by 2014 and reduce debt to 60% 
of GDP by 2023 and 40% by 2035.^ The tax reform proposals embedded in the plan, moreover, would 
probably enhance productivity and potential GDP growth over time. However, there is no free lunch in any 
of those proposals or in others like them, they create both winners and losers. But there would be a 
significant, long-term cost to everyone from continuing to kick the can down the road. The sooner 
policymakers explain why sustainable fiscal policies are needed, the sooner we can start moving towards 
them, 

3) As Dodd-Frank gets implemented; one of the issues that continues to surface is how the “Qualified 
Residential Mortgage (QRM)” safe harbor should be defined. Some are suggesting a very narrow 
definition that would require significant downpayment (e.g. 30% down payment) on a 30-year Fixed Rate 
Mortgage. Others, want a more broad definition that includes products that historically, and currently, 
perform well. Can the witnesses speak to the potential impact that a very conservative, narrow definition of 
QRM - for example supporting a 30-yr fixed rate mortgage with 30% down payment - will have on the 
housing market, and in-tum the national economy? 

A: To improve future underwriting, and thus limit the risks to the financial system and the economy, Dodd- 
Frank requires that securitizers in the future retain 5% of the credit risk in assets they originate and transfer 
through issuance of an asset-backed security, with exceptions for certain “qualified residential mortgages” 
and CMBS. Limiting the QRM to 30-year, fixed-rate mortgages with a 30% downpayment would limit the 
supply of mortgage credit relative to what it would be with the broader spectrum of mortgage products that 
have performed well over time. Indeed, the ongoing uncertainty over how to define the QRM safe harbor 
is in itself having a negative impact of the ability and willingness of originators to securitize mortgages, 
and thus on the supply of mortgage credit. 

However, policymakers must balance the need for financial stability (via appropriate underwriting 
standards) against the desire for ample, affordable housing finanee. As a benchmark for the QRM 
standards, it would be reasonable to choose the traditional 80% ioan-to-value (LTV) ratio, prime credit, 
owner-occupied, full documentation loan; in the past, such mortgages have balanced those needs well. 

The most important variable in defining the QRM in any case is the maximum LTV; the maturity of and 
rate applied to the loan are less important (but credit imderwriting standards and documentation are also 
critical ingredients in any such standard). That’s because housing is a leveraged investment, so the LTV is 


^ The Moment of Truth: Report of the National Commission on Fiscal Responsibility and Refomi . December 1, 2010. 
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the key determinant of credit availability. Low LTVs force the borrower to have more skin in the game, 
and thus to have the capacity to absorb the losses from a decline in home values. Less-levered lending 
reduces the potential threat to the financial system from such a decline. Conversely, reducing allowable 
LTVs would reduce credit availability; for example, cutting allowable LTVs from 80% to 70% (or 
equivalently, raising required downpayments from 20% to 30%) for all mortgages would substantially 
reduce the pool of eligible borrowers. 

It’s critical to note that the QRM criteria are moot in today’s markets, and will probably stay moot until 
housing finance is back on firmer ground. The supply of mortgage credit is still impaired by the legacy of 
massive housing imbalances and the threat of future losses. That is manifest in LTVs averaging 70% today 
for conforming loans, and as high as 40% for jumbos. Lenders are also demanding higher FICO scores; 
increases average 25-50 point. Finally, the risk of mortgage “putbacks” is restricting the supply of credit. 
Mortgage loans are eligible to be put back to originators for material breaches of representations and 
warranties made to the buyers of those loans. Unfortunately, such breaches typically only surface in the 
event of default or foreclosure proceedings. “Reps and warranties” typically involve the validity of the 
lien, compliance with underwriting criteria and applicable laws. The GSEs (e g., Fannie, Freddie and 
Ginnie), the trustees of private-label MBS, the monoline credit insurers, and other investors can put these 
securities back to the originators. Originators, fearful of future putbacks, are only willing to refinance or 
extend new credit to borrowers with the most pristine credit and ample housing equity. 

Policymakers should be aware that implementing a 5% risk retention rule with a QRM safe harbor 
provision is far from the only way to improve underwriting standards. Indeed, there is no substitute for 
tried and true underwriting processes developed by lenders over decades. These include adequate 
downpayments, limiting monthly payments to a reasonable share of income, and documentation of income, 
net worth, and credit history. 

The broader point is this; In taking steps to fix housing finance, it is completely appropriate to look ahead 
to the new regulatory architecture that will balance efficient intermediation between borrowers and lenders 
and a stable financial system. What should be the appropriate role of government in housing finance and 
reform of the GSEs? What are appropriate rules under the just-passed financial reform legislation? 

The problem with these discussions, while needed, is that they create uncertainty for lenders and investors 
who are still struggling with the legacy of past loans gone bad. This underscores how critical is the 
sequencing of policy options; The first priority should be to focus on repair, to reduce housing imbalances 
and restore market functioning. Only then can policymakers implement reform of mortgage finance — 
including rules governing underwriting, securitization, loss taking, and the housing GSEs — critical to 
assure longer-term financial and economic stability. 

4) As the financial crisis has abated, and our attention has become focused on the causes and culprits, the 
U.S. housing finance system - specifically, the secondary mortgage market - has come under attack for 
providing too many people with access to mortgage capital. We all agree that the pendulum had swung too 
far toward “easy credif ’; however, swinging the pendulum back too far the other way, or just scrapping the 
secondary mortgage market as some suggest, may also impact our economy as negatively. Can you 
provide us with your thoughts on the impact that a fully privatized secondary mortgage market will have on 
the housing sector and the overall economy when another economic downturn occurs? 

A: The impact on housing and housing finance of would depend on the speed of such a move. Quickly 
moving to such an arrangement in today’s circumstances would be devastating for housing; credit 
availability would dry up and the cost of credit would rise significantly. As noted in Question 3, this 
underscores again that the sequencing of policy options is critical; The first priority should be to focus on 
repair. Only then can policymakers implement reform of mortgage finance. 

Assuming those steps are taken, moving gradually to a fully privatized secondary mortgage market with no 
government support likely would provide a lower level of residential mortgage credit through the credit and 
business cycles than has been prevalent under the public-private hybrid system of housing finance that 
developed over the past forty years. The lack of a countercyclical government backstop for mortgage 
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markets — a role played in our current system by our housing GSEs and the home loan bank system — 
could also make such a private system more vulnerable to financial or economic shocks, and worsen 
housing downturns and their spillover to the rest of the economy. Indeed, the desire for greater credit 
availability and a buffer for housing finance were two key reasons for setting up the present system in the 
first place. ^ And it seemed to work: In the wake of the Asian financial crisis, LTCM and the Russian debt 
default, the GSEs intervened in mortgage markets and played a countercyclical role. 

However, the financial crisis has exposed the flaws in that system. It was successful at providing ample 
credit, but “easy credit” likely contributed to the housing bubble and the severity of the ensuing bust. The 
government backstop for the mortgage market may have worked in the short run, but it created moral 
hazard, giving lenders and originators comfort that they could sell or securitize loans with thinner borrower 
equity cushions and lower credit standards than otherwise. The GSEs themselves used their implicit 
government guarantee to emphasize growth over prudence. The fact that their stakeholders received the 
profits while taxpayers were on the hook for losses also increased the GSEs risk appetite. And their 
implicit guarantee undermined the private secondaiy mortgage market, because private participants could 
not compete with the GSEs. 

Currently, private mortgage markets remain dysfunctional. Policies to deal with the legacy of that bust 
have so far been ineffective. The GSEs are not playing their previous countercyclical role. Housing 
imbalances and tight credit are thus locked in a vicious circle with housing activity and home prices, 
despite a record plunge in housing activity and thus supply, record declines in home prices, and plunging 
mortgage rates. Until housing imbalances are virtually eliminated, it is hard to imagine a ftilly functioning 
secondary mortgage market, let alone one that is fully privatized. 

Could a fully privatized system, one without the moral hazard of government-sponsored easy credit, limit 
the potential for future housing booms and busts? It would likely reduce lending excess but taking away 
government support won’t eliminate lender exuberance in a boom. Lacking appropriate regulation and 
oversight, the competition among private lenders/investors for yield in a boom will likely contribute to 
excess and mispriced loans. Moreover, when financial shocks hit, acute market stress would spur pressure 
to provide government support to the mortgage market and/or to firms seen as critical to its functioning. 
Both underscore the need for appropriate regulations governing, and supervision and oversight of mortgage 
lending, or any lending. And they highlight the need for (macroprudential) tools to manage risks across the 
financial system. 

Policies towards housing finance must balance the need for efficiency and entrepreneurship with safety, 
soundness and financial stability. Financial institutions must be able to earn a positive return over their 
cost of capital; otherwise, they could not attract the private equity or debt capital essential for their 
functioning. And the financial system requires a lender of last resort — typically the central bank — to 
provide liquidity at a penalty rate to going concerns under stress and to the system in the event of shocks. 

But to assure safety, soundness, and financial stability, the financial system also requires appropriate 
regulations for lenders’ capital and liquidity, regular testing to assess their capacity to absorb idiosyncratic 
and systemic shocks, appropriate supervision and oversight, a mechanism to resolve large complex 
institutions, and rules regarding margins and haircuts for securitization. 


^ However, see comments below about the pressure for government interventiwi in periods of acute stress. See also 
Congressional Budget Office, Fannie Mae. Freddie Mac. And The Federal Role In The Secondary Mortgage Market. 
December 2010 
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April 26, 2011 
Simon Johnson 


Responses to written questions posed by Senator Begich 


1) With regard to including low-income children and families in the push for competitiveness and 
higher productivity, I would strongly support any measures that (a) address health issues for that 
part of the community (e.g., asthma and other illnesses that reduce school attendance, (b) 
strengthen access to programs such as Head Start. Our education system is under great stress. 

2) It is very hard to provide effective support to poorer families during very sharp economic 
downturns. The most important measures we could now take are with regard to making our 
financial system safer and less prone to collapse. The Financial Stability Oversight Council should be 
pressed for decisive action in this direction. 

3) I'm not an expert on the detailed accounting used by the Social Security trust fund. As a general 
principle, however, what matters for that and other trust funds is the level of revenue available to 
the federal government as a whole looking forward over some decades - relative to future 
commitments. 

4) United States T reasuries are one of the lowest risk investments in the world. Reports that we are at 
risk of losing that status have been greatly exaggerated. Nevertheless, it is important that no 
irresponsible actions are taken with regard to increasing the debt limit -the goal should be to ensure 
that markets are not disrupted. Also, while we have time to conduct a serious longer-run budget 
debate, this needs to be concluded within the next few years. There will be greater competition 
from other countries and currency blocs to offer safe "reserve assets", particularly after 2015. 




TAX REFORM: A NECESSARY COMPONENT 
FOR RESTORING FISCAL RESPONSIBILITY 


WEDNESDAY, FEBRUARY 2, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Murray, Wyden, Nelson, Stabenow, 
Cardin, Sanders, Whitehouse, Warner, Merkley, Begich, Coons, 
Sessions, Grassley, Enzi, Crapo, Ensign, Cornyn, Graham, Alex- 
ander, Thune, Portman, Toomey, and Johnson. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CoNRAD. The Committee will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Today we focus on tax reform and the important role that 
many of us believe it can play in addressing our Nation’s long-term 
budget challenges. 

We are fortunate to have four outstanding economists with us 
this morning who are deeply knowledgeable about tax reform. 

Dr. Gene Steuerle, Senior Fellow at the Urban Institute. Gene 
has been before this Committee many times. He is somebody that 
enjoys credibility on both sides of the aisle. Dr. Donald Marron, the 
Director of the Urban-Brookings Tax Policy Center, somebody who 
is very familiar to the Committee as well, and we very much re- 
spect his advice. Dr. Rosanne Altshuler, Professor of Economics at 
Rutgers University, who testified before the President’s Fiscal 
Commission, as did Dr. Marron and Dr. Steuerle. And Dr. Larry 
Lindsey, President and CEO of the Lindsey Group, very well 
known in economic circles as well. We thank all of you for agreeing 
to give us some of your time. We deeply appreciate it. 

Let me just begin by reviewing the State of our fiscal affairs. 
Last week, the Congressional Budget Office released its annual 
outlook report. That report should serve as a wake-up call to every- 
one who is concerned about the Nation’s finances. The chart depicts 
CBO’s new 10-year baseline projections, with additional policies 
added in, those policies that are most likely to be adopted. We all 
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know that CBO does not do a forecast of what might he adopted. 
They do a forecast based on current law. Then we try to add to that 
things that are most likely to be adopted to get the most realistic 
look at where we are headed. 



Ten-Year Budget Outlook 


Source:. CBO .iincl SBC 

Note CBO's Dtp Biicigct and Econoinii niit'iiok Ftsral Years 2011 to 2021, ' 
ditjiisteci for >,!! oi |>oliciub ot 2001 ,iiid 2003 tax < uts ti.Klitional tax 

t x!.-ikI('Is ami let mil SGR reform aiuf oii'ioiiui overseas iniiit.ii y upei.tliuiis 


That shows that due to passage of the tax extension package and 


the slow pace of economic recovery, CBO is now expecting to see 
deficits of more than $1 trillion a year continuing through at least 


2012. It then shows that deficits will briefly fall before rising again 


as the bulk of the baby-boom generation begins to retire and health 
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care costs continue to climb. Now, if this is not a sobering picture 
of where we are headed, I do not know what would be sobering. 

Make no mistake. We are at a critical juncture. We are bor- 
rowing 40 cents of every dollar that we spend. Spending is at the 
highest level as a share of our economy in 60 years. Revenue is at 
its lowest level as a share of our economy in 60 years. 

Many of us believe that tax reform must be part of an approach 
to addressing our fiscal problems. The current State of the Tax 
Code is simply indefensible. Our Tax Code is out of date and clear- 
ly hurts U.S. competitiveness. 

No. 2, it is hemorrhaging revenue. The tax gap, tax havens, and 
abusive tax shelters undermine the effectiveness of the Tax Code, 
depriving the Treasury of revenue. I believe the combined effect of 
the tax gap, offshore tax havens, and abusive tax shelters is lead- 
ing us to lose more than $500 billion a year. More than $500 billion 
a year. 

In addition, the Tax Code is riddled with expiring provisions. 
This creates enormous uncertainty for citizens and businesses, 
making it difficult for them to plan. If we took steps to simplify and 
reform the Tax Code, we could reduce tax rates below where they 
are today and still get more revenue. 

Now, let me repeat that. If we were to broaden the base and fun- 
damentally reform the tax system, we could actually lower rates, 
helping America be more competitive and generate more revenue. 
Along with lower tax rates, the tax reform would then allow us to 
increase revenue to help reduce the deficit. 


The Need for Tax Reform 

• Tax system out of date and hurting U.S. 
competitiveness 

• Hemorrhaging revenue - tax gap, tax 
havens, abusive shelters 

• Expiring provisions create uncertainty 

• Simplification and reform keep rates low 

• Long-term imbalance must be 
addressed 


I think we also need to be realistic about what is necessary to 
meet the needs of the Nation and return the Nation to a sustain- 
able, long-term fiscal trajectory. Looking at revenues has led some 
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to argue that revenues should he held at the historic level over the 
past 40 years, about 18 percent of GDP. Revenues, I want to point 
out, at that level would not have produced a single balanced budget 
in all of that time because spending exceed 18 percent of GDP in 
every year. In fact, on the five occasions when the budget has been 
in surplus since 1969, revenues have ranged between 19.5 percent 
of GDP and 20.6 percent of GDP. It is this higher level of revenue 
that I believe provides a more useful guidepost for what is needed 
if we hope to dig ourselves out of the fiscal hole and set the budget 
on a sustainable path. Let me indicate that would mean we would 
have to have very significant cuts on the spending side because we 
are well over 21 percent of GDP on the spending side. We are over 
24 percent of GDP on the spending side. 



Historical Average for Revenues 
is Not a Useful Benchmark 


.(Percent of Gl P) 


Setting Revenue at 40-Year 
Average Would Have Resulted 
in Deficits Every Year 


Actual Spending 
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Last Five Times Budget in Surplus, 
Revenues Neai^ 20% of GDP 


(Revenues >a % of Qpp^- 



Tax reform gives us an opportunity to lower tax rates at the 
same time we are raising revenues. Tax reform achieves this goal 
by broadening the tax base by eliminating or scaling back so-called 
tax expenditures. Tax expenditures are all of the deductions, exclu- 
sions, credits, and set-asides in the Tax Code. They are costing the 
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Treasury more than $1 trillion in revenue a year. That matches all 
of domestic discretionary spending, and many are no different than 
traditional spending programs. They are simply spending through 
the Tax Code. 


Economist Feldstein on Need 
to Reduce Tax Expenditures 

“Cutting tax expenditures is really the best way to 
reduce government spending.... [E]liminating tax 
expenditures does not increase marginal tax rates or 
reduce the reward for saving, investment or risk- 
taking. It would also increase overall economic 
efficiency by removing incentives that distort private 
spending decisions. And eliminating or 
consolidating the large number of overlapping tax- 
based subsidies would also greatly simplify tax 
filing. In short, cutting tax expenditures is not at all 
like other ways of raising revenue.” 

- Martin Feldstein 

Professor of Economics at Harvard University 

Chairman of Council of Economic Advisers under President Reagan 

“The Tax Expenditure’ Solution for Our National Debt,” 

Wall Straat Journal 
July 20,2010 


Here is how well-known conservative economist Martin Feldstein 
described tax expenditures in a recent piece in the Wall Street 
Journal, and I quote — this is, again, from Martin Feldstein: “Cut- 
ting tax expenditures is really the best way to reduce Government 
spending. Eliminating tax expenditures does not increase marginal 
tax rates or reduce the reward for saving, investment, or risk tak- 
ing. It would also increase overall economic efficiency by removing 
incentives that distort private spending decisions. And eliminating 
or consolidating the large number of overlapping tax base subsidies 
would also great simplify tax filing. In short, cutting tax expendi- 
tures is not at all like other ways of raising revenue.” 

I think this is a critically important point. 
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Tax Reform in Fiscal 
Commission Plan 

• Eliminates or scales back tax expenditures, and lowers rates 

• Promotes economic growth and improves America’s 
global competitiveness 

• Makes tax code more progressive 

• “Illustrative” tax reform plan: 

- Three rates for individuals - 12%, 22%, 28%; 
corporate rate of 28% 

- Capital gains / dividends taxed as ordinary income 

- Reforms mortgage interest and charitable deductions 

- Preserves Child Tax Credit and EITC 

- Repeals AMT 

• Revenues grow to 21% of GDP by 2022 


The President’s Fiscal Commission, of which I was a member, 
issued its report last December, and I believe that tax reform may 
be the most important component of the Fiscal Commission’s plan. 
Here are the key elements of tax reform included in the Fiscal 
Commission’s plan: 

One, eliminates or scales back tax expenditures and lowers tax 
rates. This promotes economic growth and dramatically improves 
America’s global competitiveness. It makes the Tax Code more pro- 
gressive. The Commission’s report included an illustrative tax re- 
form plan that demonstrates how eliminating or scaling back tax 
expenditures can lower rates. Instead of six brackets for individ- 
uals, the plan includes just three brackets of 12, 22, and 28 per- 
cent. The corporate rate would also be reduced from 35 to 28 per- 
cent, helping improve the competitive position of the United States. 

Capital gains and dividends are taxed at ordinary rates. The 
mortgage interest and charitable deductions would be reformed, 
better targeting these tax benefits. The child tax credit and earned 
income tax credit would be preserved to help working families. And 
the alternative minimum tax would be repealed. That is the kind 
of tax reform that I believe we need to adopt. 
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The Commission plan was also important because it showed how 
to reduce the deficit and debt in a balanced way. It included cuts 
in discretionary spending, entitlement reform, and tax reform. You 
need to have those three fundamental components to be successful. 
At least I believe that is the case. 

In total, about two-thirds of the deficit reduction between 2012 
and 2020 in the plan resulted from reductions to spending. The 
proposed spending cuts were significant. I would even argue on the 
domestic side probably went too far. Taking revenues out of the 
equation would have made it impossible to obtain the desired def- 
icit reduction goals. Cutting spending alone or, as some would sug- 
gest, only cutting non-defense discretionary spending would require 
such Draconian reductions that they simply could not be sustained. 
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Debt as Percent of GDP 
Under Commission and 
Ryan Proposais 
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Let me just conclude on this chart. Chairman Ryan’s road map 
that he has laid out — this is the Chairman of the House Budget 
Committee — I believe proves the point that revenues have to be 
part of a plan to reduce the deficit and the debt. He proposes dis- 
cretionary and mandatory spending cuts, but actually makes things 
worse on the revenue side. The result is that his plan increases the 
debt as a percentage of GDP for the next 30 years. In fact, he does 
not achieve balance for 53 years. He does not achieve balance for 
53 years. He dramatically increases the debt, both in dollar terms 
and as a share of GDP. 
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To solve the long-term challenge, it will require real compromise 
and a great deal of political will. We need everyone at the table, 
and we need to have both sides. Democrats and Republicans, will- 
ing to move off their fixed positions in order to achieve a result im- 
portant for the Nation. We cannot continue to put this off. We need 
to reach an agreement this year. It is time, I believe, for the ad- 
ministration and leaders of Congress, Democrats and Republicans, 
to sit down and hash out a long-term plan. 

We will now turn to Senator Sessions for his opening remarks. 
I apologize to my colleagues for the length of that introduction, but 
I thought it was important in light of the subject we have before 
us today. Senator Sessions. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you, Mr. Chairman. I am glad to see 
your passion and leadership showing itself on this issue because we 
have to do some things. We cannot continue business as usual. The 
article in the Wall Street Journal in which the International Mone- 
tary Fund — I believe it was in the Washington Post, in which the 
International Monetary Fund called on the United States to get its 
house in order like other nations in the world, used the phrase that 
all the other developing nations who are facing debt crises — and 
most of them are — are entering into a dialog with their people to 
explain to them why changes have to occur. So I have been critical 
of the President’s State of the Union address in which he spent 
very little time in an honest, direct, open way discussing with the 
American people why business as usual cannot continue. 

I so much appreciate your Statement that this Committee may 
be where the leadership has to come, and I would be there with 
you. 

I am totally appreciative of the concept that you. Senator Wyden, 
the Deficit Commission, and others — conservatives, writers, and in- 
tellectuals — who favor tax simplification. Mr. Lindsey, I was real- 
ly — I hope you do not mind me quoting from your remarks. But you 
quote a number of economists who say that sensible, revenue-neu- 
tral tax reform could result in 5 to 10 percent more of GDP growth 
over 10 years in one study, an 18-percent increase in GDP output. 
Larry Summers, the recent former adviser to President Obama, 
found in another study that there was 19 percent more growth. 
These are stunning numbers. So we would leave that on the table. 
Frankly, I doubt they are that high, but if we could get close to 
that, if we could get a third of that, that would be marvelous for 
us because it would be, as you indicated, sort of free money, Mr. 
Chairman. In other words, it would create more growth which 
would create more revenue. 

President Obama in his State of the Union address said, “For ex- 
ample, over the years, a parade of lobbyists has rigged the Tax 
Code to benefit particular companies and industries. Those with ac- 
countants or lawyers to work the system can end up paying no 
taxes at all. But all the rest are hit with one of the highest cor- 
porate tax rates in the world. It makes no sense, and it has to 
change. So tonight, I am asking Democrats and Republicans to sim- 
plify the system. Get rid of the loopholes. Level the playing field. 
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And use the savings to lower the corporate tax rate for the first 
time in 25 years — without adding to our deficit. It can he done.” 

Well, I think if we simplify the corporate tax rate properly, we 
can in a revenue-neutral way probably create more revenue. 

But let me tell you, the problem is far more serious than that. 
We have, even in the real rate terms, one of the highest if not the 
highest corporate rate in the developed world. Corporations are 
making decisions every day where to expand, where to hire work- 
ers. We learn things in airports. I happened to be on the plane 
with a very impressive CEO of an international corporation. CEO 
North America had an Alabama plant, and he was so frustrated. 
I ended with an empty seat, and he came by and sat by me and 
told me this story. This is the story he told: that they had competed 
within their plants worldwide in this big company to do a new 
chemical process that would create 200 jobs. They had worked ex- 
tremely hard at the Alabama plant and had won the competition. 
He submitted it, and they had the lowest cost per gallon of chem- 
ical stuff, and the plant was going to be expanded in Alabama, we 
were going to gain 200 jobs — until the people back in Europe said, 
“We have to calculate the taxes,” and they recalculated the bid 
based on taxes. We lost 200 jobs. 

This is not academic. This is going on every day. We have an un- 
employment rate that is unacceptable, and to have the highest cor- 
porate tax rate virtually in the world, and other nations are seeing 
the light and reducing it, and we remain high. So even if we elimi- 
nate certain deductions and have a fiat rate that appears lower, it 
seems to my simple mind that we have no less real burden on the 
corporate community than we had before. So I think we need to fig- 
ure out a way to reduce the rates. And if it has to be paid for by 
some tax increase in some other area, I am willing to consider 
doing that. 

So I believe we need to simplify, but I also think it would be a 
big mistake if we do not reduce the rates. Of course, the U.K. is 
reducing their rates. Canada, I understand, is going to 16 percent. 
So if we are at 28, 27 after we have adjusted, we are still way 
above that, and a company making the decision of where to 
produce a product might well choose another country than our own 
country to produce that product and cost us jobs. 

So, Mr. Chairman, that is kind of where I am. I do not think I 
am prepared to support just a tax simplification of the corporate 
rate because I believe the entire world is recognizing that the cor- 
porate rate is a job factor, a big job factor. And I think in terms 
of the Laffer factor, if you want to call it that, reducing the cor- 
porate rate I believe is — one of our colleagues said the other day 
a study has come out and shown that if you reduce that rate, you 
get more economic growth than you would in almost any other 
place in the economy. 

Thank you for your leadership. Thank you for this good hearing. 
I look forward to the testimony of our excellent panel. 

Chairman CONRAD. Thank you very much. Senator Sessions. 

Now we will turn to our panel. We will start with Gene Steuerle, 
Senior Fellow, the Urban Institute. Welcome back to the Com- 
mittee, Gene, and please proceed. 
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STATEMENT OF C. EUGENE STEUERLE, PH.D., INSTITUTE FEL- 
LOW AND RICHARD B. FISHER CHAIR, THE URBAN INSTI- 
TUTE 

Mr. Steuerle. Thank you, Mr. Chairman, Mr. Sessions, and 
members of the Committee. Many tax and budget reforms know no 
ideolo^cal or party boundaries. No one favors the unequal justice, 
inefficiency, and complexity we see in our Tax Code today. Neither 
does anyone really favor the ways that tomorrow’s scheduled defi- 
cits threaten our economy and our children. 

You have asked that I concentrate my remarks on what makes 
reform most likely. Reform often starts from a common consensus 
that a variety of fixes would be better than what we have. Bipar- 
tisan agreement led to past successful tax reforms such as in 1986, 
1969, and 1954. Such bipartisan consensus also informed close to 
two-thirds of the members of President Obama’s own Debt Com- 
mission. And such agreement, I would suggest, with admitted bias, 
is displayed by the panel before you. Three of us are from the Tax 
Policy Center. We are former Deputy Assistant Secretaries and 
heads of CBO, and senior economists on advisory panels, ap- 
pointees by both Republicans and Democrats, often come to very 
common conclusions. We are not led by any party identification. 

The more general point is that good Government at either 17 
percent or 23 percent of GDP trumps bad Government at both lev- 
els. When Theseus, the mythical founder-king of Athens, went into 
the Labyrinth to slay the half-bull Minotaur, he was able to escape 
only by following a ball of string back to where he had entered. If 
we are ever to escape the tax labyrinth into which we have jour- 
neyed, I suggest that, like Theseus, we follow the string back along 
four dimensions that define our larger budgetary problems. 

First, we must move to an era of more fundamental reform. A 
simple explanation of the Tax Code’s evolution in recent decades is 
that it broke away from its narrow revenue-raising foundation and 
began to evolve much like the spending side of the budget. Yet 
large systemic reforms require fundamentally different strategies 
than the tax cuts and benefit expansions that seem only to identify 
“winners.” Many domestic reforms — like Social Security reform in 
1983, tax reform in 1986 — are the harbingers of the types of trade- 
offs that modern Government must increasingly engage. 

Second, we must limit how much any Congress can commit for 
the future — ^before that future arises. I no longer divide the budget 
balance sheet into spending and taxes, but into give-away and 
take-away. Especially after the 1990 and 1993 budget administra- 
tions, both political parties have increasingly come to believe that 
it is political suicide to operate on the take-away side of the budget 
to balance the sheets. The consequence of fiscal democracy I have 
developed shows that in 2009, for the first time in U.S. history, all 
revenues were committed before the new Congress even walked in 
the door. 

Third, we must account for and report to the public in a more 
honest way. Right now, for instance, tax subsidies show up in the 
budget as a reduction in taxes when they are bigger Government 
in disguise. 

And, fourth, we must cut across institutional boundaries. Even 
today, tax reforms are unable to replace an education tax credit 
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with the higher Pell grant or a housing tax credit with a housing 
voucher. At the same time, I believe that serendipity arises by 
playing the odds in the right way. Tax reform’s probability of suc- 
cess can be increased by the following steps. 

First, we must seize today’s and not yesterday’s opportunities. 
Yesterday’s included large individual tax shelters, very high tax 
rates, and ever increasing taxation of families with children on 
children and the poor. Today’s include the deficit, high corporate 
rates, and the extraordinary complexity of the tax system. 

Second, we must base reform on well-established principles of 
public finance. Principles like equal justice have powerful appeal 
and lead logically to a whole host of reforms. 

Third, we must comprehensively tackle the problem. Yes, reforms 
create headlines over who loses some subsidy and who pays more 
tax. But the size of the headline is often indifferent to the size of 
the reform. If one is going to take a political hit, one ought to 
achieve something valuable, such as a simpler Tax Code or a more 
sustainable budget. 

Fourth, we need to shift the burden of proof Let opponents argue 
why they oppose a standard based on equal justice or simplicity. 
When the standard is current law, the burden of proof resides with 
reformers who appear to be picking on particular groups. 

Fifth, we must form coalitions based on legitimate liberal and 
conservative principles. Tax reform in 1986, for instance, in no 
small part was supported by two broad coalitions: pro-poor and pro- 
family, and lower rates and reduction in tax shelters. 

Sixth, we must seek better ways to present information. In 1986, 
the old way of presenting tax burdens would have treated those 
with tax shelters as poor people with large tax increases. 

Seventh, we must empower knowledgeable, non-partisan staff to 
navigate the complexities before too many political constraints are 
placed down. The tax reform acts of 1986 and 1969 came out of 
studies of the Treasury Department that were conducted mainly 
with non-partisan staff, with most of the political decisionmaking 
held off until later. 

And, finally, at the political level, we must encourage elected offi- 
cials, A, to lead; B, to be held accountable; and, C, to be empow- 
ered. In 1986 tax reform, Dan Rostenkowski and President Reagan 
led by agreeing not to criticize each other. Also, as the effort moved 
through at least four different stages, someone was always held ac- 
countable and feared being shamed by the failure to enact tax re- 
form. At the same time, tax reform succeeded because leaders were 
empowered to execute a strategic plan as they moved through the 
political minefield. 

Thank you, Mr. Chairman. 

[The prepared Statement of Mr. Steuerle follows:] 
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Mr. Chairman and Members of the Committee: 

Many tax and budget reforms know no ideological or party boundaries. While legitimate 
debates transpire on degrees of progressivity or size of government, no one favors the unequal 
justice, inefficiency, and complexity we see in our tax code today. Neither does anyone really 
favor the ways that tomorrow's scheduled deficits— over and beyond any amount related to 
recession— threaten economic slowdown and place unfair burdens on our children. 

You have asked that my testimony concentrate on what makes reform most likely, given 
the lessons of history. As Heraclitus noted, "You cannot step twice into the same river; for other 
waters are ever flowing on to you," Yet, as I will attempt to illustrate here, a little planning can 
still help one cross the stream. Let me engage in a bit of literary license and distinguish between 
serendipity and luck. Luck is random. Serendipity involves good things happening because one 
takes steps to increase the probability that they will, although almost never in the exact way 
one originally intended. 

With hindsight, commentators typically note how serendipitous circumstances allowed 
past tax and budget reform to happen. With foresight, they are more likely, as in the early 
1980s and today, to be writing books calling such reform "the impossible dream." Yet such 
reforms begin with a common consensus that something is broken and that, while we disagree 
on the perfect fix, a variety of fixes would be better than what we have. It was that type of 
bipartisan agreement that led to past successful tax reforms, such as in 1986, 1969, and 1954, 
Such also was the consensus of close to two-thirds of the members of the President Obama's 
recent debt commission. 

I also suggest (with admitted bias) that the advantages of nonpartisanship are displayed 
in the witnesses you have asked to testify today on the basis of their knowledge, not ideology. 
Three of us today are associated with the Urban-Brookings Tax Policy Center, where former 
deputy assistant secretaries of the Treasury under both Republicans and Democrats co-mingle 
with former heads or acting heads of the Congressional Budget Office appointed by members of 
both parties, as well as with the senior economist to the President's Advisory Panel on Federal 
Tax Reform in 2005, to mention only a few. Party lines and affiliations are neither issues nor 
criteria when we discuss which types of reforms we think might work. 

The more general point is that most of us, elected officials and professionals alike, are 
about the same business: to try to find ways that government can best serve the public. And 
the dirty little secret of tax and budget politics is that while enormous attention is given to a 
decades-old fight over whether government should be 17 percent of GDP or 23 percent of GDP, 
good government at either 17 or 23 percent of GDP trumps bad government at both levels. 
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Understanding How We Got Here 

If reform always seems within reach, then why do we perennially fail to grasp it? When 
Theseus, the mythical founder-king of Athens, went into the Labyrinth to slay the half-bull 
Minotaur, he was able to escape only by following a ball of string back to where he had 
entered. If we are ever to escape the tax labyrinth into which we have journeyed, we must first 
figure out how we got here. 

I suggest that four factors have contributed significantly to the mess that has become 
our tax code today and our seeming inability to fix it: (1) the sometimes disorganized growth of 
domestic policy during what I view as modern government's adolescence; (2) the political 
ascendency of the budgetary politics of "two Santa Clauses at the same time"; (3) misleading 
budget accounting; and (4) jurisdictional limitations within the executive branch and across 
congressional committees. 

Seeking Adulthood. For most of U.S. history, the spending side of government was addressed 
to the items like defense and public works, along with a government infrastructure of 
administration and justice. Transfers were few, and tax issues revolved around what source of 
revenues might best be used to pay for those public goods. With the vast expansion of the 
domestic side of government over the 20th century, as well as the higher subsidy values that 
accompanied deductions and exclusions as tax rates rose, tax policy increasingly became 
inseparable from other domestic policy— in particular, transfers in areas like health. Social 
Security, pensions, housing, and welfare. From an economists' viewpoint, transfers are merely 
negative taxes, taxes negative transfers. As these transfers came Increasingly to dominate a 
growing domestic spending budget, it is not surprising that they came to dominate the tax side 
as well. 


Thus, a simple explanation of the tax code's evolution in recent decades is that it broke 
away from its narrow revenue-raising function and began to evolve much like the spending side 
of the budget. To say one is for tax reform today is like saying one is for spending reform: in 
neither case does it tell us very much. Is the goal stimulus, lower rates, incentives, revenue 
raising, deficit reduction, base-broadening, progressivity, redistribution, simplification, capital 
formation, or preferences for favored ventures or groups? As one consequence, today around a 
quarter of all spending items are in the tax code and, what is equally important but given little 
attention, a huge number of the tax rates people face are hidden in phase-outs of both direct 
spending and tax subsidies. While we can explain this development as a consequence of 
government's movement through adolescence, we have yet to develop the processes and laws 
more applicable to adulthood. 
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Two Santa Clauses at the Same Time. Partly due to the large number of spending items in the 
tax code and effective taxes due to the phase-out of various benefits, I no longer divide the 
budget balance sheet into spending and taxes but, instead, as "giveaway" and "takeaway." 
Especially after the 1990 and 1993 budget agreements, both political parties have increasingly 
come to believe that it is political suicide to operate on the takeaway side of the budget, 
indeed, with perhaps one exception, most members in today's Congress have never voted for 
any significant deficit reduction or for the systemic reform of any major spending or tax 
program. Both deficit reduction and systemic reform, you see, require identifying "losers"— 
those who must give up something to balance the sheets. Whatever one thinks of the 
exception— health reform— controversy over it tends to center less on whether it works than 
on who might be the losers. Accordingly, both political parties for a long time have only enacted 
tax cuts and spending increases while hoping that the other party will enact the tax increases 
and spending cuts that balance the government's books. 

Even when we know that the situation is no longer viable— as today, when we only 
collect $2 for every $3 we spend— the stalemate continues. 

Taxes & Spending per Household 

l$2011} 
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To make matters worse, both parties think that the reward for such political suicide is 
only to strengthen the other party's ability to control the future; that is, from one perspective, 
spending cuts will only lead to tax cuts, and from the other, tax increases will only lead to 
spending increases. Actually, I think there is some truth on both sides, and each is trapped in a 
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classic prisoners' dilemma— a complicated situation where it is always costly to lead and where 
making any tough choice alone always results in less-than-optimal results. 

To give one major example of the consequences, I have developed a fiscal democracy 
index that shows that in 2009, for the first time in U.S. history, all revenues were committed 
before the new Congress walked in the door. Effectively all discretionary spending had to be 
paid for with borrowing, and no new reform could be adopted without rescinding some past 
promise made to the public for low taxes and high spending. 



Again, what is unique in all our history is that stalemate can't help get us out of the 
problem. Traditionally, receipts rose as the economy grew, while future spending under the law 
on the books was flat or declining. Unless one party or the other got new spending items or 
some new tax cuts, future budgets went from deficit to surplus. With the spending curve now 
growing automatically faster than the revenue curve, that option is no longer available— and it 
explains why so many policymakers are perplexed as to why one can't simply engage in the 
types of "giveaway" to which we became accustomed for decades in budget, tax, and spending 
bills. 

Misleading Budget Accounting. Regardless of which agency should administer any particular 
subsidy, one thing is clear: tax subsidies and spending items put in the tax code mislead the 
public as to extent of governmental influence over the economy. A tax subsidy effectively raises 
tax rates that must finance the subsidy in the same way as an equivalent spending item, Put $1 
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billion of tax subsidies for farmers in the tax code, and taxpayers must fork over an additional 
$1 billion in taxes on their earnings and profits to pay for them. The complication is that the tax 
subsidies show up in the budget as a reduction in taxes, whereas the corresponding spending 
items show up as an increase in spending. The former looks like smaller government when it 
really is bigger government in disguise. Accordingly, it is not unusual for a secretary of the 
Treasury to favor a tax credit on the grounds that an equivalent expenditure item can never get 
through Congress. 

Jurisdiction. Two anecdotes show how hard it is under current practices to make reforms that 
cut across jurisdictions. When I served as original organizer and economic coordinator of the 
Treasury's 1984-86 tax reform effort, some of those assigned to write up reasons for particular 
reforms suggested that many tax preferences would be better handled as direct expenditures. I 
explained to them that such an argument had limited application to a tax reform that could 
only make trade-offs among various tax provisions. For instance, even as successful as many 
consider the 1986 reform to be, our effort could not, say, replace an education tax credit with a 
higher Pel! grant because we— and the committees to which we submitted our 
recommendations— had no authority over both direct spending and spending hidden in the tax 
code. 


Another time came when testifying before the Ways and Means Committee on the 
possible superiority of direct housing vouchers to low-income housing tax credits. 
Representative Rangel leaned over the podium, smiled down at me, and said (paraphrased), 
"You know, when this committee gets jurisdiction over vouchers, we can discuss such trade- 
offs, but, for now, we'll deal with what is under our control." 


Lessons from 1986 (and 1969 and 1954) 

You have asked me to spend some time on lessons from the 1986 reform and why it was 
successful. While history never fully repeats itself, these lessons can still provide guidance. 

Seizing Today's "Opportunity." The opportunities of each age differ. In the mid-1980s, 
individual tax shelters were running amuck and threatening the tax system; both the poor and 
households with children were bearing ever-heavier shares of the tax burden; high tax rates 
combined with inflation were adding to stagnation by playing havoc with how people invested 
their money; and the income tax was becoming ever more complex. Tax reform could help deal 
with all those issues. 

Some of these issues repeat today, some do not. The extraordinary growth in 
permanent or mandatory programs both on the spending and tax expenditure sides of the 
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budget, along with the low level of revenues raised, are far more serious today than even in the 
1980s. As I have already noted, never in our history has there been less give or slack in the 
budget— in fact, the situation has become so bad that even economic growth can't get us back 
into the black. Also, in the early 1980s, Congress and the president had already begun— 
admittedly gingerly— tackling the deficit issues through deficit reduction acts in 1982 and 1984 
and Social Security reform in 1983. This provided greater opportunity to propose a deficit- 
neutral tax reform. 

Principles. On what basis can reform proceed, given so many programs in the tax system? 
Principles are crucial and must be distinguished from mere goals. Established principles of 
public finance include equal justice (equal treatment of equals), efficiency (which includes 
operating within a budget), progressivity, individual equity (one is entitled to the rewards from 
one's own efforts), and simplicity. There is seldom any excuse for violating equal justice or for 
establishing programs with open-ended budgets, though both are done all the time. Some 
principles like progressivity must be balanced against concerns for efficiency, but, even here, it 
is easy to find examples of programs that simultaneously violate almost every principle. 

A simple history of post-World War II budget policy is that when operating on the 
giveaway side of the budget, //rst/eed/ng at the trough seems to be a primary way that 
legislative goals are set, and there is little political price to pay as long as everyone appears to 
come out ahead. When operating on the takeaway side, on the other hand, principles come 
much more into play since elected officials must justify to skeptical audiences why they made 
the choices they did. Principles not only guide initial decision-making, they can be used to 
control the process as it moves along. 

Comprehensiveness. From a public policy perspective, we ought first to identify 
comprehensively what needs fixing before proceeding to the politics. This was a major fight 
during tax reform; many people did not want us at Treasury to suggest a comprehensive 
reform, but, instead, merely to identify a few items. I pushed for comprehensiveness on three 
grounds. First, that was our job as public servants. If not then, when did we get around to 
telling the public just how much was broken? Second, under what I label the "hopper theory of 
democracy," the more good things that go into the hopper, the more good things that might 
happen down the road (regardless of the success of any particular reform). 

Third, the political cost of major reform is often less than the cost of minor reform. 

Why? In today's media, editors demand that their reporters provide controversy. That's what 
sells. That means that the first screaming headline of any reform effort is to identify who pays— 
who loses some subsidy or pays some more tax on the takeaway side of the budget. But the 
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size of the headline often doesn't change and certainly doesn't change proportionately to the 
size of the reform. 

As for the lobbyists, they suffer from what is called an "agency problem": they represent 
themselves more than any particular client. That can be turned to the reformer's advantage. 
Lobbyists, too, gear up to favor theirfunders, but not in any manner proportionate to the issues 
at hand. Their incentives are to scare theirfunders and members of their associations, 
irrespective of the amount at stake or even whether they should be scared. Therefore, if one is 
going to take a hit politically, one ought to get as much as possible out of the hit. The reform 
ought to achieve something quite valuable— a simpler tax code, long-term budgetary balance, a 
Social Security system without long-run deficits, and so forth. 

Shifting the Burden of Proof. Comprehensive reform serves another purpose: placing the 
burden of proof on those who oppose reform. During tax reform, those who fought against 
reform generally fought to restore a provision against a standard of equal justice and a 
comprehensive tax base, with few exceptions. They bore the burden of proof. When current 
law is established as the standard, the burden of proof resides with the reformers, who must 
justify why they are picking on one group or another. 

As some of you know, this last reason compelled me early on in the debt commission's 
proceeding to push through the staff for a "chairmen's mark" that solved such problems as 
long-term debt and Social Security imbalances, so that those favoring current practices would 
have to be put on the defensive. Had the debt commission merely put out a set of options, as 
have so many past commissions, it would not have succeeded in shifting the burden of proof. 

Liberal-Conservative Coalitions. Tax reform in 1986 in no small part was supported by two 
broad coalitions: (1) pro-poor and pro-family; and (2) lower rates and reduction in tax shelters. 
These didn't just appear deus ex machina. Prior to reform, I did some work that got front-page 
headlines on the extent to which families with children had increasingly borne the largest tax 
increases in the post-war era. The same work showed that the poor were increasingly subject 
to tax. The first issue was taken up especially by social conservatives who felt the family was 
under attack, and the second especially by liberals concerned about the poor. Meanwhile, 
lower rates were always foremost in President Reagan's mind, and he didn't object to giving up 
items like accelerated depreciation or investment credits to get them; while the tax shelters of 
the day were looking increasingly slimy to everyone. 

Presentation. So many reform efforts fail because no plan is in place to gather together the 
information that can present the problem in the most forthright manner. The 1984-86 reform 
effort worked in part because nonpartisan staff worked well ahead of the game on what data to 
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gather, what models to run, and how information could be most honestly presented. As a prime 
example, distributional tables in 1984 were reported in such a way that many doctors and 
lawyers with +$300,000 in professional income and -$290,000 in fake partnership losses would 
have shown up as "low-income taxpayers" with $10,000 in total income. Raising their taxes 
would appear as a tax increase on the poor. To deal with this issue, we had to adopt a better 
measure by which to classify taxpayers. We also worked closely with IRS to reveal much more 
data on the uses of partnerships as tax shelters. 

Empowering Nonpartisan Staffs at Treasury and Elsewhere. Over the past three decades, a 
belief has arisen within both the White House and Congress that information needs to be 
centralized and controlled. Why, it is thought, make political enemies by identifying what is not 
working, especially if those particular issues are not on the president's or a political party's 
current agenda? In addition, why not place more and more political staff over nonpartisan staff 
and civil servants so as to please more constituencies and restrict any news that might offend 
them? With a few major exceptions, such as the Congressional Budget Office, one consequence 
has been the multidecade downgrading of nonpartisan staff to the point that they are less able 
to serve the public with the information and knowledge that they have. 

There is no doubt that the Tax Reform Act of 1986, as well as the Tax Reform Act of 
1969, came out of studies that the Treasury Department conducted mainly with nonpartisan 
staff, with little political interference, and with most political decision-making held off until 
after the results of the studies could be released. In the 1969 act, hardly a beat was lost as 
Treasury studies (on foundations and on high-income taxpayers paying no tax) largely 
conducted under a Democratic president were used to back a reform in 1969 under a 
Republican one. In 1986, we dug into the heart of many, many issues— ranging from tunnel 
bores to depreciation rates— in ways that haven't been repeated since. Since then, the 
plumbers have not really been allowed to do their work; as one piece of evidence, the Treasury 
and the IRS for decades have failed to fulfill the requirement for performance review of the 
hundreds of programs under their purview. 

Leadership. With the gift of hindsight, many people claim leadership, as in making the 1986 
reform happen. In truth, when President Reagan first asked for a study in his 1984 State of the 
Union address. Congress immediately burst out in laughter. Internally to Treasury, some people 
thought we would treat this like a lot of other studies that never quite got done. And It was 
quite clear that the White House initially had little more in mind than to put this request in the 
State of the Union to keep the tax debate out of the 1984 presidential election. In fact— and 
this was good for reform— the White House didn't want to know what we were debating 
internally because they didn't want to have to defend it. Even after the Treasury's study was 
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released, Secretary Regan started to back off, indicating that it had been written on a word 
processor and could be changed. 

Still, after release, the study itself began to receive praise from many Democrats and 
Republicans. Momentum started to build. People like James Baker and Richard Darman saw 
both opportunity to lead and a way to establish an agenda for the president's second term. At a 
crucial moment. President Reagan and Representative Dan Rostenkowski came to an 
agreement that each would not criticize the other in advancing this ball to the next stage. Also, 
President Reagan didn't get hung up on narrow issues of consistency, such as whether some 
reforms went against provisions that he favored in 1981 legislation or in the previous election 
campaigns. And clearly some members of Congress, led by Senator Bill Bradley, had already 
helped create momentum through bills such as Bradley-Gephardt, Kemp-Kasten, and many 
others. 

Accountability. Interestingly, tax reform in those days was declared dead at least three times 
after Treasury's original report gave it some life. But as the effort moved from a Treasury 
proposal to a presidential proposal to a Ways and Means bill to a Senate Finance bill to 
enactment, one person at each step (first Treasury Secretary James Baker, then Ways and 
Means Chair Dan Rostenkowski, then Senate Finance Chair Bob Packwood) ended up 
responsible for getting it to the next stage. When the press started reporting at each stage that 
reform was dead, the onus of failure became greater than onus of success. This shame factor is 
important: figuring out how to hold particular people (and not a committee) accountable for 
failure is a crucial ingredient for the success of any reform. 

Empowering Someone to Be in Charge. Whether we build a glass building or a steel building, 
the builders should still want the architects and engineers initially to design something that can 
stand. But in a political system, someone then needs to be empowered to get reform through 
the political system without losing its core objectives. With respect to this stage of reform, I 
here paraphrase comments made by Richard Darman, passed onto me by 0. Donald Chapoton, 
a former assistant secretary of the Treasury. Darman, deputy secretary of the Treasury during 
the 1985 and 1986 stages of tax reform, emphasized that he and Secretary Baker took overall 
charge, mapped out a strategic plan, relied upon their past experience in getting legislation 
through Congress, operated when necessary in secret, bargained with various interest groups 
to get their support for reform, and involved the White House only when necessary (partly to 
avoid too many chefs). 
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Conclusion 

How, then, do we escape from the current tax and budget labyrinth and move forward on 
reform? I suggest, like Theseus, we follow the string back out along the four dimensions I have 
laid out. 

• First, we must move into an era of fundamental reform— one that no longer centers 
simply on growth and multiplication of programs. Large systemic reforms require 
fundamentally different strategies than those simple tax cuts and benefit expansions 
that seem only to identify "winners." Whatever one thinks of the final results, the few 
major domestic reforms of the past three decades-Social Security reform in 1983, tax 
reform in 1986, welfare reform in 1996, and health reform in 2010— are harbingers of 
the size and types of trade-offs that modern government must increasingly engage. 

• Second, we must limit how much any political party or any Congress can commit for the 
future— before that future arises. In like manner, we should expect that budgets must 
be roughly balanced over the economic cycle. The only way to achieve these reforms is 
through agreement among political parties that they will abide by rules that constrain 
how much of an unknown future either party can control through fore-ordained 
spending increases or tax cuts. 

• Third, we must account for and report to the public in a more honest way that doesn't 
hide the cost of government in tax programs or tax rates in spending programs. We 
should also report the tax burden enacted by each Congress as equal to the revenues it 
collects plus the taxes necessary to cover the deficits it leaves behind. 

• Finally, we must cut across jurisdictions in ways that allow us more systematically to 
reform particular areas of the budget where both tax subsidies and direct subsidies are 
used, such as housing, welfare, and jobs programs. 

At the same time, I believe that serendipity arises by playing the odds in the right way. I do 
not know the day or the hour that tax reform will take place; taking the lessons of history, I do 
know that its probability of success is increased at the analytic level by 

• seizing today's opportunities; 

• basing reform on well-established principles of public finance; 

• comprehensively tackling the subject at hand; 
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• shifting the burden of proof to those who oppose a comprehensive standard based on 
principles such as equal justice; 

• forming coalitions around legitimate liberal and conservative principles; 

• preparing well in advance for how information is presented; 

• empowering nonpartisan staff with detailed knowledge of the subject matter to lay out 
a principled plan for reform before laying on political constraints (that are often 
contradictory); 

and at the political level by 

• exercising leadership; 

• holding particular leaders publicly accountable for failure; and 

• empowering the right leaders to execute a rigorous plan for how to move through the 
political minefield. 
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Chairman CONRAD. Thank you, Gene. Excellent testimony. 

Dr. Marron? It is good to have you back. 

STATEMENT OF DONALD B. MARRON, PH.D., DIRECTOR, 

URBAN-BROOKINGS TAX POLICY CENTER, AND VISITING 

PROFESSOR, GEORGETOWN PUBLIC POLICY INSTITUTE 

Mr. Marron. Thank you, Mr. Chairman, Ranking Member Ses- 
sions. It is a pleasure to be here to talk about the important issue 
of fundamental tax reform. 

Kind of echoing some of the things that have already been said, 
America’s tax system is clearly broken. It is needlessly complex, 
economically harmful, and often unfair. It fails at its most basic 
task, which, lest we forget, is raising enough money to pay for the 
Federal Government. And increasingly, it is unpredictable, with 
large temporary tax cuts not only in the individual income tax, but 
also in corporate payroll and eState taxes. 

For all of those reasons, our tax system cries out for reform. Such 
reform could follow many paths. Some analysts recommend the in- 
troduction of new taxes, such as a value-added tax, national retail 
sales tax, or pollution taxes to supplement or replace our current 
system. Those ideas are worth serious discussion, but in today’s 
testimony, I would like to focus on a more traditional approach to 
tax reform, redesigning our income tax. 

I would like to make seven main points. First, as has already 
been mentioned, tax preferences pervade the tax code. These pref- 
erences total more than $1 trillion annually, which almost as much 
as what we collect from individual and corporate income taxes com- 
bined. These preferences narrow the tax base, reduce revenues, dis- 
tort economic activity, complicate the tax system, force tax rates 
higher than they would otherwise be, and are often unfair. 

Second, the first step in any tax reform should be to broaden the 
tax base by reducing or eliminating tax preferences. Doing so 
would help level the playing field among different economic activi- 
ties, reduce the degree to which taxes distort economic behavior, 
and make taxes simpler to file and administer. 

Third, policymakers can use the resulting revenue, potentially 
hundreds of billions of dollars each year, to lower tax rates, reduce 
future deficits, or both. Lowering tax rates would further reduce 
the economic distortions created by the tax system and would en- 
courage economic growth. Reducing future deficits would help tame 
our Federal debt, which threatens to grow to unsustainable levels 
in coming years and thus poses a significant risk to our economy. 

Fourth, many tax preferences are effectively spending programs 
run through the tax code. That poses a challenge for how we talk 
about tax reform and the size of government. Any cuts to these 
spending-like preferences will increase Federal revenues, but will 
reduce the government’s influence over economic activity. Advo- 
cates of smaller government are often skeptical of proposals that 
would increase Federal revenues. When it comes to paring back 
spending-like tax preferences, however, an increase in revenues ac- 
tually means that the government’s role is getting smaller. 

Fifth, other tax preferences, however, are not spending programs 
in disguise. More and more observers have embraced the idea that 
tax preferences resemble spending through the tax code. That is a 
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promising development. Unfortunately, that enthusiasm has some- 
times led to the misconception that all items identified as tax pref- 
erences are akin to spending. That is understandable, given that 
these items are often called tax expenditures, but it is not correct. 
Preferential tax rates on long-term capital gains and qualified divi- 
dends, for example, are an admittedly imperfect effort to limit the 
double taxation that can occur when investment income is subject 
to both personal and corporate taxes. Such provisions should be 
viewed and evaluated as tax measures, not as hidden spending pro- 
grams. 

Sixth, many tax preferences provide benefits to millions of tax- 
payers. They are not just tax breaks for special interests. For ex- 
ample, the three largest tax preferences are the exclusion for em- 
ployer-provided health insurance, preferences for retirement sav- 
ing, and the mortgage interest deduction. Americans should under- 
stand that to get the benefits of tax reform, lower rates, simpler 
taxes, and a more vibrant economy, they will need to give up some 
popular tax breaks. 

Seventh, policymakers should reevaluate the design of any tax 
preferences that they decide to keep. Some preferences are need- 
lessly complex and could be simplified. That is true, for example, 
of the preferences aimed at low-income workers and families. Other 
preferences might operate more efficiently as credits rather than as 
deductions or exclusions. Credits can provide more uniform incen- 
tives to particular activities, for example, home ownership, than de- 
ductions or exclusions whose value depends on whether a taxpayer 
itemizes and what tax bracket they are in. 

Bottom line: By reducing, eliminating, or redesigning many tax 
preferences, policymakers can make the tax system simpler, fairer, 
and more conducive to America’s future prosperity, raise revenues 
to finance both across-the-board tax cuts and much-needed deficit 
reduction, and improve the efficiency and fairness of any remaining 
preferences. 

Thank you. I look forward to any questions. 

[The prepared Statement of Mr. Marron follows:] 
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Cutting Tax Preferences Is Key to Tax Reform and Deficit Reduction 

Donald B. Marron' 

Director, 

Urban-Brookings Tax Policy Center 
www.taxpolic'vcenter.ort; 

Testimony before the Senate Committee on the Budget 
February 2, 2011 

Chairman Conrad, Ranking Member Sessions, and Members of the Committee, thank 
you for inviting me to appear today to discuss the need for fundamental tax reform. 

America's tax system is broken. It's needlessly complex, economically harmful, and 
often unfair. It fails at its most basic task, raising enough money to pay our 
government’s bills. And it's increasingly unpredictable, with large, temporary tax 
cuts not only in the individual income tax, but in corporate, payroll, and estate taxes. 

For all those reasons, our tax system cries out for reform. Such reform could follow 
many paths. Some analysts recommend the introduction of new taxes — such as a 
value-added tax, a national retail sales tax, or pollution taxes — to supplement or 
replace our current system. Those ideas are worth serious discussion, but in today's 
testimony, I will focus on a more traditional approach to reform: redesigning our 
income tax. 

My message is simple: the income tax is riddled with tax preferences. These 
preferences narrow the tax base, reduce revenues, distort economic activity, 
complicate the tax system, force tax rates higher than they would otherwise be, and 

The views expressed here are my own; they do not necessarily reflect the views of the Urban 
Institute, its funders, or its trustees. 
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are often unfair. By reducing, eliminating, or redesigning many of these preferences, 
policymakers can 

■ Make the tax system simpler, fairer, and more conducive to America's future 
prosperity; 

■ Raise revenues to finance both across-the-board tax rate cuts and deficit 
reduction; and 

■ Improve the efficiency and fairness of any remaining preferences. 

I elaborate on these points in the remainder of my testimony. 

1. Tax preferences pervade the tax code. 

The individual and corporate income taxes together contain almost 200 tax 
preferences — credits, deductions, deferrals, exclusions, exemptions, and 
preferential rates. These preferences total more than $1 trillion annually, almost as 
much as we collect from individual and corporate income taxes combined (Office of 
Management and Budget 2010).* 


Of course, identifying provisions as tax preferences is not without controversy. 
Doing so requires a benchmark notion of an "idealized" tax system. Experts differ on 
the best benchmark. Government analysts use a comprehensive income tax, with a 
few adjustments to reflect the practical realities of administering the tax system. But 
other analysts believe a broad-based consumption tax would be a better benchmark. 
In that case, several important tax provisions — including accelerated depreciation. 


* This figure comes with several caveats. First, it reflects only reductions in income taxes; some 
preferences reduce other taxes. Second, each preference is estimated individually; interactions 
among the preferences may increase the overall revenue loss (Burman, Toder, and Geissler 2008], 
Third, the estimates are static — they do not account for how taxpayers might respond if the 
preferences were eliminated; such responses would likely lower any potential revenue gains. Finally, 
estimates of how much revenue could be gained from eliminating preferences that change the timing 
of tax payments — such as accelerated depreciation or deferral of tax on contributions to retirement 
accounts — differ from the tax expenditure estimates, which assume an alternative tax system was 
permanently in effect. 
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lower rates on some capital gains and dividends, and many retirement provisions — 
would not be identified as tax preferences. 

This disagreement reflects a fundamental debate about tax policy, but it does not 
undermine the larger point that tax preferences are enormous. Most provisions that 
are preferences relative to a comprehensive income tax are also preferences relative 
to a broad-based consumption tax.^ 

2. The first step in any income tax reform shouid be to broaden the tax base 
by reducing or eliminating tax preferences. 

Tax preferences often distort economic behavior. Taxpayers naturally undertake 
more of those activities that qualify for preferences and cut back on those that don’t. 
Such responses can be beneficial if they serve a larger social goal — for example, 
encouraging donations to charity. But that often isn’t the case. The mortgage 
interest deduction, for example, encourages taxpayers to purchase larger homes and 
to take out bigger mortgages, but does little to increase homeownership.^ It is hard 
to believe a tax preference that encourages people to go deeper into debt and directs 
capital into larger homes is socially beneficial. 

Tax preferences are also a primary reason that the tax system is complex, costly to 
administer, and difficult to comply with. Every preference requires extra paperwork 
and creates new opportunities for error or fraud. 

By reducing or eliminating many tax preferences, policymakers could help level the 
playing Field for different economic activities, reduce the degree to which taxes 
distort economic behavior, and make taxes simpler to file and administer. 

2 In preliminary work, Eric Toder and I (2011) estimate, for example, that in dollar terms 70 percent 
of the tax preferences Identified by government analysts for fiscal year 2009 would also be 
preferences relative to a consumption tax benchmark. 

^ Toder and colleagues (2010) provide a helpful review of this literature. 
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3. Policymakers can then use the resulting revenue to lower tax rates, reduce 

future deficits, or both. 

An aggressive effort to trim tax preferences could increase federal revenues by 
several hundred billion dollars each year. Policymakers should use that money to 
lower tax rates and reduce future deficits."* Lowering tax rates would further reduce 
the economic distortions the tax system creates and would encourage economic 
growth. Reducing future deficits would help tame our federal debt, which threatens 
to rise to unsustainable levels in coming years. 

President Obama's National Commission on Fiscal Responsibility and Reform 
(2010] and the Bipartisan Policy Center’s Debt Reduction Task Force (2010] (on 
which I served] both endorsed this strategy in their recent deficit reduction 
proposals. The fiscal commission's "Illustrative Tax Plan” would scale back and 
redesign many of the largest tax preferences (e.g., mortgage interest, employer 
health insurance, and retirement saving], eliminate many others (e.g., state and local 
interest], and use the resulting revenue to 

■ Cut individual tax rates, bringing today’s six brackets (10, 15, 25, 28, 33, and 
35 percent] down to three (12, 22, and 28 percent]; 

• Repeal the alternative minimum tax (AMT], the personal exemption phase- 
out (PEP], and the phase-out of itemized deductions (Pease]; 

■ Cut the corporate income tax rate from 35 to 28 percent; and 

■ Reduce the deficit by $80 billion in 2015 and more in later years. 


*' There are two ways to reduce tax rates on businesses. The one that has recently received the most 
attention is reducing statutory tax rates on business income (the corporate rate for most large 
businesses and individual rates for pass-through businesses). Another approach would be to move 
toward full expensing of business investment (while eliminating the deductibility of interest); that 
would lower what's known as the effective tax rate on business investment. 
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The Bipartisan Policy Center task force recommended a similar reform, eliminating 
many preferences and fundamentally redesigning those that would remain. Like the 
fiscal commission, the BPC would then cut individual tax rates [to just two brackets, 
15 and 27 percent]; eliminate the AMT, PEP, and Pease; and cut the corporate rate 
to 27 percent — all as part of a larger package that would cut future deficits and 
bring the federal debt under control. ^ 

4. Many tax preferences are effectively spending programs run through the 
tax code; that poses a challenge for how we talk about tax reform and the 
size of government. 

Tax preferences are often called “tax expenditures." That moniker reflects the fact 
that many of these provisions — but not all — resemble government spending 
programs in their economic and budget impacts, The tax exemption for interest on 
state and local bonds, for example, provides a subsidy for municipal borrowing. The 
federal government could accomplish the same goal through an explicit subsidy to 
state and local issuers, paid out of general revenues. The exclusion for employer- 
sponsored health insurance could be recast as an explicit subsidy for insurance 
coverage. The domestic production credit could be replaced with explicit payments 
to companies engaged in domestic manufacturing. And similarly for scores of other 
preferences. 

These spending-like tax preferences pose a challenge for how we think about the 
size of government. Analysts usually invoke official budget measures — revenues and 
outlays — when trying to measure the federal government. For example, we often 
hear that federal revenues have averaged about 18.1 percent of gross domestic 
product [GDP] over the past four decades, while outlays have averaged about 20.7 


5 The Bipartisan Policy Center proposal would also introduce new taxes, most notably a value-added 
tax. 
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percent. But those measures are incomplete — and potentially misleading— if some 
tax breaks are effectively spending programs. 

In some preliminary research, my Tax Policy Center colleague Eric Toder and 1 
(2011) have tried to estimate how large the government is when we recognize that 
many (but not all) tax preferences are effectively spending programs. For fiscal 
2007, we estimate that spending-like tax preferences amounted to 4.1 percent of 
GDP. Adding that to official outlays yields a broader definition of spending, 23.7 
percent of GDP in 2007, about a fifth larger than the official 19.6 percent. Similarly, 
our broader definition of revenues — official revenues plus revenues foregone 
through spending-like tax preferences — is 22.6 percent of GDP rather than the 
official 18.5 percent. 

These figures illustrate that conventional budget measures understate the extent to 
which federal fiscal policy affects economic activity. They also suggest that some 
policy proposals that increase revenues, as conventionally measured, may 
nonetheless reduce the size of government. If policymakers reduce the tax 
preference for employer-provided health insurance, for example, that would 
increase federal revenue but reduce the government's role in private insurance 
markets. 

Advocates of smaller government are often skeptical of proposals that would 
increase federal revenues. When it comes to paring back spending-like tax 
preferences, however, an increase in revenues may actually mean that government's 
role is narrowing. 

5. Other tax preferences, however, are not effectively spending programs. 

Many observers have recently embraced the idea that tax preferences resemble 
spending through the tax code. That's a promising development. Unfortunately, that 
enthusiasm has sometimes led to the misconception that all items identified as tax 
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preferences are akin to spending. That's understandable given that these items are 
often called "tax expenditures." But it is not correct. Some items identified as tax 
expenditures really are tax provisions, and should be viewed and evaluated as such. 

As I noted earlier there is a long-standing debate whether the best approach to 
taxation would be a comprehensive income tax, a broad-based consumption tax, or 
some combination of the two. Several important features of our tax system are 
effectively compromises within that debate. Accelerated depreciation, for example, 
allows businesses to write off their investments faster than under a comprehensive 
income tax, but slower than the full expensing a consumption tax provides. 
Accelerated depreciation is flagged as a "tax expenditure" because government 
analysts use a comprehensive income tax as their benchmark. But that does not 
mean that accelerated depreciation is a spending program in disguise. Instead, it is a 
compromise between different visions of taxation. 

A related issue arises with the lower tax rates on long-term capital gains and 
qualified dividends. In this case, the debate is not only between income and 
consumption taxation, but also about the best way to implement a comprehensive 
income tax. The lower capital gains and dividend tax rates provide one way to limit 
the double taxation that can occur when investment income is subject to both 
personal and corporate taxes. Analysts continue to debate the merits of these lower 
rates and the extent to which they may allow income to avoid taxation. But, again, 
those disagreements reflect different visions of taxation, not disputes over hidden 
spending programs. 

6. Many tax preferences provide benefits to millions of taxpayers; they aren’t 
just "tax breaks for special interests." 

When discussing the opportunity to pare back tax preferences, commentators often 
describe them as "tax breaks for special interests," "loopholes," or, more recently, 
"tax earmarks." Some narrow provisions certainly warrant those names. But the 
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reality is that many of the largest, most economically relevant tax preferences affect 
millions of taxpayers: 


Table 1. The 10 Largest Income Tax Preferences in 2009 ($ Billions) 


Employer-sponsored health insurance 144 

Employer pensions and retirement plans 85 

Mortgage interest 79 

State and local taxes (property, income, etc.) 74 

Accelerated depreciation 57 

Capital gains 53 

Earned income tax credit (includes outlays) 49 

Child credit (includes outlays) 45 

Capital gains step-up at death 41 

Charitable contributions 37 

Source: Office of Management and Budget (2010) 


Note: These figures are only for income taxes. Some preferences also reduce 
payroll taxes; the health insurance exclusion, for example, reduced payroll 
revenues by $97 billion in 2009. 


As Nina Olson, the national taxpayer advocate (2011), recently put it; 


Tax complexity doesn't occur just because of "big money” special interests. It 
occurs because of the tax provisions that benefit each one of us. We are the 
special interests. And until we acknowledge that, tax reform discussions will 
deteriorate into shouting matches and finger pointing about cutting "their" 
special tax breaks and not "ours." 

The road to true tax reform requires each and every one to be willing to stop 
protecting our own tax breaks long enough to begin a dialogue about what 
we want our system to look like, so we remain a vibrant nation with a tax 
system that is transparent to its taxpayers — one that is simpler to 
understand and comply with. If we want to run business incentives or social 
programs through that system, then we need to have a way to evaluate those 
programs so we can describe to their taxpayers what is being done and how 
effective those programs are. 
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Americans should understand that to get the benefits of tax reform — lower rates, 
simpler taxes, and a more vibrant economy — they will need to give up some popular 
tax breaks. 

7. Policymakers should re-evaluate the design of any tax preferences that 
they decide to keep. 

Policymakers will likely want to maintain some current tax preferences. Some 
preferences may be the most efficient way to accomplish widely shared social goals 
(e.g., the earned income tax credit). Others may be sufficiently popular that it isn’t 
politically practical to eliminate them entirely (e.g., preferences for 
homeownership). 

In these cases, policymakers should look for opportunities to improve the tax 
preferences that remain. 

Some preferences are needlessly complex and should be simplified. The preferences 
for low-income workers and families, for example, are notoriously complex; that 
weakens their effectiveness and imposes unnecessary costs on intended 
beneficiaries. Analysts have developed various proposals to consolidate these 
preferences into streamlined provisions for work, children, and child care 
(Bipartisan Policy Center 2010; Maag 2010; President’s Advisory Panel on Tax 
Reform 2005; President's Economic Recovery Advisory Board 2010) 

Other preferences should be redesigned as credits rather than deductions or 
exclusions. If policymakers want to continue to support homeownership through 
the tax system, for example, a more effective approach would be to replace the 
mortgage interest deduction with a mortgage interest credit. The president's fiscal 
commission suggested one way to do this: a 12 percent, nonrefundable credit on 
interest on a first mortgage up to $500,000, This approach would provide a fairer, 
more uniform incentive for homeownership than today's mortgage interest 
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deduction, which is available only to itemizers and whose value is larger for 
taxpayers in higher tax brackets. Other options would make such a credit refundable 
(thus making it even more uniform) or link the credit to homeownership rather 
than interest payments (thus avoiding an incentive for greater debt). Similar ideas 
apply to other preferences structured as deductions or exclusions. 

Conclusion 

Tax policy experts have long known that high tax rates disproportionately harm the 
economy. A rough rule of thumb is that doubling a tax rate increases the resulting 
economic harm by a factor of four. The best tax systems thus keep tax rates low and 
apply them to a broad base. 

America's income tax system violates that principle. Widespread tax preferences 
narrow the tax base, distort economic activity, and force rates higher than they need 
to be. That has real economic costs. 

At the same time, America faces large deficits as far as the eye can see. Unless 
Washington demonstrates unprecedented spending restraint in coming years, the 
pressures of an aging population and rising health care costs will require greater 
revenues to avoid an unsustainable build-up of debt. 

Well-designed tax reform can help address these challenges. By reducing or 
eliminating many spending-like tax preferences and using the resulting revenue for 
a mixture of rate cuts and deficit reduction, policymakers could enhance U.S. 
economic performance and slow the build-up of debt. 

Thank you again for inviting me to appear today; I look forward to your questions. 
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Chairman CONRAD. Thank you. 

And now we will go to Dr. Altshuler. Welcome. 

STATEMENT OF ROSANNE ALTSHULER, PH.D., PROFESSOR, 
RUTGERS UNIVERSITY 

Ms. Altshuler. Thank you. It is an honor to appear today to 
discuss the need for and the benefits of fundamental tax reform. 

Building the case for tax reform is easy. The current system is 
riddled with tax provisions favoring one activity over another or 
providing targeted tax benefits to a limited number of taxpayers. 
These provisions, as you know, create complexity, generate large 
compliance costs, breed perceptions of unfairness, create opportuni- 
ties for tax avoidance, and encourage the inefficient use of our eco- 
nomic resources. 

The many changes we have made to the tax code, more than 
4,400 over the past 10 years, have made the income tax even more 
difficult for taxpayers to understand, less stable, and increasingly 
unpredictable. We seem to have forgotten that the fundamental 
purpose of our tax system is to raise revenues to fund government. 
Reducing the deficit to an economically sustainable level, as we 
must do, will require both a scaling back of expenditure programs 
and an increase in tax revenues. 

The question I address today is how best to reform the tax sys- 
tem so that it can raise revenue in a manner that is simple, effi- 
cient, and fair. I will make three broad points. 

First, the fiscal challenges ahead require that we reform our in- 
come tax system or turn to new revenue sources. Raising signifi- 
cantly more revenue from the current tax system is politically in- 
feasible and would be damaging to economic growth. 

Second, we must broaden the base of our income tax. Although 
politically difficult, this type of reform is implementable and follows 
a wave of similar base-broadening, rate-reducing tax reforms that 
have been enacted in developed countries over the past 30 years. 

Third, the current U.S. approach to international corporate tax- 
ation needs to be updated to reflect the increased competition our 
U.S. multinationals face from foreign-based corporations. Broad- 
ening the base and lowering the rate are essential and straight- 
forward first steps to international tax reform. We should also con- 
sider updating our system to reflect the international tax rules 
used by our major trading partners. The remainder of my testi- 
mony elaborates. 

Before considering fundamental reform, you might ask, can we 
not just dial up the current system, increase statutory marginal tax 
rates to raise the revenue required to bring the deficit under con- 
trol? A 2010 Tax Policy Center study suggests that the answer is 
no. We considered illustrative changes to the current system aimed 
at reducing the deficit to an average of 3 percent of GDP. Let me 
briefly summarize the results. 

It cannot be done. We cannot reduce the deficit to a sustainable 
level with personal income tax increases alone. It is not feasible. 
We looked at the revenue raised by proportional increases in all of 
the current marginal tax rates. Roughly speaking, if the system we 
have today were extended, we would have to increase all statutory 
rates by 50 percent to reach our deficit target — all statutory rates. 
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What if we tried to protect low- and middle-income taxpayers from 
these marginal tax increases? This would result in top rates that 
would stifle economic activity. The two top rates would need to rise 
to 84 and 89 percent. It is shocking. And we did not even take indi- 
vidual behavior into account. Changes must be made to the tax 
base if we hope to raise much more revenue from the current sys- 
tem. 

What about the corporate tax? Can it raise significant revenues 
for us, significantly more than now? In my written testimony, I 
argue that the answer is no. Most revenue from today’s corporate 
income tax comes from corporations that are competing in a global 
market. Increasing the corporate rate is problematic given how 
high our rate is. In 2010, the average combined national and State 
corporate tax rate in the OECD was 25 percent. The U.S. rate was 
39.2 percent, second only to Japan. But do not worry. On April 1, 
Japan will reduce its corporate rate by 5 percentage points and we 
will have the dubious honor of imposing the highest corporate tax 
rate in the OECD. 

Keep in mind that any increase in the corporate tax rate can be 
expected to induce tax avoidance through transfer pricing and 
other methods of income shifting. This leakage in revenue, along 
with the small role played by the corporate tax in the current U.S. 
revenue structure, suggests that corporate rate increases can, at 
best, move the deficit only marginally toward a sustainable path. 
Our fiscal challenges require either more comprehensive income 
tax reforms or new sources of revenue. 

What are the economic benefits of base-broadening reforms? The 
income tax imposes efficiency costs on the economy when taxes dis- 
tort the economic decisions of individuals and businesses and divert 
resources from productive uses. Economists call the efficiency cost 
the excess burden, and economic theory shows, while it is hard to 
understand that, roughly speaking, if you double the tax, you quad- 
ruple the excess burden. So as you increase the tax, the burden on 
the economy increases more than proportionally. 

It is easy to understand that raising a set amount of revenue 
with a narrow base requires higher tax rates, but what is often ig- 
nored is the drag on the economy created by higher rates. The Na- 
tional Commission on Fiscal Responsibility and Reform dem- 
onstrated that cutting back tax preferences and broadening the 
base — by doing so, the current system could generate revenues of 
about 21 percent of GDP, with top individual and corporate statu- 
tory rates of 28 percent. 

Stripping away tax provisions that distort economic activity and 
lowering the rates would leave us with a system that is less costly 
to our economy. It would be fairer than the current system, less 
complex, and easier to administer. Senators Wyden and Gregg also 
have a plan that shares these attributes. 

Let me focus on the corporate base for a second. Broadening the 
base and lowering the rate could reduce a number of distortions 
caused by the current system. It will not be easy to cut corporate 
tax preferences to raise revenue for a corporate rate reduction, 
however. While some preferences benefit only a limited number of 
businesses, and we hear about those a lot, others cut taxes for a 
broader set, and in addition lower the costs of domestic invest- 
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ments. But it is just not possible for us to stay competitive and 
grow our economy with a tax rate that is 14 percentage points 
above the OECD average. 

One often hears that the statutory rate, the fact that it is high 
is not important, since our narrow rate reduces the effective tax 
rate. But this argument ignores the important role that statutory 
rates play in business decisions. They influence where our corpora- 
tions do business, how they finance investments, how much they 
invest, and their incentives to shift income to avoid taxes. Retain- 
ing a corporate rate that is significantly out of line with our com- 
petitors is just not a viable path for increasing U.S. investment, 
jobs, and economic growth. 

What about the international tax system? You will not be sur- 
prised to hear ours is very complex and induces inefficient behav- 
ioral responses. Under our system, all income of U.S. corporations 
is subject to U.S. corporate tax whether it is earned at home or 
abroad. A number of reform proposals have recommended a terri- 
torial tax system, which would exempt foreign-source income from 
U.S. corporate income tax. All other G-7 countries and all but six 
other OECD countries have adopted territorial tax systems. Aban- 
doning our worldwide approach would be a major policy move and 
it deserves careful analysis. We should be doing this analysis now. 

The fiscal challenges ahead are daunting. Instead of spending 
the next 2 years engaging in an endless debate of whether to ex- 
tend the 2001 and 2003 tax cuts, I urge you to instead focus on 
building support for and designing a base-broadening reform of the 
current system that can reduce our future unsustainable debt bur- 
dens and enhance the growth of the U.S. economy and the well- 
being of Americans. 

Thank you. I look forward to questions. 

[The prepared Statement of Ms. Altshuler follows:] 
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Chairman Conrad, Ranking Member Sessions, and Members of the Committee, it is an honor to 
appear today to discuss the need for and the benefits of fundamental tax reform. 

I am a professor in the economics department of Rutgers University. During various leaves from 
this position, 1 have served as Special Advisor to the Joint Committee on Taxation, chief 
economist for the President’s Advisory Panel on Federal Tax Reform in 2005, and director of the 
Urban-Brookings Tax Policy Center. I have worked on building the case for tax reform, 
evaluated the economic consequences of different tax reforms, and studied the implementation 
issues and transition costs associated with various reforms. 

Building the case for tax reform is easy. The current system is riddled with tax provisions 
favoring one activity over another or providing targeted tax benefits to a limited number of 
taxpayers. These provisions create complexity, generate large compliance costs, breed 
perceptions of unfairness, create opportunities for manipulation of rules to avoid tax, and 
encourage the inefficient use of our economic resources. The many changes we have made to the 
tax code — more than 4,400 over the past ten years — have made the income tax system even 
more difficult for taxpayers to understand, less stable, and increasingly unpredictable. The slate 
of our current system reflects that we have forgotten that the fundamental purpose of our tax 
system is to raise revenues to fund government. 

Congressional Budget Office (CBO) analysis shows that the government begins this year with a 
projected budget deficit of 9.8 percent of GDP and its future growth is driven by rising health 
care costs, an aging population, and the interest payments on an ever-increasing public debt. 
Reducing the deficit to an economically sustainable level will require both a scaling back of 
expenditure programs and an increase in tax revenues. The question I address in my testimony 
today is how best to reform the tax system so that it can raise revenue in a manner that is simple, 
efficient, and fair. 

I will make three broad points in my testimony today. 

1. The fiscal challenges ahead require that we reform our income tax system or turn to 
new revenue sources. Raising significantly more revenue from the current tax system is 
politically infeasible and would be damaging to economic growth. 
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2. Wc must broaden the base of our ineome tax. While there are many fundamental 
reforms that could be considered, a reform that broadens the base would not only raise 
revenue but would simplify the system, increase transparency, make the system less 
distortive by both allow'ing for a lower rate and reducing tax-induced biases towards 
certain activities, and improve the fairness of the system. Although politically difficult, 
this ty^jc of reform is implementable and follows a wave of similar base-broadening, rate- 
reducing tax reforms that have been enacted in developed countries over the past twenty 
years, 

3. The current U.S. approach to international corporate taxation needs to be updated 
to reflect the increased competition our U.S. multinationals face from foreign-based 
corporations. Broadening the base and lowering the rate are essential and 
straightforward first steps to international tax reform. We also need to consider updating 
our system to reflect the international tax rules used by our major trading partners. 

The remainder of my testimony elaborates on these points. 


Must we reform the current system to meet the fiscal challenges ahead? 

Before considering fundamental reforms of the tax system, a natural question is whether the 
current U.S. tax system can simply be “dialed up” through increases in statutory marginal tax 
rates to raise the revenues required to bring the deficit under control. A 20 1 0 study 1 coauthored 
with by Katherine Lim and Roberton Williams of the Urban-Brookings Tax Policy Center 
suggests that raising significantly more revenue from the current system is politically and 
economically infeasible.' We considered a series of illustrative incremental changes to the 
current income tax system aimed at reducing the deficit to an average of 3 percent of GDP over 
the years 20 1 5 to 20 1 9 (the last five years of the 2010 budget window).^ 

Using figures from the March 2010 CBO budget update, we found that no tax increases would be 
necessary to reach our 3 percent average deficit target if the 2001 and 2003 tax cuts were to 
sunset as scheduled in 2010 and Congress stops “patching” the alternative minimum tax (AMT). 
While tax policy under this scenario raises substantial revenue, it would subject almost one-third 
of taxpayers to the AMT by 2019^ and remove some significant benefits for lower and middle 
income taxpayers.'' 


' See Rosanne Altshuler, Katherine Lim, and Roberton Williams, “Desperately Seeking Revenues," National Tax 
Journal^ June 2010. The estimates discussed in this testimony were recalculated from the original article using the 
March 2010 CBO budget update. 

^ There is a range of suggested targets for the budget surplus/deficit. The 3 percent of GDP target is sometimes put 
forth as consistent with stabilizing the debt to GDP ratio at current levels. 

^ See Katherine Lim and Jeffrey Rohaly, “The Individual Alternative Minimum Tax; Historical Data and 
Projections, Updated October 2009,” Urban-Brookings Tax Policy Center Working Paper (October 20 1 0), for 
estimates of the number of taxpayers subject to the AMT under dilTerenl baselines. 

'* The Urban-Brookings Tax Policy Center website provides detailed information on the Bush lax cuts at 

hup: \\ WAV .uixoi-.iic\ ceiltcr,uru’l, i\lopic s l;\piraljon Bush I ax t uts.c lin. 


2 



308 


If the 2001 and 2003 tax cuts were extended, the AjMT were patched, the estate tax was 
maintained at 2009 parameters, and the budgetary effects of the 20 1 0 healthcare reform act arc 
taken into account, all income tax rates would have to increase proportionally by 30 percent to 
reach the 3 percent average deficit target. The proportional increase in statutory rates would have 
to be 50 percent if, in addition, several expiring provisions that were enacted in the American 
Recovery and Reinvestment Act of 2009^ and other expiring provisions that have been in effect 
for a number of years were extended. This would increase the current 10 percent bottom 
statutory marginal rate to 15 percent and the top 35 percent rate to 51 percent. In effect, the 
continuation of the 2001 and 2003 tax cuts, the AMT patch, and all of the extenders — as 
Congress just did for this year and next — would force the administration and Congress to turn 
elsewhere for additional tax revenue. 

Protecting low and middle income taxpayers from these marginal tax increases would result in 
top rates that would stifle economic activity. If families with income under $250,000 were 
protected from the rate increase required to meet the deficit target, the top two rates would need 
to rise from their current 33 and 35 percent rates to 66 and 70 percent if the 2001 and 2003 tax 
cuts were extended (and the AMT were patched, the estate tax was maintained at 2009 
parameters, and the budgetary effects of the recent healthcare reform act were taken into 
account) and to 84 and 89 percent if the other expiring tax provisions described above were also 
extended.^ 

Our exercise clearly demonstrates that simply increasing statutory marginal income tax rates 
within our current system is not a realistic approach to reducing the deficit. Further, it shows that 
raising revenue solely from high-income individuals is not the answer to the revenue problem 
going forward.’ Changes must be made to the tax base if we hope to raise any additional revenue 
from the income tax system. 


Can the corporate tax system raise significant revenues? 

Increased revenues from the corporate tax could be a target for deficit reduction. However, 
raising the statutory corporate tax rate will do little to buy down the deficit. In 2010, corporate 
revenues were less than ten percent of total revenues and one percent of GDP. Going forward, 
CBO forecasts corporate revenues as averaging about ten percent of total revenues and two 
percent of GDP for the period 2012-2021. Moreover, any increase in the corporate income tax 
rate will reduce domestic income and lower wages (through an outflow of capita!) and adversely 
affect economic efficiency. And in the domestic context in particular, the corporate income tax is 


^ These provisions include the Making Work Pay tax credit, the American Opportunity tax credit, and the exclusion 
from taxable income of certain amounts of unemployment benefits. 

^ We did not take behavioral effects into account in our analysis. Tax rates would have to be e\'en higher ifehanges 
in taxpayer behavior in respon.se to the increased rates were factored into the analysis. 

’ A CBO revenue option find,s that raising the tax rale on ordinary taxable income in exce.ss of $1 million for joint 
filers {$500,000 for other filers) by 5 percentage points would raise about 223 billion over the ten year period 2010- 
2019 (see CBO, Budget Options: Voiume II, August 2009). That amounts to less than one-third of the revenue 
required to hit the 3 percent deficit target if the Bush tax cuts are extended, the AMT i.s patched, the estate tax was 
maintained at 2009 parameters, and the budgetary elTects of the recent healthcare reform aet rverc taken into account 
and less than one-fifth of the revenue required ifothcr expiring lax cuts arc extended as well. 
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essentially optional for all nonpublic companies because they can use legal forms of business 
that provide limited liability but that are taxed at the individual level as pass-through entities. .\s 
a result, only about one-half of domestic net business income is subject to the corporate income 
tax.* 

Most revenue from today’s corporate income tax comes from multinational corporations that are 
competing in a global market. Raising revenue from corporate tax rate increases is problematic 
now that the United States is about to have the highest statutory corporate tax rate (counting state 
corporate taxes) among OECD countries. OECD data shows that in 2010, the average combined 
national and sub-national corporate tax rate in the OECD was 25. 1 percent. The U.S. combined 
rate was 39.2 percent, second only to Japan. The Japanese government has proposed a 5 
percentage point reduction in its corporate rate as part of tax system reforms for 201 1 . As of 
April 1, when Japan reduces its rate, we will have the dubious honor of imposing the highest 
combined corporate tax rate. 

Any increase in the corporate tax rate can be expected to induce additional U.S. tax avoidance 
through transfer pricing and other methods of income shifting. Clausing (2009) finds that every 
one percentage point differential between the U.S. and a particular foreign corporate tax rate is 
associated with a 0.5 percentage point increase in reported profits abroad.’ Clausing notes that an 
effect of this magnitude implies that, in 2004, the corporate tax rate differential induced U.S. and 
foreign-owned multinational corporations to shift over $180 billion in profits — and over $60 
billion in tax revenues — out of the United States. 

This leakage in revenue due to income shifting, along with the small role played by the corporate 
tax in the U.S. revenue structure, suggests that corporate rate increases can, at best, move the 
deficit only marginally toward a sustainable path. A more credible perspective would use a 
broadening of the corporate tax base to “pay down” the current law’s high marginal corporate 
income tax rates.'” That in turn means that corporate tax reform is unlikely to be a significant net 
revenue raiser. Ameliorating the United States’ fiscal challenges will require cither more 
comprehensive personal income tax reforms or tapping new sources of revenues. 


The economic benefit of base broadening tax reform 

The income tax imposes efficiency costs on the economy. These costs arise when taxes 
discourage work, savings, and investment; distort the economic decisions of individuals and 
businesses; and divert resources from productive uses in our economy. When taxpayers change 
their behavior to minimize their tax liability, they often make inefficient choices that they would 


® U.S. Department of Treasury, Treasury Conference on Business Taxation and Globai Competitiveness Background 
Paper, July 2007. 

^ See Kimberly Clausing, “Multinational Firm Tax Avoidance and Fax Policy,” National Tax Journal^ December 
2009. 

A closer look at the potential sources of corporate ba.se broadening, however, suggests that it may not be possible 
to enact a revenue neutral corporate tax reform that produces a meaningful corporate rate cut. See F.ric Toder's 
January 3 1 blog entry on Tax Vox tiulp: ' laxvox.la vpol icvc cnicr.or u 2ijl I 01 .3 1 cornuraie- lax - rcibi'm-whcrcs-tlic- 
hcvT ) for a clear explanation why it will be difficult to significantly lower the corporate rate through corporate tax 
expenditure reform alone. 
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not make in the absence of tax considerations. These tax -motivated behaviors divert resources 
from their most productive use and reduce the productive capacity of our economy. These 
distortions waste economic resources, reduce productivity, and, ultimately lower living standards 
for all. 

Economists call the efficiency cost of the tax system the “excess burden” indicating that the true 
cost of the tax system exceeds the revenue collected. Economic theory shows that the excess 
burden, or cost, of a tax is approximately proportional to the square of the tax rate. Roughly 
speaking, this means that if you double the tax you quadruple the excess burden. 

It is impossible to design an income tax system that does not impose some efficiency cost on the 
economy. The goal should be designing a system that raises the required revenue in a way that 
minimizes tax distortions to behavior and has desirable distributional consequences. It is easy to 
understand that raising a set amount of revenue with a narrow tax base requires higher tax rates 
than a broader base. What is often ignored is the drag on the economy created by the higher 
rates. 

The tax plan in the December 2010 report of the National Commission on Fiscal Responsibility 
and Reform demonstrated that by cutting back tax preferences and broadening the base, the 
current system could generate revenues of about 21 percent of GDP with top individual and 
corporate statutory rates of 28 percent." The lower rates made possible by the reform combined 
with the stripping away of tax provisions that distort economic activity would leave us with a 
system that is less costly to our economy. At the same time the new system would be perceived 
as being fairer than the current system and would also have the benefits of being considerably 
less complex and easier to administer." 


Should the corporate tax be reformed? 

Both our individual and business tax systems are inefficient and hopelessly complex, A high 
statutory rate and numerous deductions and exclusions distort corporate behavior in many ways. 
By reducing the after-tax return to investments, the high statutory rate discourages saving and 
reduces aggregate investment. The patchwork of rules that govern the taxation of business 
activity create incentives that favor debt over equity, encourage investment in tax-favored 
equipment and certain other assets over other kinds of investment, and drive capital out of the 
corporate sector into non-corporate forms of businesses. The current tax treatment of income 
from cross-border investment also creates inefficiencies that I discuss in the next section of my 
testimony. 

There are many possible reforms of the corporate system ranging from scrapping it and replacing 
it with a VAT to incremental reforms of the current system. For example, one of the 


See, National Commission on Fiscal Responsibility and Reform, The Moment of Truth, 2010. 

Prior to the report of the National Commission, Senators Ron Wyden and Judd Gregg put forward the “Bipartisan 
Tax Fairness and Simplification Act of 2010.” Their plan base-broadening plan would have similar attributes. The 
Bipartisan Policy Center’s Debt Reduction i'ask Force has also crafted a base broadening, rate-lowering plan. See 
Bipartisan Policy Center Debt Reduction Task Force, Restoring America's Future, 2010. 
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recommendations of the 2005 President’s Advisory Panel on Federal Fax Reform proposed 
moving the corporate income tax system to a cash-llovv tax.'^ Professor Alan Auerbach of the 
University of California at Berkeley has proposed replacing the corporate income tax with a 
destination-based cash-flow tax.''' These tax reforms have many merits. Most significantly they 
enhance economic growth by encouraging saving and investment and have the potential to 
significantly simplify the tax system. It is important to note, however, that these fundamental 
reforms have not been adopted in other countries and may be difficult to implement. While these 
reforms deserve careful study and consideration, today’s competitive world economy demands 
that we begin updating our system for taxing business income now. 

Transforming our current system from one with a high rate and a narrow base to one with a 
broader tax base and a lower tax rate could reduce a number of distortions associated w'ith the 
current corporate tax system. In addition, a lower rate will enhance the U.S, economy by 
encouraging investment in the United States by both U.S. and foreign countries. 

It will not be easy to cut corporate tax preferences and we will have to choose carefully. While 
some tax preferences benefit only a limited number of businesses, others cut taxes for a broader 
set and, in addition, lower the cost of domestic investments. It is not possible for us to stay 
competitive and grow our economy, however, with a statutory corporate tax rate that is 14 
percentage points above the OECD average. And if we delay reform of our system, this gap will 
surely increase. As noted above, Japan is lowering its statutory corporate rate. Both the UK and 
Canada also plan to reduce their rates in the coming years. The UK corporate statutory rate will 
land at 24 percent in 2014 almost 10 percentage point higher than the 15 percent statutory rate 
Canada will have in place by 2012. 

One often hears that the fact that the statutory rate is high is not important since our narrow base 
reduces the effective tax rate below the statutory rate. This argument ignores the important role 
statutory rates play in business decisions. The statutory rate influences tax planning and higher 
rates mean that more tax planning is necessary to lower the tax cost of running a business. Tax 
planning is especially important for U.S. multinationals that compete with foreign corporations 
subject to significantly lower taxes on their worldwide earnings. While aggressive tax planning 
has become a necessity it represents a pure waste of our economy’s resources. 

Statutory rates also influence where corporations do business. High corporate rates increase 
incentives for shifting income out of the United States and magnify the attractiveness of 
investing in low-tax locations. The statutory rate also influences financing decisions. The tax 
advantage to debt is an increasing function of the statutory rate. Finally, statutory tax rates play a 
role in determining the effective marginal tax rate of an investment. A high U.S. statutory rate 
can decrease the incentive to increase investments in the U.S. by both U.S. and foreign firms. 

Retaining a corporate statutory rate that is significantly out of line with our competitors is not a 
viable path for increasing U.S. investment, Jobs, and economic growth. 


See, President’s Advisory Pane! on Federal Ta.x Reform, Simple. Fair, and Pro-Growth: Proposals to Fix 
America 's Tax System. 2005, 

See Alan J. Auerbach, d Modern Corporate Tax, 2010, available at 
http://ww\v.americanprogress.org/issues/20IO/I2/pdl7auerbachpaper.pdf. 
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Should we reform our system for taxing cross-border income? 

Our current system for taxing the income earned abroad by U.S. firms is very complex, induces 
inefficient behavioral responses, and leaves both companies and policy analysts dissatisfied. 
Under our eurrent system, all income of U.S. corporations is subject to U.S. corporate tax 
whether it is earned at home or abroad. A number of proposals have been put forward to reform 
our system by adopting a territorial tax system which would exempt foreign source income from 
the U.S. corporate income tax.'^ For example, one proposal of the 2005 President’s Advisory 
Panel on Federal Tax Reform recommended combining a territorial tax system with a simplified 
income tax. More recently, the National Commission on Fiscal Responsibility and Reform put 
forward a base-broadening individual and corporate tax reform with a territorial system. The 
remainder of my testimony discusses issues associated with territorial taxation. 

The U.S. is one of only a handful of advanced economies that taxes the dividends of their home 
country corporations when they arc repatriated home. All other G-7 countries and all but six 
other OECD countries (Chile, Ireland, Israel, Mexico, Poland, South Korea) have adopted 
territorial or “dividend exemption” tax systems that exempt some (or all) of active foreign 
earnings from home country taxation. 

Understanding the economic consequences of moving to a territorial system requires some 
background on how the current U.S. system operates. Two features of the U.S. international tax 
system are illustrative of the issues associated with our current rules. The first concerns the 
timing of the U.S. taxation of foreign earnings of foreign subsidiaries. The active business 
earnings of foreign subsidiaries of U.S. parent corporations generally are not taxed at home until 
they are distributed as dividends. As a result, the tax on dividend payments can be thought of as 
being elective, much like the tax on capital gains. Because of the “time value of money” 
advantage of postponing tax payments, this “deferral” of U.S. tax allows foreign business income 
to be taxed at a lower effective rate than it would be if it were earned in the United States thereby 
influencing when and in what form foreign subsidiary profits are repatriated to the United 
States. 

Another distorting feature of the U.S. system that affects incentives involves the mechanism to 
prevent the double taxation of corporate income. The U.S. provides a credit for foreign taxes 
paid to foreign governments. The credit is limited to the U.S. tax that would be owed if the 
income were earned in the United States. Two steps are important in the foreign tax credit 
limitation calculation. First, the foreign income is separated into baskets to restrict cross- 
crediting, i.e., credits flowing over from highly taxed income to shield income that has been 
lightly taxed. There are effectively two foreign tax credit baskets: one for active income and one 


For an extensive analysis of proposals to reform the taxation of international income sec Harry Grubert and 
Rosanne Altshuler, ■‘Corprtraie faxes in the World Economy: Reforming the Taxation of Cross-Border Income,” in 
Fundamental Tax Reform: Issues, Choices and Implications, John W. Diamond & George R. Zodrow editors. 2008. 
This part of the testimony borrows .some material from this paper. 

U.S. tax is not deferred on passive investment income or other easily moveable income. Provisions contained in 
“subpart F” of the tax code prevent businesses from moving this income to low-tax countries and retaining it there 
indefinitely. These rules can influence how foreign operations are financed and structured. 
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for passive income. Within any basket, excess credits generated by one type of income (e.g,, 
dividends in the active income basket) can flow' over to other income in the basket (e.g., royalties 
in the active income basket) and shield that income from any residual U.S. tax. 

In the second step of the foreign tax credit limitation calculation, parent overhead expenses such 
as interest are allocated to each basket to calculate the net foreign income on which the credit can 
be claimed. This only affects companies if they cannot credit all the foreign taxes they have paid. 
If a company has excess foreign tax credits, allocation of expenses to foreign income increases 
U.S, tax by reducing allowable credits. If the company does not have excess credits, or is 
currently not repatriating income, the allocations have no effect on current U.S, tax liability. As 
pointed out in a series of papers by Harry Grubert of the U.S. Treasury Department and co- 
authors, allocations of overhead expenses can play an important role in the design of a territorial 
tax system,” 

The credit and deferral features of our current tax system create a situation in which the tax 
consequences of investment abroad depend on the circumstances of the taxpayer. For instance, 
certain corporations may be able to set up their operations in a way that either avoids the 
repatriation of foreign profits through deferral or avoids taxation on repatriated foreign profits 
through the credit. Either approach may effectively “self-help” the corporation to territorial tax 
treatment. 

By establishing repatriation of a dividend as a taxable event, the U.S. worldwide system distorts 
various business decisions. To redeploy earnings in the U.S., U.S. tax generally must first be 
paid, unless tax planning has ensured that sufficient tax credits are available. Further, the tax 
planning opportunities engendered by the complicated rules surrounding deferral may allow 
some corporations to help themselves to results that are even more favorable than territorial 
taxation. In these cases, the United States government effectively subsidizes marginal investment 
abroad. As a result, our system is worldwide for some corporations, territorial for some other 
corporations, and better than territorial for a third set of corporations. 

Whether or not this outcome is intended, the current system arguably distorts more economic 
decisions and is more complex than a system that simply exempted active foreign business 
income from U.S. tax, while raising little revenue from U.S. multinational corporations. At the 
same time, arranging affairs to avoid taxation of foreign earnings is costly for U.S, multinational 
corporations, and these costs differ across companies. The result is a system that distorts business 
decisions, treats different multinationals differently, and encourages wasteful tax planning. 

A territorial tax system would eliminate the burden of repatriation taxes on dividends. This 
would eliminate the incentive for firms to hold income in foreign operations abroad instead of 
sending it back home. Firms would no longer have to devote resources to planning how to send 


See Harry Grubert and John Mutti, Taxing Inlernational Business Income: Dividend Exemption versus the 
Current System, Washington, D.C.: American Enterprise Institute, 2001; Harry Grubert, “Enacting Dividend 
Exemption and Tax Revenue,” National Tax Journal, December, 2001; Rosanne Altshuler and Harry Grubert, 2001. 
“Where Will They Go if We Go Territorial? Dividend Exemption and the Foreign Location Decisions of U.S. 
Multinational Corporations," National Tax Journal, December, 2001; and Harry Grubert and Rosanne Altshuler, 
Corporate Taxes in the World Economy: Reforming the Taxation of Cross-Border Income, in Fundamental Tax 
Reform: Issues, Choices and Implications, John W. Diamond & George R. Zodrovv editors, 2008. 
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funds home in a tax efficient manner. And our tax system would more closely resemble those of 
our major competitors. If we were to adopt the type of territorial systems used by our 
competitors, our firms would face the same effective tax rates abroad as firms headquartered in 
competitor countries. 

The treatment of dividend remittances, however, is only one element of any option to move our 
system towards territorial taxation. Royalties would be fully taxed under a territorial tax system 
since there would no longer be excess foreign tax credits on dividend payments to shield taxes 
due on these payments. Income shifting becomes more attractive under territorial taxation but 
only to the extent of the burden of the repatriation tax faced by individual firms. As explained 
above, some firms are able to "self-help” to what is effectively a territorial tax system. For these 
firms, the income shifting incentives are not much different under territorial than under current 
law. 

Designing a territorial tax system involves deciding how and whether to allocate overhead 
expenses incurred domestically to support foreign investments to exempt foreign income, 
defining what types of foreign income should qualify for exemption, deciding on whether 
royalties should be given special treatment, re-examining the rules we use to protect the tax base 
from income shifting through inappropriate transfer pricing, and devising transition rules among 
many other policy decisions. The behavioral distortions and revenue consequences of any move 
to territorial depend critically on these decisions. Treasury estimates from the report of the tax 
subcommittee of the President’s Economic Recovery Advisory Board (PERAB) indicate that a 
territorial tax system with no expense allocation rules could lose $130 billion over ten years.'* 

The PERAB report notes that JCT, Treasury, and CBO have studied the revenue consequences of 
territorial tax systems with expense allocation rules and estimated that these systems could 
generate from $40 billion to $70 billion in tax revenues over ten years. 

Abandoning our worldwide approach to cross-border taxation would be a major policy move and 
deserves careful analysis. Wc need to ask and explore why the Japan and the UK have moved to 
territorial tax systems. And, among many other questions, we need to understand how the 
incremental incentive to engage in income shifting and invest in tangible and intangible assets 
abroad changes if we were to both lower the corporate rate AND adopt a territorial tax system. 
ITie time to do this analysis is now so we can make an informed decision on how to update our 
international tax system. Without more analysis we cannot move forward on choosing a new 
system for taxing international income. 


Conclusion 

The fiscal challenges ahead are daunting. Instead of spending the ne.xt two years engaging in an 
endless debate ofwhether to extend the 2001 and 2003 tax cuts, I urge you to focus on building 
support for and designing a base-broadening reform of the current system that can reduce our 
future unsustainable debt burdens and enhance the growth of the U.S. economy and the well- 
being of Americans. 


The President's Economic Recovery Advisory Board, The Report on Tax Reform Options: Simplification, 
Compliance, and Corporate Taxation. August 2010. 
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Chairman CONRAD. Thank you very much. 

Dr. Lindsey, thank you for coming, and please proceed. 

STATEMENT OF LAWRENCE B. LINDSEY, PH.D., PRESIDENT 
AND CHIEF EXECUTIVE OFFICER, THE LINDSEY GROUP 

Mr. Lindsey. Thank you, Mr. Chairman. I appreciate your invi- 
tation and that of the members of the committee. 

It is amazing, listening to my colleagues. I have to tell you, we 
did not collaborate in writing our testimoneys and I will change 
what I am going to say, in part to avoid redundancy. 

As Senator Sessions pointed out, there is a broad consensus in 
the economies profession that substantially more economic growth 
can be had through a sensible tax reform. I would add to that that 
in addition to the growth issues, it is important to take a look at 
the static behavioral issues that my colleague. Professor Altshuler, 
mentioned, and that is she observed that the excess burden of a tax 
doubles — is proportional to the square of the tax rate. So if you 
double the tax rate, you quadruple the excess burden. 

Senator Sessions. What does that mean? 

Mr. Lindsey. Well, it is how much 

Senator Sessions. It sounded important when I heard her say it. 

Mr. Lindsey [continuing], you distort the taxpayers’ behavior, 
how much more you make them worse off on top of the rate that 
he has to pay. So you not only have to send a check to the govern- 
ment, but because you face these high rates, you have to do things 
you would not ordinarily do just to comply with the tax code. 

Just to put it into context, in the current income tax, when you 
add all taxes in, including things like the Medicaid tax, we are now 
debating whether we should be at 40 percent or 50 percent. When 
you go in that range, the excess — the burden on the taxpayer, the 
total, the tax check he has to pay and the excess burden is at $1.70 
for every dollar the government collects. When you start going over 
50 percent, the numbers become quite high. You make the taxpayer 
four times as worse off as you make the government better off. 

So no sensible person should think, you know, let us make the 
government as well off as we can simply by taxing the population 
when we know we are making the people we are taxing one-and- 
a-half, two times, three times, four times worse off than we are 
making the government better off. That is not the way to enhance 
the wealth of the Nation. 

Where I would separate myself from my colleagues, and I cer- 
tainly endorse their ideas of trying to make the income tax better, 
I think looking at the problem here, we really have to move away 
from an income tax-based system toward something else. The cur- 
rent high economic cost of the tax system is due to a number of 
factors that I think lead me to that conclusion. 

The first is complexity. A lot of the tax code is really a judgment 
call about what income should be taxed and what should not. Now, 
in the context of our various financial problems in the last two dec- 
ades, a line came up that we should all bear in mind. Cash is a 
fact. Income is an opinion. And in our income-based system, a tax 
system is really about creating an opinion about what should be 
taxed and what should not. 
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We have a lot of opinions out there. There is GAAP accounting, 
Generally Accepted Accounting Principles. Those, by the way, are 
not fixed over time. They change. The SEC has certain modifica- 
tions to GAAP accounting to get another opinion about what in- 
come is. And then our tax code has a third opinion about what in- 
come is and that changes over time. It seems a little bit odd that 
the government at one time is rendering three or more different 
opinions about what income is. We have to move toward a cash- 
based system. 

Let me give a very simple example. I have a small company and 
just one of the peculiarities I face every year has to do with my 
health insurance premiums for my company. Now, I am obviously 
an employee of my company and that cash item is considered de- 
ductible. It is a business expense for my employees. I am in exactly 
the same health system. It is not considered a business expense, 
what I pay for myself and my family. And then when I take that, 
it is considered an adjustment on the income tax, but it is fully 
taxed on the payroll tax side, but not to my employees. So here you 
have one cash item, identical across the board, two different taxes 
have a different opinion about it, and they have a different opinion 
depending upon whether you are the owner of the company or 
whether you are an employee of the company. 

That leads to the second problem, which people have talked a lot 
about. It is horizontal inequality. Because you have all these dif- 
ferent taxes and each has a different opinion, essentially, similarly 
placed individuals pay radically different amounts of tax. I know 
Mr. Buffett is often up here talking about tax reform and he has 
admitted that his taxes are too low. He has an average tax rate of 
about 16 percent, if I believe the papers. That is about half what 
other entrepreneurs have. 

Now, how do you fix that? Well, you do not fix it by raising the 
taxes on the other entrepreneurs. You fix it by moving toward a 
system that defines the income he gets in a way that is similar to 
what others receive, and that is why I think we have to move to 
a cash-based system. 

The third problem has been touched on by a number of com- 
ments, and that is that our income-based system, because of the 
nature of the opinions that it renders about what should be taxed, 
encourages economic activity to go abroad. So, for example, an item 
that is manufactured in China but purchased in America has a cost 
structure that involves no U.S. income or payroll taxes on its labor 
content or on the profits that are rendered. China, of course, does 
have a tax system, but its rates are quite low relative to ours. The 
Chinese individual income tax produces just 1.2 percent of GDP. 
Ours produces 7 percent. So our income tax burden is six times 
what China’s is. The largest tax in China is the value-added tax, 
which produces a third of their revenue and is rebated on the ex- 
ports they send here. 

So having an income-based system while most other countries in 
the world, including Europe and Canada, are moving away from an 
income-based system and toward value-added taxation or indirect 
taxation, puts us at a competitive disadvantage. We complain a lot 
about the advantages the Chinese give themselves through their 



317 


exchange rate, but we have a major self-inflicted wound that we 
cause ourselves because we have income-based taxation. 

So again, I do not believe that these fundamental problems with 
our tax structure can be adequately addressed by changes to the 
income-based system. Rate reductions within the current system 
have been economically successful because the excess burden with- 
in that is so great. But further revenue reductions are not possible. 
America must move away from its income-based system toward a 
cash-flow system. 

This should not be done as an add-on. We do not need extra com- 
plexity. We need simplification. So adding yet another layer of com- 
plexity is inappropriate. 

Goods that are imported from abroad, even those that find their 
way into products produced here, would not have to pay an Amer- 
ican business receipts tax, and so would not be available for such 
a deduction by an importing firm. 

Governments and nonprofit entities could be given separate 
treatment so that only the labor component of their expense struc- 
ture would be covered by the tax. 

The problems of horizontal inequality in such a system would be 
minimized by having all receipts taxed once and at a single source, 
regardless from where they were derived. Issues of vertical inequal- 
ity, making sure that the rate was higher for higher-income indi- 
viduals, could be accomplished through the two-tier business re- 
ceipts tax system, where the higher tax rate exempted employee 
compensation below a certain amount. The problem with encour- 
aging lower taxes for very low-income people could similarly be in- 
corporated in there. 

We certainly need to address our budgetary challenges, but I do 
not believe that we can move forward tackling those issues with a 
tax system that imposes such high economic costs when we raise 
our rates to produce additional revenue. Our tax system is limiting 
American prosperity through needless complexity, horizontal in- 
equities, and implicit subsidies of economic activity outside of our 
borders. A switch to a cash-flow-based tax system, such as a busi- 
ness receipts tax or even a value-added tax, would greatly facilitate 
our ability to address these budgetary issues. 

Thank you very much, Mr. Chairman. I would be happy to take 
your questions. 

[The prepared Statement of Mr. Lindsey follows:] 
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The Budgetary Case for Fundamental Tax Reform 
Lawrence B. Lindsey 

Thank you Mr. Chairman and members of this committee for the opportunity to be here 
today to discuss the long term budgetary situation and the need for fundamental tax reform in 
order to put the country on the path to long term fiscal stability. The link between tax reform and 
our fiscal future comes down to one simple observation. A look at the current income based tax 
system suggests that we are getting as much blood from tbe stone as can be reasonably expected. 
The economic cost of additional revenue under this system is extremely high. To the extent 
additional revenue is needed in the future, the economic cost of collecting it through higher rates 
in the context of the current system is prohibitive. 

Moreover, there is a widespread body of consensus among economists in both parties that 
fundamental reform would significantly increase tax revenue. A survey of the economics 
literature by Kevin Hassett and Alan Auerbach finds that a revenue neutral switch to a more 
sensible tax regime would add between 5 and 10 percent to U.S. GDP over a decade'. Thirty 
years ago Larry Summers estimated that such a switch would generate an 18 percent gain in 
output^ and more recently Dale Jorgenson estimated a 19 percent increase in national wealth 
from such a switch^. Suffice it to say that an economy that is 10 percent larger can produce at 
least 10 percent more tax revenue without increasing tax rates or burden. 

While some commentators have focused on the concept of a “revenue maximizing” tax 
rate, I believe this is beside the point. Focus on a revenue maximizing rate presumes all you care 

^ Alan J, Auerbach and Kevin A. Hassett, “Toward Fundamental Tax Reform," AEI Press, 2005, 6. 

^ Summers, Lawrence H, "Capital Taxation and Accumulation in a Life Cycle Growth Model," American Economic Review, American Economic 
Association, 1981 vol. 71{4), pages 533-44, September. 

^ Dale W. Jorgenson, "Efficient Taxation of Income," Harvard Magazine, March-April 2003. 
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about is tax revenue, not what is really important, the cost to society of raising that revenue. Two 
factors combine to make the cost of raising additional revenue through higher rates on the 
existing base a very expensive proposition for the economy. First, we know, and have known at 
least since the time of ,4dam Smith, that higher tax rates shrink the tax base on which they are 
imposed. This stems from straightforward economic theory since taxes either tend to raise the 
cost of production and/or the cost of purchasing the good in question. When labor or capital 
income is taxed the attractiveness of working, saving, investing, or taking risks is directly 
impacted. 

Second, we know from basic economic theory that the excess burden of a tax - the cost to 
the taxpayer above and beyond the check that he must write to the government to pay the tax - 
rises with the square of the tax rate. So for example, the excess burden of a 20 percent tax is four 
times the burden of a 10 percent tax; the burden of a 50 percent tax is 25 times as much as a 10 
percent tax. This excess burden is an economic concept that measures how much worse off 
taxpayers are because their decisions are distorted by taxes. So as tax rates rise not only does the 
additional revenue rise less than proportionately to the rise in the rate because the tax base 
shrinks, the burden of the tax rises much faster than in proportion to the rate. 

Consider a very real world example. At present, the all-in marginal rate on 
entrepreneurial income is roughly 40 percent, depending on the precise situation of the taxpayer. 
The recently passed health bill will raise that by between 0.9 and 3.8 points and an expiration of 
the 2001 and 2003 cuts will add another 5.8 points to the rate, making the rate roughly 50 
percent. Based on my work on tax changes in the 1980s, a 10 point rise in the rate from 40 
percent to 50 percent would cut the base of affected taxpayers by about 10 percent"'. At the most 

^ Lawrence B. Lindsey, "{ndivldual taxpayer response to tax cuts: 1982-1984: With implications for the revenue maximizing tax rate," Journal of 
Public Economics, 1987, p. 173-206. 
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simple level, a 40 percent tax on a one dollar base would produce 40 cents in revenue, but if the 
rate went up to 50, the one dollar base would drop to 90 cents, of which the government would 
take half, producing 45 cents in revenue. 

Note that this is the estimated response at the top income tax rate. But the same 
responsiveness to the tax rate exists throughout the tax code. Greg Mankiw and Matthew 
Weinzierl estimated that a change in labor income taxes across the board would change revenue 
by only 83 percent of what a static model would predict while the same figure would be just 50 
percent for across the board changes in capital income^. Adjusted for tax rates, these estimates 
are quite similar to the ones 1 just discussed. 

In addition, we need to consider the excess burden of the tax. This adds an extra cost in 
economic well being above and beyond the revenue collected and rises roughly 3 and half cents 
on each dollar in the existing tax base. Put the two together, and the economic burden to the 
taxpayer rises by about 8 and a half cents - 5 cents in the form of extra revenue the government 
collects and 3 and a half cents because the tax distorts his decision making in a way that makes 
him less well off. Stated plainly, the taxpayer suffers a loss in economic well being that is 
almost twice as much as the extra revenue the governor collects. 

The effect gets even worse as rates rise further. At a 60 percent tax rate the base would 
shrink still further - to just 77 percent of its size at 40 percent, meaning the government would 
collect just 1.6 cents more in revenue than at a 50 percent rate Meanwhile the excess burden 
rises a further 4 cents. This means that for each additional dollar collected by the government, 
the taxpayer is made about four dollars worse off. There is a clear lesson here: a high tax rate 


^ N. Gregory Mankiw and Matthew Wein 2 ierl, “Dynamic Scoring: A Back-of-the-Envelope Guide," Journal of Public Economics, 2006 (90): 1415- 
1433 
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that might still raise revenue for the government is by no means an eeonomically optimal rate 
from the point of view of society, 

Adam Smith broke with the existing mereantilist view of the well being of a nation in 
1776 by arguing that it was not the revenue the state was collecting, but the overall well being of 
society, that determines the true wealth of a nation. Obviously governments must collect 
revenue. But it is hard to argue that society is really better off when the government is enriched 
by a dollar at the expense of two to four dollars for the eitizens footing the bill. That is true even 
if those citizens are politically out of favor - such as the “rich” - which many seem to think 
should pay ever increasing amounts of taxes. 

The high economic cost of the current tax system is the result of a number of factors. 
The first is complexity. Much of the tax code involves what amounts to judgment calls about 
what should be taxed and what should not. The reason is that wc levy taxes on income and not 
on cash flow. There is an old saying that gained a lot of credence during the recent economic 
crises and accounting scandals of a decade ago - “Cash is a fact, income is an opinion.” 

The accounting profession exists to tell the difference between the two, and has created a 
set of rules - Generally Accepted Accounting Principles, that by the way, aren't even fixed in the 
opinion they render, but evolve over time. Then, the Securities and Exchange Commission has 
certain modifications to these GAAP rules that must be reported to shareholders and the public. 
Of course, none of these definitions bear much resemblance to a whole different set of of 
opinions that the IRS has about what is income. Isn’t it at least a little bizarre that the 
government itself requires a business to keep several sets of books? 

Even at the level of a very simple company like the one I now own, this complexity 
makes absolutely no sense. Let me give one simple example: health insurance contributions. 
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The health insurance payments I make to my employees are considered to be a business expense 
and therefore not part of my company’s income, but the same premiums my company pays for 
me and my family under the same health insurance program are considered income to me. Now 
the income tax renders an opinion that these can be treated as an adjustment to my income for 
income tax purposes, but not for payroll tax purposes. Docs anyone have an explanation why this 
piece of cash flow is considered income to some but not to others, and is considered income 
under some income based taxes but not under other income based taxes? 

This complexity is the major cause of a second problem with the current income based 
tax system - what economists would call “horizontal inequality". Some people are able to 
design their economic behavior in ways that minimizes tax liability while others do not. As a 
result, individuals with relatively similar incomes often pay quite different amounts and rates of 
tax. This is all very annoying to both taxpayers and to the country. The question is how to fix it. 
Some very high income people, Warren Buffet comes to mind, admit that their tax rates are quite 
low and feel that rich people like themselves should pay more and support raising tax rates as a 
result. According to news paper stories, Mr. Buffet pays about 16 percent of his income in taxes, 
about half what other entrepreneurs pay, even ones far less successful than he. But the way to fix 
this inequality is not to raise tax rates on those who are already paying twice the rate that Mr. 
Buffett is. It is to eliminate the “opinions” that define some of Mr. Buffett’s income as exempt 
from tax or subject to lower rates. 

The third major problem with our income based system is that it encourages economic 
activity to go abroad. An item that is manufactured in China but purchased in America has a 
cost structure that involves no U.S. income or payroll taxes on its labor content and virtually no 
U.S. corporate tax on the capital involved in the production. Of course China does have an 
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income tax, but it is quite low compared to ours. The Chinese Individual Income tax produces 
revenue equal to just 1 .2 percent of GDP compared to roughly 7 percent in the United States. 
The largest component of the Chinese tax system is the Value Added Tax, which generates 
roughly one third of all Chinese tax revenue. But Value Added taxes are rebated on exports, so 
this tax does not apply. Conversely, an item built in America and then sold to China involves 
labor costs that pay both income and payroll taxes and capital costs that involve the whole 
panoply of U.S. taxation, When they arrive in China the import cost is subject to Chinese Value 
Added Tax. And this is not Ju.st the Chinese. Throughout Europe Value Added Taxation has 
increasingly replaced direct taxation on personal and corporate incomes over the last couple 
decades and under World Trade Organization rules it is perfectly legal for them to rebate the tax 
on exports and impose it on imports. 

We complain a lot about the advantages the Chinese give themselves through 
manipulation of their exchange rate. At the same time we induce this massive self inflicted 
wound on ourselves in the form of our income based tax system. And whenever someone 
advocates raising rates within our current tax regime they are implicitly calling for these 
distortions to be larger and therefore for Chinese goods to become even more competitive here 
and our goods to become even less competitive overseas. 

I do not believe that these fundamental problems with our tax structure can be adequately 
addressed by changes to our current income based tax system. Rate reductions within the current 
tax system have proved economically successful because the excess burden associated with 
current rates are so high that the economy naturally prospers when rates are cut and the benefits 
to the economy of those cuts have consistently exceeded the foregone revenue. But further 
revenue reduction is not possible given our eurrent debt position. 
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America must move away from an income based system - where what is taxed is an 
opinion - to a cash based system based on the gross receipts of a business less those items the 
business has purchased on w'hich it has already paid tax to another business. Such a tax system 
should not be an add-on to our current system. Adding yet another layer of complexity on top of 
what we already have would be among the worst ideas we could come up with. Instead, we need 
to replace all of our existing income-based tax concepts with a cash-based tax on net receipts. 
Congress should also define receipts in terms of a border-adjusted way so that goods we export 
should not be treated as receipts. Obviously goods imported from abroad, even those that find 
their way into other products, would not have already paid an American business receipts tax and 
so would not be available for such a deduction by the imported firm. Governments and non- 
profit entities could be given separate treatment so that only the labor component of their 
expense structure would be covered by tax. This would be necessary to level the playing field 
between economic activity in the for-profit business sector and similar activity outside it. 

Problems of horizontal inequality would be minimized by having all receipts taxed once 
at a single source, regardless from where they were derived. Issues of vertical equality - making 
sure that the rate was higher for higher income individuals - could be accomplished with a two 
tier business receipts tax where the higher tier rate exempted employee compensation below a 
certain amount. 

We certainly need to address our budgetary challenges. But, I do not believe that we can 
move forward tackling these issues with a tax system that imposes such high economic costs 
when rates are raised to produce additional revenue. Our tax system is limiting American 
prosperity through its needless complexity, horizontal inequities, and implicit subsidies of 
economic activity outside of our borders to produce goods and services consumed at home. 
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Fundamental reform is desperately needed. A switch to a cash-flow based tax such as a Business 
Receipts Tax or even a Value .Added Tax would greatly facilitate our ability to address these 
issues. 

Thank you and I would be happy to address your questions. 
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Chairman CONRAD. Thank you. Thank you. Really excellent testi- 
mony, Mr. Lindsey. All of the members, I think, have made a real 
contribution to the beginning of this discussion. 

Let me go, if I could, to a concept that was proposed by Professor 
Graetz at Yale. I think he is now at Columbia. He made a proposal 
that we go to a system that is really a hybrid, which is what most 
countries do. He proposed we go to a consumption tax for the vast 
majority of people, take 100 million people off the income tax sys- 
tem completely, substantially reform and reduce the corporate rate, 
broaden the base, and he argued that this would dramatically im- 
prove the efficiency of collection, that is that we would have less 
leakage in the system; No. 2, that it would make America far more 
competitive. 

Let me just go down the line and ask if you have looked at Dr. 
Graetz’s work and what you think of his proposal and what it 
would mean for both helping us reduce the deficit and at the same 
time improving the competitive position of the United States. Dr. 
Steuerle? 

Mr. Steuerle. Well, as I tried to outline very briefly in my testi- 
mony, I think there are actually a variety of fixes that would be 
better than current law, so I would certainly say what Michael 
Graetz suggests is better than what we have now. The question is 
how far you want to go in adding on what would be essentially a 
VAT, a value-added tax, which is the basic tax that he would use 
to collect revenues from the majority of people. 

My principal concerns with Mr. Graetz’s proposal, and I think it 
actually is very illuminating, is at the very bottom of the income 
distribution, the very top, and not the middle, so he solves and sim- 
plifies a lot of things in the middle of income distribution. 

At the bottom, I do not think he has really grappled with the 
very tough issue of how you integrate things like Earned Income 
Credits and Child Credits — we could have separate testimony on 
this — with Food Stamps and TANF and now health subsidies that 
phaseout when your income goes up. So we have all these indirect 
tax systems at the bottom that are based on income and I do not 
believe that he actually has solved that problem for the bottom. 

And at the top, he leaves in place all of these deductions and 
credits for high-income people, so the notion of high-income people 
getting a home mortgage interest deduction and low-income people 
not getting any subsidy for their housing, it seems to me, does not 
quite work, either. 

But if you asked for the base, the core of the proposal, would you 
consider replacing a significant portion of the current income tax 
with a value-added tax, I think that a lot of economists might not 
agree that that is the reform they would favor — Mr. Lindsey indi- 
cated another way he would go about it — ^but I think they would 
say it is better than the current law. 

Chairman CONRAD. If you were to move in that direction, how do 
you protect the most vulnerable among us? How do you protect 
those that are at the lowest end of the income scale? 

Mr. Steuerle. This is a subject that has not gotten much atten- 
tion lately, but as I say, we now have low-and moderate-income tax 
payers and so many phase-outs of so many programs that their 
marginal tax rates are among the highest in the Nation. Some of 



328 


them face 70 or 80 percent rates. Forty or 50 percent rates are very 
common. You lose your Food Stamps. You lose your — the new 
health law, there is a ten cents or more phase-out of your health 
benefit. You lose your Earned Income Credit. You lose your Child 
Credit. All these phase-outs basically start adding up, and then you 
add on the Social Security and the income tax rate. 

I think we have to actually think about reform of what we want 
to do at the bottom of the income distribution, in the middle of the 
income distribution, and at the top of the income distribution, al- 
most think about them separately so we take the progressivity 
issue on the side. We decide how much we are going to collect or 
how much we are going to get from these groups and then we try 
to simplify for each group. I think that requires a reform effort that 
even goes beyond what we are discussing today. 

Chairman CONRAD. Dr. Marron. 

Mr. Marron. Thanks. I guess my approach is to say that there 
are several things we are trying to accomplish in a tax system. One 
is to raise as much revenue, the revenue we need to pay for the 
government without harming the economy, and the best way to do 
fiiat is to go toward a consumption tax. 

One of the other things we would like to do is achieve certain 
progressivity goals. The tax system is a very important way that 
we think about the distribution of after-tax income in the United 
States, and frankly, income taxes tend to be a better lever for doing 
that. And what the Graetz proposal is trying to do is, in essence, 
find a compromise sweet spot in there that is recognizing that for 
the economy as a whole, it is better to have more of the tax base 
be consumption-based — that is why he introduces a VAT — but then 
recognizing that if you want what I think is widely held as kind 
of a fair conception of what the distribution of the tax burden ought 
to be, that you are going to need something like an income tax at 
the higher level to collect that, and he is trying to strike that bal- 
ance. 

My sense is that he succeeds in the sense of creating a tax sys- 
tem that would strengthen the economy, be beneficial for competi- 
tiveness. As Gene says, there are a lot of difficult details about how 
you actually implement that and accomplish all the goals through- 
out the income distribution, but as a basic structure, I think it is 
an interesting one to think about. 

Chairman CONRAD. Dr. Altshuler. 

Ms. Altshuler. Yes. I agree with Donald. I am a fan, and I very 
much believe that all roads lead to a VAT. I just think that that 
is where we are going to have to end up. Adding a VAT onto the 
system would allow for lower rates, so you get all the benefits of 
the lower rates. You would have a system that is much less com- 
plicated, I believe. You would have much less incentives for income 
shifting. 

It is implementable. We can do this. Canada, I mean, all other 
countries in the OECD have a VAT. This is how they raise their 
revenue. Virtually every other country in the world has a VAT. So 
it is something that could be done. 

Chairman CoNRAD. But how do you protect those who are at the 
lowest end of the income distribution, those who are the most vul- 
nerable among us? How do you protect them in that system? 
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Ms. Altshuler. That is the difficulty and that is what Gene and 
Donald have also talked about. Now, remember that you are going 
to be retaining the income tax, so you can run refunds and transfer 
programs through the income tax. So by retaining the income 
tax 

Chairman CoNRAD. You could keep the Earned Income Tax Cred- 
it — 

Ms. Altshuler. Absolutely. 

Chairman CONRAD [continuing], you can keep the Child Care 
Credit 

Ms. Altshuler. Exactly. So you can help the distributional con- 
sequences of moving to a VAT through the income tax system. I 
know — I believe the Tax Policy Center is studying this right now, 
and as Gene said, with more study into this, I do think that we 
could get the distributional consequences to be something that we 
desire, and I think what we need to remember is that we are keep- 
ing the mechanism of the income tax, so that is going to help us 
out at the bottom of the income distribution. 

Mr. Lindsey. Well, first of all, I think we all agree that almost 
anything would be better than what we have, and that would be 
what I would think about Mr. Graetz’s comment. 

I also agree that, as I said in my testimony, I think we have to 
move toward a business receipts tax or VAT. 

I would reject retaining the income tax along with it because I 
do not see where adding yet another definition of income or an- 
other calculation everyone has to do is a net gain. I think within 
the context of a business receipts tax, you can have substantial pro- 
gressivity. 

For example, you could have a base business receipts tax rate, 
call it 20 percent. 

Chairman CONRAD. Explain that for those listening and for the 
members of the Committee. What do you mean by that? How does 
that work? 

Mr. Lindsey. Well, a business receipts tax or a VAT are very 
similar concepts. Essentially, the base would be total receipts by 
the company minus what was paid and taxed to a different com- 
pany. So, for example, if I am making a car and I buy steel, I send 
the steel company a check to buy the steel, and the value-added tax 
on that steel is part of that. So to avoid double taxing, if I can show 
that I have — basically it is called an invoice. If I have an invoice 
that says you paid tax on that once, you do not have to pay tax 
on it a second time. So the base would be all the money coming 
in minus the cash going out that you paid a tax on. 

Now, if I bought that steel from China, I did not pay a VAT on 
it or a business receipts tax, no deduction, and so we would be lev- 
eling the playing field between purchases of goods here and pur- 
chases of goods from overseas. 

Chairman CoNRAD. So that would help the competitive position 
of the United States vis-a-vis taxes with respect to one of our 
toughest competitors, and all of our competitors who have a similar 
system. 

Mr. Lindsey. Absolutely. And if you think of it, that is the cen- 
tral issue, and I think that it really is our central economic issue. 
You have to say why wouldn’t I want to throw as much — if I am 
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going to move to that system anyway, why wouldn’t I want to move 
as much of our tax base into that system as possible? If I know I 
am going to gain competitiveness by doing it, why would I only 
want to gain competitiveness on half my tax system? Why wouldn’t 
I want to gain competitiveness on all of my tax system? And that 
is why I would move to the one tax. Now 

Chairman CoNRAD. This one goes to — it takes us right back to 
this fundamental question. If you do it all on that side of the ledg- 
er, how do you maintain progressivity in the system so that espe- 
cially those who are the least vulnerable who benefit from the cur- 
rent tax system through the earned income tax credit, child care 
tax credit, how do you maintain that support for that end of the 
spectrum? 

Mr. Lindsey. Sure. Let me mention the high end as well. There 
is no reason why — again, you have the business filling out its tax 
form. They do the calculation on the base I just said. Then you 
have a second line that says subtract the first $10,000 a month you 
paid to every employee; in other words, wages up to $10,000. You 
get another line. You put another tax on top of that. So that high- 
end wages and profits, including interest and dividends, would be 
subject to the higher rate. I think that is how you get progressivity 
on the higher end. 

On the lower end, this is not a hard problem. I mean, there is 
no reason why you cannot have wage subsidies built into an EIC — 
an EITC. Right now we incorporate the EIC right into the payroll 
checks of most companies. You can get — I think it is called pre- 
paid. There is a way. We have it in the tax system where you can 
get — you do not have to wait for April 15th to get your earned in- 
come tax credit now. You can get it in every paycheck you file. 
There is no reason why you cannot do that in the VAT system ei- 
ther. 

The other aspect of the help for people on the lower end of the 
income distribution, it has been pointed out that right now we have 
among the most complicated set of rules because we have different 
rules for food stamps, for health care, for what have you. So that 
is something that you can reform separately. You can run it 
through the tax system. You can run it through a direct payment 
system, which is what a lot of what we do now is. When you think 
about “welfare” in the old days, it had nothing to do with the tax 
system. It was a direct payment to people based on their income 
and based on the number of children they had. So I do not see 
where there is an obstacle toward providing progressivity in our 
combined tax transfer system by moving to a value-added tax or a 
business receipts tax. 

Chairman CoNRAD. All right. Senator Sessions. 

Senator Sessions. Thank you. Mr. Chairman, I would yield my 
time to Senator Portman. I would just note that we have three new 
Senators that have joined our Committee. Senator Portman was, of 
course, at 0MB, which is the heartbeat of Eederal money manage- 
ment, and a member of the Ways and Means Committee in the 
house for a number of years. And Senator Toomey was on the 
Budget Committee in the House for a number of years and was a 
businessman. And Senator Johnson, who is not with us now, is a 
full-time career businessman who got elected to the Senate. So I 
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think they all three are going to add some real experience and per- 
spective to our debate. Senator Portman, thank you for being with 
us, and I yield my time to you in the first round. 

Senator Portman. Thank you, Senator Sessions. I appreciate 
your yielding your time. You know, we have all got four or five 
things going on at once here, so I am going to have to step out after 
my questions. But I really enjoyed the testimony, and, Mr. Chair- 
man, thank you for bringing this panel together. It looks like we 
need to get Michael Graetz here next time so he can talk about his 
ideas. You know, I did read his book, and I am intrigued by his 
concepts. I will tell you, I think in the politics of today and with 
the urgency of addressing our fiscal crisis, I am not sure where to 
make that leap. 

I will also say to the Chairman’s question that one of the 
thoughts that came up in relation to the Graetz ideas was to deal 
with progressivity among lower-income workers by offsetting the 
payroll tax, which is a good way, I think, to both simplify the Tax 
Code and also to provide relief because most low-income workers 
are working and do pay payroll taxes. Those who do not, there are 
other ways to do it, as the panels have talked about. 

But I kind of want to take us maybe back to the kinds of pro- 
posals that the Commission has looked at and the kinds of pro- 
posals that the Wyden-Gregg legislation would indicate, and that 
is simplifying the current code. Again, as interested as I am in 
what Dr. Lindsey and others are talking about in terms of moving 
to a VAT tax, I am not sure I see that as politically viable here 
in the short term. 

But perhaps we could move to an income tax that is simpler, that 
has fewer economic distortions, that makes us more competitive, 
that moves us toward eventually looking at some of the more dra- 
matic changes in terms of a consumption-based tax. So a couple 
questions for you. 

One, what should the corporate rate and the individual rate be? 
There is a study we talked about in the last hearing that is out 
recently by Alex Brill and Kevin Hassett from AEI indicating that 
we are leaving money on the table right now with the corporate 
rate being so high. In fact, I think they say the optimal corporate 
rate is in the mid-20s, and the point has been made here this 
morning that we are not competitive with our OECD trading part- 
ners. Japan is going to relinquish first place to us in terms of the 
highest corporate rate come April. And this is a jobs issue. 

What should the rate be? And what should the interaction be be- 
tween the individual rate and the corporate rate? The question I, 
of course, have is: Given the fact that most businesses in America 
do not pay their taxes at the C rate but rather at the sub-chapter 
S or as partnerships and sole proprietors, what kind of behavior 
will result if the corporate rate, let us say, were at 26 percent and 
the individual rate was relatively higher? Would you see that shift 
back to the C corporations? And is that good for taking the eco- 
nomic distortions out of our system? I do not think so because then 
you would have more double taxation on the corporate side. 

So I will start with you. Gene, if you do not mind and just go 
down the panel, if you all could tell me again in sort of a realistic 
scenario here of getting a corporate rate down, what is the right 
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corporate rate? And what should the right top rate he for individ- 
uals? 

Mr. Steuerle. Well, thank you, Senator Portman. It is good to 
work with you on this side of the Congress this time. 

Let me answer your second question first, which I think is the 
easier one. I think the individual rate and the corporate rate 
should he fairly near to each other. That is the conclusion we came 
to in the mid-1980s, and I think it is the right conclusion today. 
And I think if you ask me personally where I would come, I would 
actually try to keep the rates down into perhaps the high 20s. 

But here is my dilemma. I believe that the effective rate of tax 
on the public is equal to the spending rate, and the spending rate 
right now is about 24 or 25 percent of GDP. The typical tax base, 
the income tax. Social Security, value-added tax, is only about half 
of GDP. So you are really running rates. If we really add them all 
together, so you add in how you come in the back door, through So- 
cial Security taxes, you phaseout this, you phaseout that, most peo- 
ple are facing 40, 50 percent rates if you really look through the 
system. So the statutory rate is hiding the effective rate that they 
are facing from being phased out of all these programs, from hav- 
ing all these combined tax systems. And so it is very hard for me 
to give you a rate in the individual and the corporate tax that get 
balanced. And the system is so out of balance — in fact, one thing, 
Mr. Chairman, I hope you will consider that I think you could even 
work with the House Budget Committee on is ways to report to the 
public better. I really think that one way to get at the deficit issue 
is to start reporting to the public that the tax rate is equal to the 
spending rate, that what we are spending as a society now and 
what we are spending in the future is the taxes we are collecting, 
just as if it were a household, and we’re spending $100,000 and 
borrow $50,000, we are still spending $100,000. We still have to 
pay that $100,000, and somebody is going to pay it, and we need 
to report that unidentified payer, which is the person who has to 
pay for that deficit in the future. We need to start reporting that 
as a tax or a burden on future generations or on future taxpayers. 

So to answer the question, I would put the rates near to each 
other, but I have to solve the question of where you want the sys- 
tem as a whole to come out. I think that the rate of tax we pay 
should be equal to the spending we promise the public as a way 
to get the deficit in order. And even if that makes the tax rate way 
too high for where I want Government to be, at least it is an honest 
system, and we are not trying to hide the rates in the deficit. 

Senator Portman. We also need to do both. The Chairman talked 
about that earlier, on the spending side as well. 

Dr. Marron. 

Mr. Marron. So perhaps not surprisingly, I will be in a similar 
place to Gene. On the corporate side, the pressures around the 
world are such that the world is moving into, you know, tax rates 
that have a 2 at the beginning of them, and that would seem to 
be where the United States ought to go if it can figure out a way 
to get there. You would like the individual rate, the personal rate 
to be near that. I am not sure they need to be necessarily identical, 
so it could possibly be somewhat higher. But you are going to want 
them to be similar. 
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But you have the challenge that Gene said, which is, you know, 
we have to pay for the Government that we are going to have and 
whether that is going to be possible with those lower rates. And I 
would say, you know, going back to my testimony, the emphasis on 
the tax preferences, that how one feels about being able to bring 
the rates down by a sizable amount I think is going to depend a 
lot on how aggressive folks can be in rolling back tax preferences, 
both in finding what will count as revenue, although often I think 
as effectively spending to offset any budget impacts from that. And 
then also if you are concerned about the distributional impacts, you 
know, if you are bringing down top rates, you are going to want 
to find — look at the tax preferences in particular that systemati- 
cally benefit those folks as an offset to that. 

Senator Portman. Let me just ask. Dr. Altshuler, before you an- 
swer, just a simple year or no. Does it make sense to reduce the 
corporate rate, which I think there is a broad consensus on now, 
without dealing with the individual rates? Yes or no. The answer 
is no. Just say it. 

[Laughter.] 

Ms. Altshuler. I am going to lead the witness. 

Ms. Altshuler. It is going to be difficult. 

Senator Portman. But, seriously, if you still have a top rate of 
35 percent and you do reduce the corporate rate to the mid-20s, 
that creates 

Ms. Altshuler. I think there is going to be a problem, yes. Yes, 
yes. 

Senator Portman. So yes, no. 

Ms. Altshuler. I guess the answer is no, right. 

Senator Portman. Thank you. 

Ms. Altshuler. And so can I go on to 

Senator Portman. Yes. 

Ms. Altshuler. OK. Now I am confused as to what yes and no 
mean. 

Well, just getting back to the question that you asked me di- 
rectly, I think it is going to be hard through revenue-neutral cor- 
porate income tax reform to get the corporate rate down to 25 per- 
cent. So I do not really see that — I would love to be able to do that, 
but just looking at corporate tax expenditures and just cleaning up 
the base, I do not think we get to 25 percent. And I think that is 
where we do need to go. 

So in answering your question, you know, it makes sense to try 
to get to the OECD average because of the competitive pressures 
that we face that are not going away. Other countries besides 
Japan, Canada and the U.K. are also lowering the rates. I am not 
saying that we should engage in a race to the bottom. I do not 
think that is good for the world either. But the reality is that our 
rate is 14 percentage points higher than the OECD average right 
now. 

As Donald said, the two rates do not have to be identical, but 
they should not be too far apart. What you are pointing out is abso- 
lutely right. If you have a corporate tax rate that is much lower 
than the individual tax rate, then all of a sudden the corporation 
becomes a tax shelter for high-income individuals, and there are 
tax lawyers that are just going to jump all over that and advise 
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people how to deal with that. But you should keep in mind that 
once I incorporate myself to get money out, I am going to be paying 
the corporate rate along with the individual rate, and that is why 
there is room for there to be a little bit of a difference between the 
two rates. 

How do we get to these rates that begin with a 2? Well, I think 
we have all been saying the same thing, and the Commission 
showed us: broaden the base. Take a deep breath; broaden the 
base. 

Senator Portman. Larry. 

Mr. Lindsey. Yes, the answer to your question is I think you do 
have to lower the rate. What has increasingly happened since S 
corporations have become common is that the corporate rate is 
really a way to purchase — it is a convenience for the business orga- 
nization to be structured that way. And the only people for whom 
it really makes sense anymore are large institutions that are inter- 
nationally competitive. 

So I actually think that although it would be ideal to lower both, 
the damage done would probably be manageable in part for a rea- 
son that Professor Altshuler mentioned, which is if you are now a 
sub-chapter S and you switch over to a C, you pay the 25-percent 
rate that a C corporate rate would be. But then your money is 
stuck in the firm, and you have to take it out somehow; and as 
soon as you take it out, you are subject to the personal rate. So the 
advantages, I think — I mean, this gets back to the main point that 
an income-based tax system really, really does not make sense, be- 
cause you get into all these complexities. Is it going to be taxed 
once, twice, two and a half times, three times? And I know it is po- 
litically difficult, but in the end, as Rosanne said, we have no 
choice. All roads are going to lead to a VAT. If we intend to be com- 
petitive, that is where we are going to end up. 

Senator Portman. Thank you, Mr. Chairman, for the time. 

Chairman CONRAD. Thank you. 

Let me just say to colleagues we are at 11:10. We have a good 
turnout. We have more colleagues coming, so I think we are going 
to have to go to 5-minute rounds, and we will start with Senator 
Wyden. Senator Portman was on Senator Sessions’ time. 

Senator Wyden. Thank you, Mr. Chairman, and I thank all the 
panel. 

As far as I can tell, reforming the Federal income tax is the only 
major policy response with an actual track record — an actual track 
record of creating millions of private sector jobs without adding to 
the deficit. And here are the numbers. 

Two years after a big group of populist Democrats and Ronald 
Reagan worked together, the economy created 6.3 million non-farm 
jobs. That is twice as many — twice as many jobs as were created 
between 2001 and 2008, the period of time when tax policy was 
partisan. 

So my question particularly for you, Mr. Steuerle, because you 
have this great history of 1986: Is there any reason why the prin- 
ciples of tax reform that were pursued in 1986 would not be once 
again an engine for job growth? The Heritage Foundation scored 
Senator Gregg’s proposal with me as creating 2.3 million new jobs 
per year. That is in the here and now. We have to create more 
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good-paying jobs, and because of your history, the first thing I want 
to ask is: Do you see any reason why the principles of 1986 tax re- 
form would not be an engine for job growth again? 

Mr. Steuerle. Well, you sort of set me up. Senator Wyden. I 
agree with your conclusion. I think tax reform, lowering the rate, 
broadening the base, is good for the economy. 

Now, how far and how fast it goes, I am one of these people who 
is always a little reluctant to make that type of prediction, but it 
is in the right direction. And I believe that there are so many areas 
of tax and budget reform where we know what to do, and if we do 
them and move in the right direction, we often get surprised. And 
what actually happened in 1986, we actually thought that perhaps 
there was a transition period where we might have actually had a 
little bit of a slow growth to be able to compensate for the reform. 
And you may remember, by 1986 we were already into about the 
third or fourth year of an expansion at a time when we often slow 
down. Instead, what happened after tax reform was that things ac- 
tually sped up. 

So, yes, I think tax reform especially is good for long-term 
growth. What happens in the short term is hard to predict, but the 
lessons of 1984 to 1986 actually are fairly positive. 

Senator Wyden. Well, those numbers are just stunning. I mean, 
twice the job growth in the 2 years after bipartisan tax reform com- 
pared to the whole period between 2001 and 2008, and that is a 
matter of public record. 

The second question I want to ask, we will get you, Mr. Marron, 
and you. Professor Altshuler. I will tell you, I find it pretty alarm- 
ing how short shrift small business is getting in this whole discus- 
sion about tax reform. Now, in the proposals Senator Gregg and I 
put together, we get the corporate rate down to 24 percent. That 
was scored by Joint Tax, so, again, that is a matter of public 
record. But small business, that is 80 percent of the businesses in 
this country, sole proprietorships and partnerships and the like. 
And it seems in much of the discussion small business is almost 
getting to be an afterthought. And I am going to do everything I 
can to keep that from happening. 

I wonder what your sense is about how small business is fitting 
into this discussion. Professor Marron and Professor Altshuler. 

Mr. Marron. Well, the first point, which is I think where you are 
going, is that, as was discussed before, we now have many busi- 
nesses that are structured so that they pay their taxes through the 
individual income tax, and that as passthroughs — as you think 
about tax changes, it may make life easier for businesses to create 
jobs, you are going to want to think not just about corporate tax 
reform but possibly about the benefits of, say, lowering rates and 
what-not on the individual side. 

Now, the caveat with that is that while many, many companies 
and businesses show up on personal income taxes, the really, really 
large ones and the multinational ones are still over on the cor- 
porate side. 

Then, with the security and safety of being a think tank and aca- 
demic guy, I will inject the one thing that there has been a lot of 
interesting recent research on what are the key things for creating 
jobs and moving the economy forward. And it turns out that small 
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business is not exactly the slice that drives it; that it turns out that 
there are a lot of small businesses that do not grow — I mean, the 
perfectly respectable businesses we like, but that if you are inter- 
ested in kind of what are the job creators, the things that move the 
economy forward, it is a small subset of them that turn out to be 
really the gazelles that really create a lot of jobs. And one of the 
challenges in thinking about public policy is how do you design 
things particularly if you want to help those. 

Senator Wyden. I would only say — and I want to get you into a 
different area. Professor Altshuler, because I know my time is up. 
That is where most of them are, and certainly small businesses can 
become big businesses because of the entrepreneurial ingenuity, 
and that is why I just do not want them forgotten. 

A question for you. Professor Altshuler and Dr. Lindsey. More 
than 90 United States Senators voted against a VAT, and as far 
as I can tell listening to the debate, the only surprising part was 
that it was not more than 90. And I think the big concern for those 
who have been for a VAT is there is a sense that it is just a back- 
door plan to hike taxes, and particularly taxes that are seen as re- 
gressive. 

Since both of you are for this, how would you deal with the poli- 
tics today of more than 90 United States Senators coming out 
against this concept? And, of course, the Volcker Commission did 
not bring forward a proposal that was in favor of it. I look back 
at the Bush proposal, and they said, well, you can talk about it, 
but they certainly did not come out for it. How would you deal with 
trying to bring people around to your point of view given that re- 
cent Senate vote and certainly the product of the other reports. 

I thank you for this extra time, Mr. Chairman. 

Chairman CONRAD. Let me just say it is very clear 5-minute 
rounds are not going to work, so we will go to 7 -minute rounds. 

Senator Wyden. Great. Thank you, Mr. Chairman. 

Ms. Altshuler. Senator Wyden, thank you for the question. The 
answer is perseverance; education, education, education; helping 
people understand that the current income tax is broken and that 
the VAT is an efficient tax, and it is not necessarily a money ma- 
chine. This is what people are afraid of. There is this idea that it 
is a hidden tax. It absolutely does not have to be a hidden tax. You 
just put it right on the receipt like Canada did. Speak about the 
Canada experience. They are just north of us. They adopted a Fed- 
eral VAT. It is not a perfect VAT, but if you talk to Canadian pol- 
icymakers, they will say that it works very well for them. 

So I think education — I mean, the problem is that when you sup- 
port a VAT, it is politically very difficult. 

Senator Wyden. My time is up, but. Dr. Lindsey, the people of 
my State have voted against a VAT something like 850 times, 
which is barely an exaggeration. So you should know that your 
education challenge will be great. 

Mr. Chairman, you have given me lots of time. Can Dr. Lindsey 
just respond quickly? 

Chairman CoNRAD. Go ahead. 

Mr. Lindsey. Thank you. First of all, if it were an add-on VAT — 
in other words, you were adding it on to what we already have — 
I think the 90 Senators were correct. Why do we want to add an- 
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other layer of complexity? But I do think in the end, if you want 
to regain competitiveness, that is going to be the only avenue that 
is available. 

Chairman CoNRAD. Senator Toomey. And we will go to 7-minute 
rounds now for everybody. 

Senator Toomey. Thank you, Mr. Chairman. I just want to fol- 
lowup on a point that Dr. Steuerle made earlier with which I fully 
agree, which is the idea that we ought to really equate and think 
about the total tax burden by looking at the total amount of spend- 
ing. Ultimately, all spending has to be funded, and it is all going 
to come from taxes, whether the — at any given point in time there 
is a combination of debt and taxes. The real measure of the burden 
on the economy is the level of taxes. 

Now, to just connect a few dots here, it is also interesting to hear 
the discussion about how there is a disproportionate negative im- 
pact — in other words, the negative impact from higher taxes ex- 
ceeds the revenue benefit to the Government from an increase in 
taxes. If we are saying that taxes are essentially equivalent to 
spending, then what we are saying is that as Government spending 
grows and, therefore, the corresponding taxes, we are doing harm 
to our economic growth, which is what — I think we are well within 
the range at which increases in spending are doing net negative 
consequences to our economy. 

The question I have is also about the VAT. Now, Dr. Lindsey has 
argued against a combination of income taxes and VAT, and I 
think if I understand you correctly, it is because of a concern about 
an additional layer of complexity. But I wonder about something 
else also that concerns me, which is if we had both, we could at 
least initially have both at what would appear to be nominally rel- 
atively low rates since you have two different sources of revenue. 
And I worry that that would make it easier politically to raise rates 
and to increase the total tax burden on the economy, which we 
have already established from this panel has a disproportionately 
negative impact on economic growth and, therefore, job creation. 

So I wonder if those of you who, I think, you might support a 
combination of a VAT and an income tax, if you share that concern 
that it could lead more easily to a higher total tax burden and, 
therefore, poorer economic performance and lower job creation. 

Mr. Steuerle. Well, Senator, again, part of the dilemma is our 
spending rate is so much higher than our tax rate where basically 
for every $2 we collect in taxes, we are spending $3 now. And, actu- 
ally the spending rate goes up in the future, particularly because 
we have these mandatory spending programs that have growth 
rates that are faster than the economy and they are 
unsustainable — as well as, by the way, a number of tax subsidies 
as well that have very high growth rates. 

So we have a dilemma here, and I go to some elaborate ways in 
my testimony a little bit, but the dilemma for both political parties 
is that there is a sense that if they do not control the future, the 
other party will. So for Republicans, it is often — you know, if I ac- 
tually raise rates to balance the budget, all that is going to happen 
is that is going to keep spending higher. And for Democrats, you 
know, our experience is if we basically get spending under control, 
which some of them believe that they did in the 1990s, well, then 
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all that happens is we end up financing these tax cuts. And, actu- 
ally, I think both parties are right. I mean, in technical academic 
language, they are in what I call a classical prisoner’s dilemma. 
Without going into the details of it, it is basically you always want 
to argue for one side because if you do not, somebody else is going 
to take advantage of you. But it is an unsustainable situation, and 
so to me, the answer to your question, which sort of goes beyond 
tax policy, is I think you have to come up with budget rules that 
limit both political parties, whether they are in power or not in 
power, from controlling the future. So that, yes, if the public wants 
to vote for higher spending in the future and finance it with a high- 
er VAT, then they get it, but they cannot do it in a way that they 
vote for higher spending now that forces the taxes to go up. But, 
similarly, on the other side of the aisle, you cannot vote for tax cuts 
now that basically try to force spending cuts into the future be- 
cause of these deficits, because what both political parties have 
succeeded in doing is creating not only this enormous deficit but 
boxing themselves in so much that, as I say, we have now got a 
Government where when you walk into the office — when you walk 
into the Congress, both this Congress and the last Congress, every 
dollar of revenue was already committed. You did not have a single 
dime of discretionary to spend on discretionary spending or to do 
any reform because it had already been committed by your col- 
leagues in the past. 

Senator Toomey. I understand. I am wondering if we could focus 
a little bit on the narrower question I am trying to pose, the danger 
of escalating — the increasing danger of escalating taxes if we had 
both a VAT and an income tax. 

Mr. Steuerle. I guess the bottom line is I am saying, yes, I 
think the danger is there. The danger is on both sides of the aisle 
unless you figure out ways to constrain both parties as to how 
much deficit they can do now that they ended pushing the tax rate 
up or, if you want, the spending rate down. 

Senator Toomey. Dr. Marron. 

Mr. Marron. So a couple of thoughts. First, as Rosanne said, I 
would invoke the example of Canada as an interesting, important 
one to keep mind, where they introduced a VAT in the early 1990s 
at a 7-percent rate. They made it very visible. And then eventually, 
over time, they actually brought it down to 6 percent and, I believe, 
5 percent, which shows that a country that is relatively similar to 
ours in many regards was able to introduce a VAT as an add-on 
and not let it grow like Topsy. 

The other would be I would just sort of echo some of what Gene 
said. Ultimately, the challenge is that we have to afford the govern- 
ment that we are going to choose. What you discover if you look 
internationally is that societies that have chosen to have larger 
governments tend to choose more efficient tax systems. So they 
tend to do more consumption taxation in relative terms and less in- 
come taxation in relative terms. 

And I think the reason folks here have been talking about a VAT 
as a possibility is that we think that given the pressures of an 
aging population and rising health care spending, that that may be 
what the future looks like for the U.S., and that rather than try 
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to pay for that by just racheting up income taxes, it would be much 
better to go to a mix and more toward the consumption end. 

Ms. Altshuler. I do not think I can add much more to what 
Donald just said. I think I agree with everything that he just said. 
I think the idea that by having a VAT you automatically have a 
bigger government is based on this idea that it is a hidden tax and 
that people will just let that tax go up and up because they do not 
feel it or because they do not see it, and I just do not see that as 
being the case. 

Senator Toomey. But Dr. Marron did seem to be suggesting that 
there is certainly at least a correlation between big governments 
and a VAT and that some here who are advocates for expanding 
government see that as a good way to get there. My concern is that 
ever-bigger government, however you fund it, leads to slower eco- 
nomic growth and lesser job creation and a lower standard of liv- 
ing. 

Dr. Lindsey, I would if you could comment. 

Mr. Lindsey. I think you are exactly right on the hybrid system. 
Because you have two apparently lower rates, it makes it easier to 
raise one and then the other. So I think you are right. 

I was struck by Senator Wyden’s question. I had an answer 
which I will direct to you, but it is really to his, on a political issue. 
You know, there is a large movement in the country for something 
called a fair tax. Now, I personally do not think that is as effective 
as what I am suggesting, but economists disagree. But there is an 
example of something that is close to a VAT that has a large polit- 
ical constituency for it in a place you would not expect. And so I 
do not think it is at all an impossible task. 

Chairman CoNRAD. Thank you. Let me go to Senator Coons. Sen- 
ator Coons, I want to welcome to the committee. He is a new mem- 
ber here, actually filling out the term of Senator Biden, who was 
a founding member of the Senate Budget Committee. Senator 
Coons was the County Executive of Newcastle, the largest county 
in Delaware, so he has actually balanced budgets and worked on 
ways to promote economic growth. We are delighted to have you 
join the committee. Senator Coons, a graduate of Amherst, a Bach- 
elor of Science in Chemistry and Political Science. He holds a grad- 
uate degree from Yale in Law and Divinity, so maybe we can get 
some spiritual guidance here, as well. That would be valuable to 
the Budget Committee. And he is the first Truman Scholar to serve 
in the Senate. 

Senator Coons, welcome to the committee. 

Senator Coons. Thank you very much, Mr. Chairman, and thank 
you for your leadership on these very important issues. I very 
much look forward to working with you and with Senator Sessions. 

As you both said in your opening Statements, we recognize, I 
think, across the partisan divide of the Congress and broadly 
across the country, regardless of region, background, experience, or 
education, that we have, as this panel has so uniformly and com- 
pellingly testified, a simply unsustainable and unworkable tax sys- 
tem in the United States. We face a crushing national debt burden, 
a challenging deficit. You have all worked clearly very hard in put- 
ting together a series of proposals, and as the questioning so far 
has surfaced, one of our big challenges is taking insightful, de- 
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tailed, thorough proposals and actually moving them into political 
reality, and we have some very real challenges doing that. 

In my role as County Executive, as you mentioned. Chairman 
Conrad, I did balance six budgets. It was not easy. It required a 
broad recognition of a need for shared sacrifice, both reductions in 
spending and broadening our base and increasing revenue. And be- 
fore that, I spent 8 years as in-house counsel for a multi-national 
corporation that is one of Delaware’s most innovative manufactur- 
ers. 

I will focus my questions, if I might, on the question of corporate 
taxes. I am very interested in how we might successfully encourage 
or incentivize through repatriation of foreign-earned profits, in- 
crease corporate investment in R&D, in manufacturing, and in new 
hiring in the United States, and in what our longer-term trajectory 
for it ought to be on treating corporate tax rates, and I am really 
more interested in this exchange, in larger corporations who have 
significant offshore balances. 

One of the comments that was made, I think it was by Dr. Mar- 
ron, was about the sort of distorting effect of temporary tax pro- 
grams. As a participant in the lame duck session, I was particu- 
larly disappointed that we made some large tax moves that were 
for 1 year. As someone who was long concerned about or interested 
in the R&D tax credit, for example, it makes absolutely no sense 
to me that it is here, gone, here, gone. We do not do long-term sus- 
tainable tax policy. 

So if I might, to every member of the panel, please, I would real- 
ly appreciate a response. If we are in a global situation where, as 
I have heard from you, most of our competitors are at a VAT style 
system, a cash system rather than an income system, and we do 
have, or will have the honor as of April of having the highest of 
the OECD countries combined corporate income tax rate, what is 
the best path forward to incentivize both in the shorter term the 
repatriation or the mobilization and deployment of capital from 
American-led corporations, and then in the longer term, what is 
the balance that makes us most competitive as a national economy, 
given the political realities that were pointed to by the panel of the 
difficulty of moving easily to a VAT. 

Is it to dedicate the VAT to particular purposes? Is it to apply 
it only to narrow classes of economic activity? Some have proposed 
a repatriation of foreign-earned profits holiday or for limited pur- 
poses. How do we strike a balance here that allows us to most ef- 
fectively access and mobilize the innovative capital reserves of the 
American corporate sector? Please. 

Mr. Steuerle. Senator Coons, I confess that when it comes to 
international, my complication is I do not think there is ever a per- 
fect answer. You start with inconsistent tax systems 

Senator Coons. Of course. 

Mr. Steuerle [continuing], because different countries have dif- 
ferent tax systems. So you never can get all the neutrality you 
want across the systems. You start with inconsistency and then 
you have to decide how can you try to minimize some of the distor- 
tions that result. So I can only make some suggestions that I think 
move in the right direction without giving you a perfect solution. 
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I should comment that in tax reform in 1984, I went around to 
every staff member — I had divided up tax reform into 20 modules 
with like several hundred pieces, which is an issue we have not 
even gotten to here today. There are thousands of provisions we 
are talking about here and we are talking in a very shorthand 
basis. I went to the national people. They hesitated. They hesi- 
tated. They hesitated on what form to propose. They ended up sug- 
gesting something. We finally got it in our proposal at the last 
minute. Three weeks after we got it in the proposal, they came and 
they said, you know, we do not think we got that right. So ever 
since then, I have been skeptical about getting a perfect solution. 

So my colleagues, especially Rosanne Altshuler, who is a real ex- 
pert in international, have made several suggestions. If you lower 
the rate, you move in the right direction. Nothing else that really 
helps a lot. Just lowering the rate moves it in a long direction. 
With the value-added tax, you can do border tax adjustments to the 
extent that makes a difference. 

The repatriation issue, I think, is a bit of a bogus issue. You 
know, basically, that is where the people put a little check mark 
on where they are keeping their account. I mean, the money is ac- 
cessible in a lot of different ways regardless of whether they repa- 
triate. I do think that we have not given much attention to the way 
that our current system allows people to arbitrage 

Senator Coons. Right. 

Mr. Steuerle [continuing], moving debt abroad. But it is not 
just corporations that can do it. We individuals can do it, too. 

Senator Coons. Individuals do it, too. 

Mr. Steuerle. We borrowed to put money in our pension ac- 
counts, and that is one way of getting at some of the arbitrage in 
the system. 

So I think there are several things we can do to move in the 
right direction. I am less enamored of whether — I am not opposed 
to it, but I do not necessarily favor whether going to a territorial 
or not makes a difference. 

Senator Coons. And Dr. Altshuler in her testimony said that we 
really should not have a race to the bottom in terms of lowering 
corporate rates. Is there a point below which — I mean, this is obvi- 
ously a hypothetical — is there a point below which you should not 
keep reducing income tax rates for corporate income? 

Ms. Altshuler. Is this a question 

Senator Coons. Sure. 

Ms. Altshuler [continuing], a question for me? Is there a rate — 
boy, then what you are thinking about is we are all in this together 
as a world and how are we all going to behave as a world, and I 
think that you are not going to get 

Senator Coons. No, I am pretty narrowly interested in how we 
are going to 

Ms. Altshuler. Yes, exactly. You are not going to get coopera- 
tion. The point is, just to answer your original question in terms 
of what can we do, as Gene pointed out, step one, lower the rate. 

Step two, look at that rate. If the rate is low enough, then it real- 
ly does not matter if you are territorial or if you are worldwide. 
That becomes less important. Getting the rate to that level is going 
to be very difficult. You could not do it without a VAT. 
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So step three is deciding — is stepping back and saying, incre- 
mental reform at this point does not work anymore. We cannot just 
do a repatriation tax holiday. As Gene mentioned, it does not nec- 
essarily lead to firms bringing back money and then investing it in 
the economy. It is just — it keeps us going down this temporary tax 
holiday path that is very unhealthy, unpredictable, and not good 
for the economy. It is time for us to sit down and get the informa- 
tion that we need to decide whether or not territorial would be 
good for us, and that does depend on what rate we get down to, 
or should we go to a worldwide system, for instance, that gets rid 
of deferral. But we need to be thinking about fundamental reform 
of the international tax system, not incremental reforms. 

Senator Coons. Thank you. 

Chairman CONRAD. Thank you. Senator. 

Senator Coons. If I might, Mr. Chairman, any other comments 
from the panel just in response to that? 

Chairman CoNRAD. I think we had better, in fairness to the col- 
leagues who are here, we should go 

Senator Coons. Thank you very much. 

Chairman CoNRAD. Senator Whitehouse. 

Senator Whitehouse. Thank you. 

Chairman CoNRAD. Oh, I am sorry. Wait a minute. I skipped 
Senator Sessions. He had ceded his time initially, so we have to go 
back and forth here. 

Senator Sessions. I will followup on Senator Coons’s excellent 
line of questioning. It is something I do not fully understand. Mr. 
Lindsey, you did not get to comment on it, but maybe you could 
start. I understand we are one of the very few nations that tax out- 
of-territory income, and is this good for jobs in America? Is it good 
for the economy? And do you have any comments to followup on 
Senator Coons’s question? 

Mr. Lindsey. 1 am going to give you an answer that you are 
going to hate and I hate, and the answer is it depends, and I think 
that was the comment about whether or not we should move to a 
territorial system. We set it up that way. Remember, we tax every- 
thing, but then we give a credit against the foreign income taxes 
paid, and then we tax the money when it is repatriated. It gets to 
be very complicated. 

If one looks at why we did what we did when we did it, it was 
really a decision post-World War II to encourage the global partici- 
pation of American firms in the rebuilding of the world. At that 
point, it made sense because we did not have competition. It makes 
less sense now. 

I think. Senator Sessions, that the theme you heard here was the 
single first thing you can do here is lower the rate, and as evi- 
dence, in all the agony that Ireland has gone through recently, the 
one thing they refused to give on, with all the pressure on them, 
was their 12.5 percent corporate rate, because for them, that is a 
key competitive advantage and it just underscores the importance 
of us lowering our rate as a first step if that is what you are going 
to focus on. 

Senator Sessions. I have heard it Stated, some might suggest 
that that low rate was somehow a problem in causing their eco- 
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nomic difficulties. I have been told that is really not so. Do you 
have an opinion on that? 

Mr. Lindsey. Well, they have — most of their problems are self- 
inflicted and has to do with their financial system. 

Senator Sessions. Financial condition. 

Mr. Lindsey. But what they have been able to do is attract a lot 
of headquarters from manufacturing companies, particularly the 
European headquarters, by offering that low rate and it is of enor- 
mous competitive advantage to Ireland. We are not Ireland, but I 
think lowering the rate would be the consensus first thing you 
could do. And again, there is a lot of evidence that you could raise 
revenue without broadening the base simply by lowering the rate 
here to something that is more of an international norm. 

Senator Sessions. A lot of people do not realize how close the 
competition is among businesses in the world for market share. Let 
us say Canada goes to 16.5, as I think they are, and we were to 
reduce our rate to 28 or 27. Companies seeking to build a plant 
along the border, would that be a factor in whether or not they 
built that plant in the United States or Canada? 

Mr. Lindsey. It would certainly be a factor, and it might be a 
decisive factor, but there would be a lot of issues. 

Senator Sessions. There would be a lot of factors, but I do not 
think there is any doubt that it has the potential to cost economic 
growth in our country. A corporate tax higher than the worldwide 
rate is a threat to us, and at this point in history, job creation is 
so important. Everybody is saying the corporation is doing pretty 
well and this is happening, the stock market is doing well, but jobs 
are not moving much and we cannot have tax policies that depress 
job creation. 

Briefly, let me ask you, committee members, as part of com- 
plexity, should not we consider the uncertainty of our tax situation, 
the temporariness of it? For example, we have the rates just for 2 
years. The death tax is set for 2 years. The AMT comes up every 
year. Nobody ever knows for sure. Physicians are worried over 
their doctor fix on Medicare. Are those factors that have an adverse 
impact on our economy, the uncertainty of what will be in the fu- 
ture? Mr. Steuerle? 

Mr. Steuerle. Mr. Sessions, the answer is clearly yes, and I 
think everybody at the table will say that. I am going to give one 
caveat, though. Sometimes people say, well, let us deal with this 
uncertainty by making permanent everything in the code, and 
there is this tendency to look at mandatory spending and say, well, 
gee, we have all this stuff on automatic pilot. We need to get it off 
of automatic pilot. I think we have to be careful when we talk 
about getting rid of the uncertainty. We do not want to put every- 
thing in the tax code, including a lot of things we do not like, say 
five educational subsidies instead of one or none if we put it in the 
direct spending budget, to put those on automatic pilot, too. 

So when you go toward certainty, that not mean you have to 
make something permanently growing. You may put it on a 5-year 
fix or 10-year fix or something like that. I am hesitant on solving 
that problem by making everything permanent. 
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Senator Sessions. I recognize that is a fair point, but I think all 
of you would agree that that uncertainty is another negative factor 
for our economy. 

Mr. Marron. Yes, if I can, absolutely. I think, as I said in my 
opening remarks, I think it is quite striking today that every single 
significant component of the U.S. Federal tax code now has signifi- 
cant temporary tax cuts in it. That is not something that we should 
aspire to in the long run. We ought to eventually settle in for ev- 
eryone understands what the tax code is, and as Gene says, make 
sure you have a system in place so you can review important provi- 
sions periodically to see if they make sense, but allow people to 
have some notion of what is coming. 

The one caveat I would put on that is just the elephant in the 
room is the unbalanced fiscal situation we have, which even if we 
allegedly passed a permanent tax system today, unless we have 
some solution to that so that we are going to be able to avoid the 
unsustainable buildup of debt, there is still going to be uncertainty 
out there about where we are going. So solving the long-run fiscal 
challenges is going to be part of eliminating uncertainty. 

Senator Sessions. Well, Mr. Lindsey, you have been there in the 
government. To do tax reform and deficit reduction all at the same 
time sounds almost unthinkable, but in a way, politically, some- 
times it may come together better in a crisis than in a non-crisis. 
Do you agree, Mr. Chairman? 

Chairman CONRAD. I do. 

Senator Sessions. So would you agree with that, Mr. Lindsey? 

Mr. Lindsey. Yes. I think that we have no choice. Sometime in 
this decade, economic circumstances are going to force us into solv- 
ing our problems. 

Senator Sessions. Briefly, let me just say, Mr. Chairman, that 
I think Senator Toomey is correct, and for you thinkers, the reality 
politically is that it is not that American people oppose something 
like a value-added tax. The Neal Boortz Fair Tax idea is very pop- 
ular with a lot of average American people. But what they believe, 
and I think they are correct, if we make another revenue stream 
possible for the government to extract a larger percentage of their 
wealth to send to Washington, they are not happy about it. 

So, Mr. Lindsey, you suggested you could solve that problem. 
Briefly — maybe we should not go there, Mr. Chairman, but do you 
think you could do it in a way that would give confidence that we 
were not just adding a new way to extract more money from the 
American people? 

Mr. Lindsey. Well, I am not the expert at the politics of it, but 
it would seem to me one of the concerns is if you add on another 
tax, not only is it bad from an economic point of view because of 
the complexity, but you also have the issue that you are talking 
about. And so, again, I would stress of getting rid of all of the cur- 
rent taxes, and I would add the payroll tax, as well. If we are 
disadvantaging American workers because we do not have border 
adjustability, you want to make everything border adjustable. 
Throw as much of the tax system into something that is rebatable 
at the border as you can. 

Senator Sessions. And you think that is doable? I mean, we 
could actually accomplish such? 
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Mr. Lindsey. Well, the members of the panel might be able to 
think it is doable. We do not have to run for reelection, so 

[Laughter.] 

Senator Sessions. Thank you. 

Chairman CoNRAD. All right. Senator Whitehouse. 

Senator Whitehouse. Thank you. Chairman. 

I noticed the other day that the IRS had reported that the 400 
top income earners in the country, who averaged income each of 
$344 million in the year that they were reporting, had paid total 
Federal taxes of 16.6 percent. So I asked my staff to tell me at 
what point in the income level an ordinary working American got 
to start paying 16.6 percent. It turns out it is $28,100. So I said, 
well, what are some regular jobs that are in that area? Give me 
an example I can use. Well, a hospital orderly in Providence, Rhode 
Island, earns, on average, $29,100 a year. 

So if you look at our current tax system and you start with the 
average taxpayer, who makes $60,000 a year and pays about 20 
percent in taxes into the system. And then you drop to my orderly 
who makes less and so he pays less. He pays 16.8 percent, it turns 
out. Then you drop to the 400 highest income earners in the coun- 
try, who pay less still. They pay only 16.6 percent. Then you drop 
to General Electric, which on $11 billion in income paid 14.3 per- 
cent. Then you drop to Prudential Financial, which on three-plus 
billion dollars in income over 5-year averaging here paid 7.6 per- 
cent. And if you go to the Ryan plan, those $344 million earners 
will drop to around zero percent, maybe one or 2 percent at highest 
because of the elimination of the capital gains. 

I cannot help but agree that the facts show that we have a tax 
system that is upside down and that the better off you are and the 
more powerful you are, the less taxes you pay as a percentage of 
your income, with the poor hospital orderly in Providence, Rhode 
Island, paying a higher percentage of his income than the average 
of the top 400 income earners in the country at $344 million a pop. 
So I applaud your direction. I think we need to go there. 

In evaluating the VAT tax, which a great number of you have 
talked about, my question is this. Could you tell me a little bit 
more about the trade and competitiveness effect of the VAT tax, 
particularly in light of how many other nations have gone to one, 
and given what appear to be its trade and competitiveness benefits, 
do you believe that the huge move by other nations which export 
a great deal into our economy was done strategically to take advan- 
tage of those trade and competitiveness effects? So in a nutshell, 
are there valuable trade and competitiveness effects to a VAT tax, 
and do you think other nations that have gone to it did it with that 
purpose? 

Mr. Steuerle. I think most economists would argue that com- 
petitiveness is not driven by whether you have a VAT. The com- 
petitive — if you want to call it the competitive advantage of a VAT 
is that it keeps you from raising high tax rates through an income 
tax. That is 

Senator Whitehouse. Well, let me give you an example 

Mr. Steuerle [continuing], if that makes sense. 

Senator Whitehouse. Let me give you an example. Let us say 
that you have a car made in Sweden or Germany and they have 
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a VAT tax. So the revenue that they are collecting from the VAT 
tax, it never attaches to that product. It leaves their country tax- 
free and it comes over to our country and is sold tax-free here in 
our country, in effect, from their home tax burden. 

We, on the other hand, have home companies that pay corporate 
income tax and various other taxes. That tax burden gets put into 
the price of the car, so when the Ford comes up against the Volvo 
in the American market, the Volvo is, in fact, tax advantaged 
versus the Ford because Sweden chose to collect revenue in a VAT 
tax that we choose to collect through a corporate tax. The VAT tax 
does not go into the price of their export product. The corporate tax 
does go into the price of our competitiveness product. And if that 
is accurate, does that not create a competitiveness effect, at least 
as to that transaction? 

Mr. Steuerle. Again, your analysis is correct. I think that the 
higher tax rates on the income taxes do create some minor competi- 
tive disadvantages. I do not want to overstate the case, however, 
because I do want to emphasize that a lot of issues of competitive- 
ness have to do with wage levels, have to do with entrepreneur- 
ship, have to do with education levels, and so I just do not want 
to over-emphasize 

Senator Whitehouse. I was trying to isolate that. 

Mr. Steuerle. The advantage of the VAT that I see — I do favor 
a VAT for those reasons, but I do not want to over-emphasize that 
I see the main advantage is that it keeps you from raising rates 
outside the VAT. It is not that putting on a VAT gives you a com- 
petitive advantage, it is avoiding some of these high rates. 

Senator Whitehouse. Dr. Altshuler? 

Ms. Altshuler. Let me answer the question about why the other 
countries had a VAT. I think when you look back at history, what 
happened was they had very inefficient cascading retail sales taxes, 
and the reason that they went to the VAT was to replace those re- 
tail sales taxes with a more rational system of VAT as a more effi- 
cient sales tax. 

If you look at Canada, and I have looked at that experience, it 
really was, we have a big deficit problem. We need this revenue. 

I do not think that us adopting a VAT on its own is going to have 
huge competitiveness — if we were to just take the system today 
and add a VAT on, what would happen is, over time, exchange 
rates would adjust and it would not add to competitiveness. What 
Gene said is exactly right. What the VAT would allow us to do is 
buy down — the VAT in combination with broadening the base 
would allow us to buy down our corporate income tax rate and that 
would have a big competitiveness impact for us. 

And do keep in mind that those other countries do have cor- 
porate income taxes, also. It is not like they do not have corporate 
income taxes. They do. 

Senator Whitehouse. Thank you all very much. 

Chairman CoNRAD. Senator Sanders. 

Senator Sanders. Thank you very much, Mr. Chairman. These 
hearings are like a narcotic to me. I can be here all day. I really 
get hooked on these things because they are absolutely fascinating, 
and I appreciate the panelists who are here. As we mentioned the 
other day, Mr. Chairman, I do applaud the panelists, but they have 
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a perspective and I hope at another point we can bring in some 
economists who have a somewhat different perspective. 

I think Dr. Steuerle made a point a moment ago which I agree 
with, that you cannot just look at one — if you are talking about 
international competitiveness, for example, you just cannot look at 
tax rates, for example, or a dozen other factors. I live an hour away 
from Canada and my Canadian friends would be very impressed by 
the degree to which you laud Canada. We do not always hear that. 
The Canadian health care system costs about half of what our 
health care system does. 

By the way, do you think that moving to a single-payer national 
health care system, as they have in Canada, would help our econ- 
omy? I mean, if we are going to talk about the Canadian govern- 
ment and their policies, they have a single-payer national health 
care system which spends about half per capita that we do. Health 
care is a huge burden, as you all know, on our economy. How is 
the Canadian health care system? Should we adopt that? Dr. 
Steuerle? 

Mr. Steuerle. Well, I would not necessarily say that it is that 
Canada is successful because it has a single-payer system, but the 
simple fact that they have a much lower health spending rate 

Senator Sanders. Right. That is what I am talking about. 

Mr. Steuerle [continuing], means that they can keep a much 
lower tax rate, which is an advantage. 

Senator Sanders. And everybody who has studied the issue un- 
derstands that if you wanted to go forward with a cost-effective 
health care system — and I do not want to get into a health care de- 
bate now — single payers, Canada versus the United States. Should 
we look at that? 

Mr. Steuerle. I guess what I would suggest is that — this is the 
Budget Committee. My own belief is what — we always have a de- 
bate over what health system we will adopt 

Senator Sanders. But you told us 

Mr. Steuerle. To me, the simple answer I have is whatever 
health system we adopt, no matter what the hybrid, it should be 
within a budget, and you 

Senator Sanders. But that is not my question. My question 

Mr. Steuerle. You cannot have an open-ended system. 

Senator Sanders. But you talked about the Canadian tax sys- 
tem. You lauded certain provisions of that. 

Dr. Marron, should we look at the Canadian single-payer system 
which provides health care to all of their people at about half the 
cost of the American 

Mr. Marron. I am trying to figure out the right words to wiggle 
out of this question the same way Gene did. 

[Laughter.] 

Mr. Marron. it is absolutely true that there is a lot of wasted 
spending on health care in the United States, and if we could elimi- 
nate that, that would be broadly 

Senator Sanders. All right. You wiggled out of it. Canadians are 
doing just great. How about our health care. Dr. Altshuler? 

Ms. Altshuler. I am not an expert on health — on health care. 
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Senator Sanders. But economically you will all agree that health 
care is a huge burden on our economy. No one disagrees with that. 
Canadians seem to have done substantially better. 

Dr. Lindsey, something we should look at? 

Mr. Lindsey. Oh, we should look at everything, and I think what 
really decides competitiveness is cost-effectiveness. So you could 
have a — I mean, the worst thing you can have is a high-tax, low- 
benefit system. If you have a State, for example, in the United 
States with, you know, relatively modest taxes but efficiently deliv- 
ered public services, those States are the ones that are gaining pop- 
ulation and jobs. So I do not think you can look at anything in iso- 
lation, but we need to improve efficiency. 

Senator Sanders. And that is my point. I think we look at — for 
example, we could talk about Canada again. Again, I live an hour 
away from Canada. When Wall Street collapsed here, their banking 
system did not collapse because of much heavier levels of regula- 
tion. Right? 

Mr. Lindsey. Senator, that is something I do know something 
about, and I would not wish the Canadian banking system on 
America. It is basically a four-company oligopoly and 

Senator Sanders. Good point. 

Mr. Lindsey [continuing], and that is what protects 

Senator Sanders. All that I am saying — all that I am saying is 
that on these issues you cannot isolate — if you are talking about 
international competitiveness, not to talk about wages, not to talk 
about environmental protection, not to talk about trade policy, they 
are all lumped together. I do not think anyone disagrees with that. 

All right. The other point that I wanted to make, not to talk 
about a Canadian single-payer system, is what I have not heard 
discussed, while taxes are enormously important, everybody agrees 
that our current system is not working, needs fundamental reform, 
we have to look at it within other contexts as well. 

For example, during the Bush years, we saw substantial tax re- 
ductions given to the wealthiest people in this country, and yet we 
had perhaps the worst record of job performance at any time since 
Herbert Hoover. So it is not quite so clear, and other factors may 
be involved in that. But under Bush in 8 years, we lost 500,000 pri- 
vate sector jobs. We gave tax breaks to the very wealthy. Gentle- 
men, we lost jobs. Dr. Steuerle? 

Mr. Steuerle. Well, Senator, there are a lot of factors involved. 
At the end of the Bush years, we went into a recession. When poli- 
ticians in the executive branch brag about the job growth they have 
had, 90 percent of what they are talking about is the influence of 
demographics. And what we have dodged for several decades is 
when we moved into the — after 2008 and we have all these people 
starting to retire almost at the rate that we are bringing people 
into the work force, it is going to dramatically decrease the amount 
of jobs. And I would suggest 

Senator Sanders. And I am not arguing — I am just saying that — 
my only point was that these things are complicated. 

Mr. Steuerle. Yes, but as a matter of revenues, I mean, I have 
emphasized in a lot of other testimony it is something that has 
been hard to get into the budget calculus. But if we can figure out 
ways to get older workers to work who I think are the largest 
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group of potential workers, the most — the largest pool of underuti- 
lized human capital in our economy, people 55 to 75 to 85, it has 
a revenue effect that right now we do not score — a potential rev- 
enue effect we do not score 

Senator Sanders. When we have such a 

Mr. Steuerle [continuing], when we talk about revenue. So 
there are other reforms that can affect revenues beyond 

Senator Sanders. I do not have a whole lot of time. Great — that 
is what I mean, I get hooked, Mr. Chairman. We could go on for 
many hours. 

Dr. Lindsey, you mentioned that you thought it might be advan- 
tageous to eliminate the payroll tax. You just said that a couple of 
minutes ago, if I heard correctly. 

Mr. Lindsey. What I said was that if you go to a value-added 
tax, you want to roll everything into it. 

Senator Sanders. OK. 

Mr. Lindsey. Because the value-added tax — again, it gets back 
to the competitiveness issue and how you play it out. If you are 
going to take advantage of the competitiveness advantages of the 
value-added tax — and I think there are some, and I also acknowl- 
edge exchange rate issues — then why wouldn’t you want to do it for 
all our taxes? I mean, it is American labor that gets 

Senator Sanders. All right. But because we live in the real world 
and as of today, to the best of my knowledge. Social Security is 
completely funded by the payroll tax, what would you do with So- 
cial — do you believe in Social Security? 

Mr. Lindsey. Of course. 

Senator Sanders. OK. 

Mr. Lindsey. What I am suggesting is that if you are going to 
take advantages of tax reform, you want to roll as much of the Tax 
Code as you possibly can into the most efficient tax you can. And 
obviously you would continue to fund Social Security with that new 
tax. I do not see where there is any inconsistency there at all. 

Senator Sanders. Well, the 

Mr. Lindsey. Also, Senator 

Senator Sanders. Let me — one second. Excuse me. I 

Mr. Lindsey [continuing], you said something about the 
Bush 

Senator Sanders. Hold it, hold it. Hold it, hold it. Mr. Chairman, 
I do not have a whole lot of time here, so let me just ask you the 
questions, OK? My point was that right now we are having a major 
debate about the future of Social Security. 

Mr. Lindsey. Yes. 

Senator Sanders. And Social Security is funded independently of 
the U.S. Treasury by the payroll tax. Lumping — let me finish. That 
is a fact. Lumping all — you can certainly fund a retirement pro- 
gram for the elderly in ways other than the payroll tax. I am not 
arguing that. But right now the strength of the payroll tax in 
terms of protecting Social Security is that it has nothing to do with 
the deficit. If you lump everything together — and there are guys 
around here who say, well, you know, we have to make cuts. You 
will agree with me that one of the areas that could be cut if you 
are funding a retirement program for seniors out of the general 
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Treasury could be programs for the elderly. Is that a fair State- 
ment? 

Mr. Lindsey. This Congress has cut Social Security any number 
of times, even though it is funded by the payroll tax. So there is 
no linkage between how a program is funded and whether or not 
it is cut. 

Senator Sanders. Oh, I would not say that. 

Mr. Lindsey. 1981, 1978, those would be two good examples. 
Changes in the tax on Social Security benefits, I forget which year 
it was passed. Mr. Chairman, you may remember. 

Senator Sanders. 1983, I think. 

Mr. Lindsey. So, yes, there were many, many times when we 
have adjusted Social Security 

Senator Sanders. You adjusted Social Security, yes. 

Mr. Lindsey. Cuts. We cut Social Security benefits without 
changing the payroll tax one bit, so I 

Senator Sanders. Well, actually, we raised the payroll tax in 
1983 so that it is now a viable program. All right. I do not want 
to belabor the point. 

I guess I have run out of time, Mr. Chairman. Thank you very 
much. Thank you. 

Chairman CoNRAD. Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair, and thanks 
to the panel for your presentations. I want to compliment my col- 
league from Oregon, Senator Wyden, for consistently and effec- 
tively raising the issue of tax simplification and putting forward 
the bill he has this year. 

One dimension of this is that Oregon and our Federal taxes may 
have something in common; that is, a fairly high marginal rate, but 
then tons of exceptions in terms of deductions and credits. A few 
years ago, when I was in the State legislature, I went to the Port- 
land Development Agency and said, you know, Oregon is 47th in 
the Nation — in other words, one of the lowest States in terms of 
the tax burden it places on business. Is this a selling point in at- 
tracting business to the State of Oregon? And the answer was, no, 
it is not. And I said, well, we are 47th, one of the lowest effective 
tax systems in the country. Why isn’t it a selling point? And the 
answer was, well, we have a very high marginal rate, and compa- 
nies largely look at that marginal rate. They do not count on get- 
ting the exceptions and the credits of the deductions and the cred- 
its, and so it has proved of little value in attracting business to our 
State. 

So I said, well, wouldn’t it make a lot more sense for us then, 
if we are going to be 47th, to be 47th with a very low marginal rate 
and fewer deductions and credits, and wouldn’t that prove more at- 
tractive? And the answer was, yes, that would be a much better 
sell. And I think the United States as a whole seems to have a par- 
allel problem. So I just wanted you all, as you would like, to com- 
ment on this question of whether we become much more attractive 
to companies deciding whether to site themselves in the U.S. or 
overseas if we had — we collected the same amount of tax we do 
now, but did so with a far lower marginal rate. 

Ms. Altshuler. Just a quick answer. Absolutely, and that is 
what I wrote about in my testimony. You hear a lot of people say- 
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ing, well, you know, the statutory rate is really high, but once you 
take all of those credits and deductions and loopholes into account, 
the effective tax rate is really low. So we really do not have to do 
anything about the statutory rate. 

I have two problems with that. One is that I think if you look 
at effective tax rates, they are not as low as you may think. They 
are not that much lower than the statutory tax rate. But most im- 
portantly is it depends — it is very individual firm-specific. The stat- 
utory rate is an important factor as you just pointed out. It affects 
location decisions. It affects financing decisions. It affects how 
much wasteful tax planning you do. It affects how much you invest. 
So it is a very important policy lever, and it does make sense to 
lower the corporate tax rate. 

Senator Merkley. Anyone else want to comment on that? 

Mr. Steuerle. Senator, I think we would all agree. I have a 
somewhat tangential point, but a lot of the discussion we have had 
at this table has gone to issues like international tax, which can 
be very complex. But I would like to bring us back to where maybe 
all our testimoneys began, which is there are a whole variety of tax 
changes that appeal to both sides of the aisle that are not — when 
we have these debates on taxes — but, remember, taxes is the entire 
revenue side of the budget and a quarter of the expenditures, so 
we are talking about thousands of programs. There are so many 
things that cut across the aisle that both sides would agree we do 
not need five educational subsidies, we do not need ten capital 
gains tax rates. We could report on the burden on taxpayers is in- 
cluding the deficits we are putting on them. This is the type of 
thing Senator Wyden I think went through when he did his tax re- 
form, is you can narrowly — you can start with the issues on which 
there is a consensus, and then build out to the issues on which 
there is not a consensus. And one of them is the one you are in- 
cluding, that if we can broaden the base — at least to the extent we 
broaden the base and lower the rate, that there are a lot of com- 
mon elements. There is a certain beyond which — well, that does not 
work because, as Dr. Altshuler keeps mentioning, there are certain 
rate reductions that are hard to finance with the base broadened. 
That does not mean you cannot go as far as you can with the type 
of proposal you are suggesting. 

I think there are a lot of things that we can agree to across the 
aisle if we are just willing to sit down and do them. Start with 
them as a base and hold off the issues on which there is more con- 
troversy across the aisle. 

Senator Merkley. Let me turn to another topic. When I was 
here in 1976 as an intern, there was a tax reform up that ad- 
dressed a lot of various exemptions, deductions, credits, and so 
folks from Oregon were writing in with all their perspectives on 
could their home office be deducted and blah, blah, blah and so 
forth. Just a lot of anxiety over each and every one of those poten- 
tial changes. 

But a number of changes were made, and then in 1986, Senator 
Packwood led a major effort, a much larger effort, to do the same, 
to simplify in large degree. But it appears to me that between 1986 
and now we basically have had a 24-year period where we have not 
gone back. So instead of having 10 years of handing out credits and 
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deductions and then kind of, OK, let us come back to some form 
of sanity, we have had 24 years in which we have been handing 
out complexities in the Tax Code without coming back. Are we long 
overdue for this type of major discussion? 

Mr. Marron. Yes, absolutely. And I think going back to one of 
the issues I raised in my testimony, I think one of the things that 
has driven that over the last 25 years is that you can dress up spe- 
cial deductions, exemptions, and credits as tax cuts, which are 
often politically more palatable than if you form them up as spend- 
ing increases. Nonetheless, many of them look from an economic 
and budget point of view basically to be the same thing, where you 
are using the Federal Government to direct resources to a certain 
kind of activity, but politically they have looked to be tax cuts. 

And going back to one of the things that Gene has emphasized 
several times, I think there is a challenge in the way we commu- 
nicate about these issues and that clarifying that some of these 
provisions really are effectively spending programs will be part of 
the steps toward addressing them. 

Mr. Lindsey. Senator, in addition I would point out we took the 
top statutory rate up from 28 to 39.6 over that same period of time, 
and the two go hand in hand. And so both I think is what is on 
the table. 

Senator Merkley. OK. I want to slip in one final question — oh, 
go ahead. 

Mr. Steuerle. It is just that when I have looked at the numbers, 
what has increasingly happened over the years you are talking 
about is that Congress has increasingly gone to what I call the 
give-away side of the budget, that is, on both spending and — both 
tex cuts and spending increases, which is what one wants politi- 
cally, and the challenge always for the Budget Committee is you 
recognize there is the other side of the ledger. And we have to fig- 
ure out a way to raise the importance of what that means. We can- 
not let deficits act as if they are free money when we do spending 
increases and tax cuts. 

Senator Merkley. Mr. Chair, I think I am out of time. Is there 
a possibility of slipping in one more question? 

Chairman CoNRAD. Yes, sir. 

Senator Merkley. OK. Thank you. 

I have asked my team to help identify specific examples of how 
our Tax Code subsidizes the export of manufacturing or jobs over- 
seas, and one specific example that they have put forward is that 
when an American company decides to build an overseas factory, 
if they take their loan out to build that factory in the United 
States, the interest becomes tax deductible. So essentially the 
American taxpayer is, therefore, subsidizing the financing of the 
overseas construction that then incentivizes the shifting of jobs 
overseas. 

Is there a rational argument for this? Or is this just plain out 
a crazy thing to do, to subsidize the construction of factories that 
compete with American factories? 

Ms. Altshuler. Do you have an hour to get into this and a lot 
of headache medicine? 

Senator Merkley. It sounds like we are going to have a followup 
discussion. 
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Ms. Altshuler. Yes. It is not the case that all corporations are 
able to deduct all of their interest expenses that support foreign in- 
vestment from the U.S. rate. We do have a system where interest 
on domestic lending is allocated abroad so that you are not allowed 
to deduct 100 percent of your interest on foreign — domestic inter- 
ests to — ^you are not allowed to deduct 100 percent. There are inter- 
est allocation rules. They are very, very complicated. We have a 
better rule that actually is on the books to be enacted, but we just 
keep pushing it out. I am not sure when it is. It is called worldwide 
fungibility. Maybe it has been pushed out to 2018 now? I am not 
sure, but we keep pushing it out. 

What you raise is a really interesting issue because if a firm can 
deduct interest on loans that they take out in the United States to 
build a company abroad, they have generated for themselves a neg- 
ative marginal effective tax rate, which means that we are sub- 
sidizing their investment abroad. 

The difficulty of this is understanding the extent to which this 
is happening to specific corporations. It is complicated. 

Chairman CoNRAD. But it is happening. I mean, I have had peo- 
ple come to me who are in very large multinational accounting 
firms who have had clients who were doing precisely this. And it 
so troubled them that they came to me, and they did not divulge 
the company because that would be a breach of their confidentiality 
agreements. But they showed me very specifically companies from 
the United States developing a net marginal negative tax rate and 
in effect being subsidized by American taxpayers to put jobs over- 
seas. And I tell you, this is, I think, a bigger problem than has 
been acknowledged. It is, according to people who have come to me 
from very large accounting firms, they believe, a rapidly growing 
problem as people figure out this mechanism. 

Before I go to Senator Wyden for an additional question, just as 
a factual matter, earlier on we were talking about Canada’s defi- 
cits, so I asked to look into that. They were at 101.7 percent of 
GDP in 1996. They brought that back down to 69.7 percent of GDP, 
partially with the institution of a VAT. It was not exclusively a 
VAT, but they used a VAT in combination with other taxes. You 
do not see many countries that have exclusively a vat. Almost al- 
ways they are hybrid systems, part income tax, part VAT. And 
there was an earlier question from Senator Whitehouse with re- 
spect to the competitiveness advantage. One part of the competi- 
tiveness advantage is those taxes are rebatable at the border. And 
so the example that Senator Whitehouse was giving is quite accu- 
rate. We have our taxes built into our products that we are trying 
to compete with foreign countries. They have a tax that at least 
partially is rebatable at the border, so when those goods come into 
this country, they have less of a tax burden on them. That confers 
a competitive advantage. 

Now, we have tried to counter that with DISC and FSC and how 
many iterations. Mr. Lindsey, you would probably know. And the 
problem is we keep getting ruled GATT illegal on the things we do 
to try to level the playing field for our manufacturers. Many of us 
believe that we are on a course here that at some point we are 
going to lose our ability to try to make our people competitive. That 
is, we are going to get ruled GATT illegal. We are not going to be 
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able to fix it. And then we are going to face a 20-percent, 25-per- 
cent, depending on what the VAT is, advantage going to the foreign 
manufacturer. 

So, you know, one of the reasons we wanted to hold this hearing 
today, I mean, these are serious, serious matters for this country’s 
competitive position. And I do not think we want to allow ideology 
on either side here to get us away from the practical reality of 
what we confront as a country, and that is the competitive position 
of the United States. 

Senator Wyden. 

Senator Wyden. Thank you very much, Mr. Chairman. I think 
you make an important point. My friend and colleague from Or- 
egon, Senator Merkley, as usual does as well. These international 
questions are enormously important, and I thank my colleague for 
making it. 

That was the one I wanted to ask you about. Dr. Altshuler, and 
that is transfer pricing. Just to kind of put this in a little bit of 
context. Senator Gregg and I went at the tax reform issue week 
after week for 2 years in order to get where we were, essentially 
a modernized version of 1986, and my guess is we could have prob- 
ably spent another 5 years working through the territorial and the 
international situation. 

I think we got to where we were by asking the 1986 question, 
which was how low would you have to get the business rate to be 
in order to get rid of some of what you are doing in terms of defer- 
ral and credits. And that is how we got to the corporate rate of 24 
percent and junked a lot of what currently goes on internationally 
in terms of deferral and foreign credits. 

Transfer pricing takes this to a whole different level, and here 
is the question for you. Dr. Altshuler. In effect, the definition here 
is you can create paper transactions between subsidiaries of the 
same company to allocate expenses and profits to selected compa- 
nies. That essentially seems to be the consensus view of the defini- 
tion of transfer pricing. 

What we found is people like Ed Kleinbard, who was then the 
head of the Joint Tax Commission, who said, look, if all you do is 
go to the territorial system, you are going to make these problems 
of transfer pricing worse, and we are already losing $60 billion off- 
shore and it is a significant problem. Territorial will not do any- 
thing about it. 

The question for you. Dr. Altshuler, and I appreciate the time the 
Chairman is giving me. Dr. Altshuler, do you agree essentially with 
that Kleinbard theory that pure territorial tax approaches as con- 
stituted today would not do anything about transfer pricing, could 
make the problem worse? And if you do, what would you do about 
it? Because that is where we bog down, and a lot of my colleagues 
clearly are interested in this. I want to be responsive to them. But 
if you agree with that Kleinbard theory, what would you do about 
it in order, again, to try to bring folks together like they did in 
1986 and actually get something done? 

Ms. Altshuler. This is a tough one. Going to a territorial tax 
system does increase transfer-pricing pressures, income-shifting 
pressures, but only to the extent to which the repatriation tax is 
a burden in the first place. So let me just be simple. Yes, income- 
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shifting incentives will go up with the territorial tax system. How 
much they go up is an open question, which, again, I guess I am 
saying yes to you. And the question that I have these days is: How 
much worse does income shifting and transfer pricing get if we go 
territorial and lower the rate to 24 percent? Because the studies 
that I have been looking at and the studies that have been done 
in the past always look at territorial with the 35-percent rate. But 
if you are lowering the rate to 25 percent to the OECD average, 
you are taking some of the pressure off. Of course, there is still 
zero percent taxes out there. 

Both solutions to the international tax problem are not perfect. 
I like your solution quite a bit. I wrote a paper on it. It is elegant 
because by getting rid of deferral, you get rid of the transfer-pricing 
problem faced by — with U.S. multinationals. That does not mean — 
but there are two problems that we have and territorial has prob- 
lems, too, but just to bring them up. 

What I worry about is if we were to get rid of deferral and what 
we would be doing is going in the — and I am playing a two-handed 
economist here, OK? So if we were to get rid of deferral going in 
the opposite direction of other countries, yes, we get rid of this 
transfer-pricing problem with our U.S. multinationals. But we are 
still at, you know, this 24-percent rate. The OECD average is 25 
percent. Are we going to lose headquarters? In other words, you are 
going to have foreign multinationals that are going to be able to 
enjoy our lower rate, OK, but not face worldwide taxation. So do 
we lose U.S. headquarters? And I do not have the answer to that 
question, but I think it is really important. 

Senator Wyden. Mr. Chairman, you have given me a lot of time, 
and I think Dr. Altshuler puts her finger on really a very appro- 
priate point as we wrap up. What the whole exercise is about is 
creating incentives for this economic renaissance that this country 
wants so much at this time. And, in fact, the reason, if you go to 
a labor union meeting or a business meeting, that you can get ap- 
plause for a 24-percent rate, is you are junking these incentives for 
taking jobs overseas in order to get red, white, and blue jobs here 
in America by the incentives for bringing those kinds of operations 
back and having the headquarters you are talking about. 

Mr. Chairman, thank you so much for all this time. It has been 
a great hearing. 

Chairman CONRAD. Yes, I think it is very important time. Let me 
just say I used to be tax commissioner; I used to be chairman of 
the multi-State tax commission. I engaged in negotiations in the 
Reagan Administration on the question of these multinational ju- 
risdictional issues. I have spent a lot of time in it. When I was tax 
commissioner, we found some amazing things. I will never forget. 
We followed transactions of a major grain company and found that 
one shipment of grain changed hands eight times before it left the 
continental United States before we lost track of it offshore. 

I have seen other examples, not in my tax work but in conjunc- 
tion with the revenue service, where a company showed no profits 
in the United States, a series of transfer-pricing transactions 
showed $20 million in profits in the Cayman Islands where conven- 
iently there were no taxes, with one employee. And I always said 
that one employee was the most efficient worker in the world to 
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produce $20 million of profits, and he actually produced nothing. 
The only thing he produced was tax returns and corporate State- 
ments showing that they had had periodic board meetings to meet 
the requirements of that. 

So, look, these are enormously complex subjects, but we have an 
obligation to sort through them, and I think this has been an espe- 
cially valuable meeting. I also want to commend my colleague Sen- 
ator Wyden. I said this in another forum. There are very few mem- 
bers who have come up with such significant contributions in tax 
reform and health care reform, operating with just his own indi- 
vidual staff, not a Committee staff, not a Committee chairmanship, 
and really sweeping, well-thought-out, bipartisan proposals. And he 
deserves tremendous credit for that, and I am glad we pursued the 
questions here today. 

I thank this panel so much. I think you have been terrific and 
really thought provoking. I appreciate all of your participation here 
today. 

The Committee will stand in adjournment. 

[Whereupon, at 12:23 p.m., the Committee was adjourned.] 
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I would like to thank the Chairman and Ranking Member for holding this important hearing 
today and the witnesses for their willingness to testify. 

As we all know, our current tax code is outdated and in much need of reform. 

Our corporate tax rate is the highest in the world which forces many companies to invest more 
overseas at the expense of both our workers and our government coffers. 

Additionally, our current tax system greatly distorts the decisions made by individuals and 
businesses, such as the tax preference for debt financing instead of equity financing for 
corporations. 

For these reasons and others, it is clear we need to focus on reform. 

Flowever, we need to make sure that these troubles do not become excuses to raise taxes on hard- 
working Americans. I believe that any tax reform proposal should be revenue neutral. 

Again, I would like to thank the Chairman and Ranking Member for holding this important 
hearing. 
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Questions for the Record for Donald B. Marron 
Senate Budget Committee, 2/2/2011 

Tax Reform - A Necessarj' Component for Restoring Fiscal Responsibility 
From Senator Mark Begich 

1 ) Most experts seem to agree that we should lower corporate tax rates and broaden the corporate 
tax base by eliminating certain tax preferences and loopholes in order to improve economic 
efficiency and lower the cost of tax compliance for American businesses. Do agree with that and 
if so, what would be the most economically efficient or revenue maximizing corporate income 
tax rate? 

Yes, I do agree. By cutting back corporate tax preferences and lowering tax rates, America can 
have a more efficient tax system. 

1 would offer one caveat, however. Accelerated depreeiation of equipment and other business 
investment is sometimes identified as a tax preference that could be reduced to help pay for 
corporate rate reductions. Cutting the corporate tax rate would encourage business investment, 
but reducing the value of depreciation allowances would push the other way, discouraging 
investment. Policymakers should keep an eye on this tradeoff and ensure that any reform does 
not unnecessarily discourage business investment. 

I do not have a specific estimate of an appropriate corporate tax rate, but given the declines in 
rates in other developed economies in recent decades, I believe that President Obama's fiscal 
commission and the Domenici-Rivlin task force were correct to aspire to a corporate rate in the 
mid-to-high 20s. (As an aside, I should also note that the most economically efficient tax rate is, 
in general, lower than the revenue-maximizing one.) 

2) 1 am a firm believer in securing our borders, having said that, I am wondering about the link 
between Immigration and tax reform. If our undocumented workers were paying into our system 
their earnings W'ould be accountable and I am wondering how this would impact our economy. 
Can you speak at the potential economic changes that could arise from this? 

I believe that greater immigration of high-skilled, documented w'orkers would boost long-run 
economic growth and be a net benefit for the federal budget. The fiscal impacts of the current 
population of undocumented workers are less clear. There is significant evidence, however, that 
many of those workers do pay payroll taxes. And they often do this in ways that don’t qualify 
them for Social Security benefits. Most undocumented workers have relatively low incomes; as a 
result, I would expect that those that currently do not file income taxes would pay relatively little 
in income taxes if they did and some may in fact pay more income tax than the law requires if 
they fail to file for refunds of withheld taxes. 

3) If we lower the rates and reduce the loopholes and find the right balance where we are revenue 
neutral; is there any long term difference between a system with lower rates and fewer 
loopholes? In other words, could we expect to see a sharper increase of revenue over time with a 
simpler system? 
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Done well, a revenue-neutral tax reform would have several economic benefits. First, it would 
reduce the degree to which tax considerations, rather than economic fundamentals, drive 
personal and business decisions. Second, it could encourage working, saving, and investing and 
thus boost long-run growth. Third, it could simplify filing and administration, thus reducing both 
costs and errors. Fourth, it would reduce the future cost of increasing taxes if, as seems likely, 
that becomes necessary to avoid unsustainable deficits. All of these changes would strengthen 
our economy. 
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Questions for the Record for Donald B. Marron 
Senate Budget Committee, 2/2/2011 

Tax Reform - A Necessary Component for Restoring Fiscal Responsibility 
From Senator Bill Nelson 

1 . Some have suggested that tax revenue should be constitutionally capped and not exceed a 
certain percentage of the GDP, such as 20 percent. What is your view of such a cap? 

1 would not support such a cap. An arbitrary cap should not guide society’s fundamental 
decisions about government activities and how we finance them. 1 would also note that the 
popularity of tax preferences has blurred the line between the traditional budget concepts of 
spending and revenues. There are many examples of spending-like programs that are 
.structured as tax incentives. This allows their proponents to describe them as tax cuts, rather 
than spending programs. The incentive to transform spending programs into tax incentives 
would become even stronger if the government faced a cap on revenues (or, for that matter, if 
it faced a cap on spending). 

2. Others suggest a balanced budget amendment to the Constitution so that spending does not 
exceed revenue, except in emergency cases. What is your opinion of this idea? 

I have several concerns about the idea of a balanced budget amendment. First, the federal 
budget is now' far out of balance. Absent major positive surprises, serious effort to get back to 
balance will take years. It would thus be premature to demand a balanced budget. In addition, 
I believe it would be difficult to design a balanced budget amendment that would give the 
government appropriate flexibility. From an economic perspective, a reasonable long-run 
goal would be to balance the budget over the course of the business cycle - running surpluses 
in good times to offset deficits in bad times. But that concept would be difficult to embody in 
a constitutional requirement. 

3. If Congress tackles fundamental tax reform, are there certain ground rules vve should agree 
ahead of time? For e.xample, should we make a commitment that tax reform will be revenue 
neutral? Revenue generating? Should we focus on corporate tax reform first? 

The first ground rule should be a commitment that any reformed tax code will be essentially 
permanent, not the mish mash of temporary provisions that we have today. .American 
families and business deserve a tax code on which they can plan. If some lax preferences 
survive the reform process (e.g., provisions like the research and experimentation tax credit), 
it may make sense for them to sunset every five years or so to force Congressional review, 
but these should be rare exceptions from the overall stability of the new code. 

Policymakers should also make a clear decision about whether to pursue revenue-neutral tax 
reform or revenue-raising tax reform. The former could improve our tax .system, but not 
address our long-run budget problems. As someone concerned about our daunting budget 
outlook, I would prefer the latter; if that isn’t politically possible today, one possibility would 
be to pursue revenue-neutral corporate tax reform first, but knowing the revenue-raising 
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individual tax reform would have to be on the tabic in coming years. (Revenue-neutral 
corporate tax reform might involve a reduction in overall corporate receipts coupled with an 
increase in receipts elsewhere. For example, rolling back some business tax breaks to raise 
offsetting corporate revenues may also increase revenues from flow-through businesses 
whose profits are taxed on the individual tax returns of their owners.) 

4. What should be the guiding principles of tax reform? Ensuring that the tax code is fair and 
those that can pay more do pay more? Removing distortions and promoting economic 
efficiency? Making the tax code simpler? All of the above? What’s most important? 

1 think five principles should guide tax reform. First, policymakers should try to raise needed 
revenue with as little economic damage as possible. Among other things, that means leveling 
the playing field among different economic activities. Second, policymakers should identify 
a specific set of social goals that they believe arc best pursued through the tax code, and then 
design tax provisions that accomplish those goals as efficiently as possible. America doesn't 
need scores of tax preferences; it needs a few well-designed ones that accomplish important 
goals. Third, policymakers should consider fairness based not only in its vertical dimension 
(e.g., comparing tax burdens at different income levels), but also in its horizontal dimension 
(c.g., comparing tax burdens for people with the same income). Fourth, policymakers should 
minimize uncertainty in the tax code. Finally, policymakers should design a tax system that 
raises enough money to pay for our government. 

5. The Florida economy is a service-oriented economy. We do not have a lot of heavy 
manufacturing. Our indu.stries tend to be labor intensive, not capital intensive - tourism is the 
perfect example. Flowever, I feel like most of our effort in tax policy in recent years has been 
focused on heavily subsidizing capital expenditures - business equipment and machinery - 
the type of property used in manufacturing and other capital-intensive businesses. The 
December tax bill is a perfect example. It includes a bonus depreciation tax provision that 
will inject $110 billion into the economy over the next 2 years, but all of the subsidy is aimed 
at reducing the cost of capital expenditures, not labor expenses. Does federal tax policy 
di.stort the market and tilt the field against stales like Florida that rely on service-oriented, 
labor-intensive .sectors of growth? 

This is a complex question. In general, the federal tax code treats labor-intensive businesses 
more favorably than capital-intensive ones. Labor costs can usually be expensed 
immediately, w'hile many capital investment costs must be depreciated over time. All else 
equal, that means the tax code favors labor over capital (one exception, however, is that high 
levels of debt financing can tip the playing field toward capital because of the deductibility of 
interest payments). 

Recent stimulus efforts have included a range of tax measures that increase Americans' after- 
tax income (which might help Florida not only through spending by residents but also by 
tourists), made business investment more attractive, and encouraged hiring. In terms of the 
recent business incentives, it is important to keep in mind that the $1 10 billion in initial tax 
reductions from expensing will be mostly offset by higher tax payments in later years (about 
$90 billion, for example, over 2013-2020). 
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Committee on the Budget, 
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The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Cardin, Whitehouse, Merkley, Begich, 
Sessions, Thune, and Portman. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Today we will focus on challenges that are facing the U.S. 
economic recovery. We are going to look specifically at challenges 
in the areas of unemployment, housing, and the State fiscal crises. 
We are really fortunate to have four outstanding witnesses with us 
today: 

Dr. Mark Zandi, Chief Economist at Moody’s Analytics. Dr. Zandi 
has been very helpful to this Committee and has testified here sev- 
eral times in the past. We are grateful to have you back again 
today. 

Dr. Till von Wachter, Associate Professor of Economics at Colum- 
bia University, and I would just say parenthetically my daughter 
is getting a Ph.D. there. I was up there a few weeks ago. She was 
teaching a great books class. It was very interesting. 

Dr. Ray Scheppach, the Executive Director of the National Gov- 
ernors Association. We understand that after nearly 30 years he is 
retiring and going to go to UVA. I commend you on your years of 
public service, Ray. Always somebody that has enjoyed credibility 
on both sides of the aisle for his professionalism. 

And Mr. Chris Edwards, Director of Tax Policy Studies at the 
Cato Institute. Good to have you back as well. Thank you very 
much. 

Let me begin by providing a brief overview of my own on the eco- 
nomic challenges that we currently confront. The Federal response 
to the recession and the financial crisis successfully pulled the 
economy back from the brink. In the fourth quarter of 2008, the 
economy was showing negative growth of 6.8 percent. Economic 
growth has since returned, although not as strongly nor as quickly 
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as we would have liked. In the fourth quarter of 2010, we saw posi- 
tive growth of 3.2 percent. 



Private sector job growth has also returned, although not as 
much as we would like. In January 2009, I think it is important 
for us to remember, the economy was losing more than 800,000 pri- 
vate sector jobs a month. In December of 2010, the last month we 
have data for, the economy gained 113,000 private sector jobs. So 
we now have 12 consecutive months of private sector job growth. 
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Despite this improved picture, it is clear the economy is growing 
at a much slower pace than in past recoveries. When measured 
against the nine previous recoveries over the past 60 years, we see 
the current recovery lags considerably the typical recovery. I per- 
sonally believe a key reason for that is the damage done to the fi- 
nancial sector. 





Economic Growth 
Lags Typical Recovery 


(Real GDP, percent change from business cycle trough) 



Second Third Fourth First Second Third Fourth 

Quarter Quarter Quarter Quarter Quarter Quarter Quarter 
2009 2009 2009 2010 2010 2010 2010 


Sources: SBC calculations using data from Bureau of Economic Analysis, U.S. 
Department of Commerce, and National Bureau of Economic Research (NBER). 

Note: Median growth is calculated as the median of growth rates from the business 
cycle trough dates (as determined by the NBER): 1949-Q4, 1954-Q2, 1958-Q2, 1961-Q1. 
1970-Q4, 1975-Q1, 1982-Q4, 1991-Q1, and 2001-Q4. The recovery that began in 1980-Q3 
is omitted due to its proximity to the subsequent trough in 1982-Q4. 


And the unemployment rate has also remained stubbornly high. 
Just a little over 3 years ago, it stood at 5 percent. It nearly dou- 
bled within a year’s time and has fluctuated in the 9-percent-plus 
range ever since. The Congressional Budget Office now projects the 
unemployment rate will fall only slightly to 9.2 percent in the 
fourth quarter of this year and still remain stubbornly above 8 per- 
cent in the fourth quarter of 2012. 
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Unemployment Rate Remains 
High and is Projected to 
Decline Only Gradually 

(Percent of civilian labor force) 


10 . 5 % 



2008 2009 2010 2011 2012 


Sources: Bureau of Labor Statistics, U.S. Department of Labor; CBO's The 
Budget and Economic Outlook: Fiscal Years 2011 to 2021 (January 2011). 
Note: Projections were calculated by the SBC staff using published CBO 
estimates for fourth quarters of 2011 and 2012, 


Another concern is the number of long-term unemployed, those 
unemployed for 27 weeks or longer, which is extraordinarily high. 
The average rate of long-term unemployment over the period from 
1948 to 2007 was eight- tenths of 1 percent. Just prior to the reces- 
sion, in December of 2007, the rate was very similar, at nine-tenths 
of 1 percent. Now the rate of long-term unemployed has surged to 
4.2 percent. This is a clear sign of the persistent economic weak- 
ness experienced by Americans across a broad front. 






Long-Term Unemployment 
Up Sharply 


5 % 


4 % 


3 % 
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0 % 


(Percent of civilian labor force unemployed for 27 weeks and longer) 


4 . 2 % 


0.8% 0-9% 


n I I 

Average December December 

1948-2007 2007 2010 


Source: SBC staff calculations using data from the 
Bureau of Labor Statistics, U.S. Department of Labor. 
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Housing Crisis Continues 

• One out of five mortgages is 
“underwater” - with home worth 
less than remaining balance 

• One out of eight mortgages is 
delinquent or in foreclosure 

• Home prices have fallen 31% 
since 2006 peak and are expected 
to continue falling 

Source; Ziliow.com; Mortgage Bankers Association 


We also continue to face a crisis in the housing market, the sec- 
tor of the economy that sparked the recession. One out of five mort- 
gages remains underwater, meaning the home is worth less than 
the remaining balance on the mortgage. And in some markets, that 
number is much higher. In addition, one out of eight mortgages is 
delinquent or in foreclosure, and home prices have fallen 31 per- 
cent from their peak in 2006 and are expected to continue falling 
in the near term. 
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Housing Crisis Continues 


^ (Housing starts, milHons of units, annua! rate) 



Source: Cen-sus Bureau, U.S. Department of Commerce 
Note: Monthly data through December 2010 


We can see that new home building has fallen dramatically and 
remains low. In January of 2006, we had 2.3 million housing starts. 
In December, we had just 529,000 housing starts. 

Finally, the Nation’s economic recovery also faces a challenge 
from the fiscal crises occurring at the State and local level. Here 
is a recent headline from the New York Times. It reads: “Mounting 
Debts by States Stoke Fears of Crisis: Costs remain hidden; ana- 
lysts who predicted mortgage meltdown see a similarity.” 
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J(eUr gork Stmes 

StNDAV, DECEMBERS, MID 

MOUNTING DEBTS BY SUTES STOl FEARS OF CRISIS 


COSTS REMAIN HIDDEN 


Analysts Who Predicted Mortgage 
Meltdown See a Similarity 


By MICHAEL COOPER 

and MARY WILLIAMS WALSH 

The State of Illinois is still pay- 
ing off billions in bills that it 
from schools and social service 
providers last year. Arizona re- 
cently stopped paying for certain 
organ transplants for people in 
its Medicaid program. States are 
releasing prisoners early, more to 
cut expenses than to reward 
good behavior. And in Newark, 
the city laid off 13 percent of its 
police officers last week. 

While next year could be even 
worse, there are bigger, longer- 
term risks, financial analysts say. 
Their fear is that even when the 
economy recovers, the shortfalls 
will not disappear, because many 
state and local governments have 
so much debt — several trillion 
dollars’ worth, with much of it off 
the books and largely hidden 
from view — that it could over- 
whelm them in the next few 
years. 


"It seems to me that crying 
wolf is probably a good thing to 
do at this point,” said Felix Roha- 
tyn, the financier who helped 
save New York City from btmk- 
ruptcy in the 1970s. 

Some of the same people who 
warned of the looming subprime 
crisis two years ago are ringing 
alarm bells again. Their mes- 
sage: Not just small towns or dy- 
ing Rust Belt cities, but also large 
states like Illinois and California 
are increasingly at risk. 

Municipal bankruptcies or de- 
faults have been extremely rare 
— no state has defaulted since 
the Great Deptes^on, and only a 
handful of cities have decla^ 
bankruptcy or are considering 
doing so. 

But the finances of some state 
and local governments are so dis- 
tressed that some analysts say 
they are reminded of the run-up 
to the subprime mortgage melt- 
down or of the debt crisis hitting 
Continued on Page 30 


Since most States have balanced budget requirements, they are 
forced to close their budget gaps with layoffs and cuts in social 
services and tax increases. Such cuts have a ripple effect through 
State and local economies. This undercuts the recovery efforts un- 
derway nationally. 

I think it is very clear there is little appetite in Congress for pro- 
viding further help to States, so we need to consider what else can 
be done to help States get through this challenging period. I hope 
this hearing can shed light on all of these issues. 

Senator Sessions is not here yet. He is delayed. So I think what 
we will do is go right to the witnesses, and we would ask you to 
limit your stated remarks to 5 minutes or thereabouts, and then 
we will have a chance to get to questions. 

Again, thank you very much for participating. This is an impor- 
tant day for the Budget Committee because we are trying to deal 
with a series of challenges that the country faces all in one hear- 
ing. I cannot think of a better panel of witnesses to do that. 

Mr. Zandi, why don’t you proceed. 



372 


STATEMENT OF MARK ZANDI, PH.D., CHIEF ECONOMIST, 
MOODY’S ANALYTICS 

Mr. Zandi. Thank you, Mr. Chairman, and thank you and the 
rest of the Committee for the opportunity to participate in today’s 
hearing. I should say that the views I express are my own and not 
those of the Moody’s corporation. And you should also know, be- 
cause I will be speaking about the housing mortgage markets, that 
I am a Director of MGIC, the largest private mortgage insurer in 
the country. 

I will make three points in my remarks. 

Point No. 1 is that I am optimistic with regard to the economy’s 
prospects; that after 3 very lean economic years, a year and a half 
of recession, a year and a half of weak economic recovery, I think 
we will experience much stronger growth this year and in 2012. 

Just to give you a sense of what that means, in terms of GDP, 
the value of all the things that we produce, that fell 2.6 percent in 

2009, obviously a very bad year; grew 3 percent, almost 3 percent 
in 2010. I expect GDP growth to be near 4 percent this year, and 
roughly the same in 2012. 

In terms of jobs, we created 1.35 million private sector jobs in 

2010, December to December. I expect double that in 2011 and 
roughly the same in 2012. And I agree with the CBO’s projections 
on unemployment. The unemployment rate should end this year 
closer to 9 percent and closer to 8 percent by 2012 — still, obviously, 
a pretty deep hole. It will be a number of years before we get back 
to anything anyone considers to be good, but we are making our 
way in the right direction. 

There are a number of reasons for this optimism. I will just men- 
tion two quickly. 

First is businesses are very profitable. Big companies, mid-sized 
companies in particular, their balance sheets are very strong. I do 
not think it is any longer a question of can they invest and hire 
more aggressively. I think it is just a question of willingness. And 
I think they are going to become more willing. Sentiment is im- 
proving quite rapidly, and I expect conditions to improve. 

The other key reason for the optimism is policy. I think the pol- 
icy response by the Federal Reserve, by you and Congress and the 
administration has been excellent and has made all the difference; 
that without your policy response, the downturn would have been 
measurably worse, the cost to taxpayers measurably greater. I 
think you did the right thing. We can take exception with any indi- 
vidual aspect of the response, but the totality was, I think, quite 
impressive. 

Point No. 2 is, despite my optimism, obviously there are chal- 
lenges and risks, and I clearly could be wrong, and we are going 
to talk about a few of those today. State and local governments ob- 
viously face very serious challenges. The European debt situation 
remains very unsettled. Policymakers there need to do more, and 
until they do, obviously that is a concern. 

The events in Egypt and the Middle East remind us of the risks 
posed by higher oil and other energy prices, and that is worthy of 
concern. 

But at the top of my list of concerns, at least for the near term, 
the next 6 to 12 months, is the ongoing problems in the housing 
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market, the foreclosure crisis, and let me just turn to a few slides 
to make the point clearer. 

The foreclosure crisis continues on. You can see here the number 
of first mortgage loans that are in default, somewhere in the fore- 
closure process, or headed in that direction. They are seriously de- 
linquent and likely to go into default. That is close to 4 million 
loans. For context, there are roughly 50 million homeowners with 
first mortgage loans, so 4 million is a lot of loans. 

You will note that the good news here, if there is any good news, 
is that the problems appear to have peaked. But the concern is, at 
least in the near term, that there are many, many loans now com- 
ing to the end of the foreclosure process. REO, which is the last 
stage in foreclosure before a distressed sale, is building again, and 
you can see that here. This shows the number of properties in 
REO, and I have broken that down for you 

Chairman CoNRAD. What does REO stand for? 

Mr. Zandi. Other real estate owned. So it is when the lending 
institution takes back title from the homeowner. That is now in 
their inventory, and that is the last point before they actually sell 
it into the marketplace as a foreclosure sale. And you can see it is 
building. And this is very important because these distressed sales 
will put further downward pressure on housing values. 

Chairman CONRAD. Can I stop you on this point? Let me just say 
we are going to run this hearing a little differently than we typi- 
cally do. If you are wondering why I am the only one here, the 
Prayer Breakfast is this morning, and the Prayer Breakfast is run- 
ning long because of events, as you know. Our colleague Gabby, her 
husband is giving the final prayer. The President is at the Prayer 
Breakfast. We were informed that it would be concluded by this 
time. That is why we scheduled the hearing for this time. But be- 
cause of the unusual circumstances, the Prayer Breakfast is run- 
ning quite long. So I apologize to you that we do not have the typ- 
ical turnout we would, but people will be here. 

Let me just say this to you: I have been watching the question 
of short sales, and it is very clear that short sales where the prop- 
erty is underwater — they owe more than the property is worth — re- 
quires a two-level negotiation. First you negotiate with the home- 
owner, and then it goes to the bank for approval. And I am being 
told by people in the real estate industry that the gap in time is 
losing a lot of sales; that is, that the inability to turn around the 
decision at the lending institution leads a lot of people to just get 
frustrated. They need a house. They bail out. They go in another 
direction. 

Is that an accurate assessment of part of the problem here? And 
is there anything that could be done about short sales? 

Mr. Zandi. Yes, that has been a problem, in part because the 
lending institutions, the banks, are very nervous of being de- 
frauded, and they need to make sure that the short sale is an 
arm’s-length transaction. 

Moreover, many institutions really did not have the infrastruc- 
ture necessary to engage in a significant number of short sales. 
They had not done many in the past, and to ramp up has been dif- 
ficult. It is not an easy thing to do, to do well. 
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My sense is that the impediments to short sales are abating, that 
we are seeing more short sales. I will just give you a sense of the 
magnitude, and these are rough orders of magnitude. 

If you go back to, say, 2007, 2008, in the start of the crisis, we 
were getting 25,000 to 50,000 in short sales per annum. We are 
now running probably closer to 250,000, 300,000 per annum — 
which is still small in the context of all the problems that we have, 
but it is moving in the right direction. And some of the major insti- 
tutions have established within their organizations groups that are 
focused solely on the short-sale process. 

Also, the administration, in its HAMP efforts to facilitate loan 
modifications and short sales, has provided incentives to all the 
various parties involved — homeowners, mortgage servicers, mort- 
gage owners — to engage in more short sales. This is much pref- 
erable to everyone involved than going down the road to a fore- 
closure sale. That has not been nearly as successful as HOPE IV, 
but it is helping, I would say. So I think we are moving in the right 
direction. 

With regard to what else can be done in this regard, I think the 
best thing that can be done is vigilant oversight. So I would con- 
tinue to ask very strong questions of the lending institutions: 
Where are we? Where were you? Where do you think you are going 
to be? What are you doing to facilitate this? Just to make sure 
that, you know, they understand that everyone is watching this 
very, very carefully. 

I think all the tools are in place, the policy tools are in place to 
make this work better. I just think it needs a little bit of oversight 
push to make sure that it works in a reasonably orderly way. 

Chairman CoNRAD. OK. 

Mr. Zandi. So as you can see, the REO inventory is — would you 
like me to proceed with 

Chairman CoNRAD. Yes. 

Mr. Zandi. OK. So the REO inventory is rising. There has been, 
I would say, a reasonable effort to try to forestall foreclosures and 
short sales through loan modification efforts. But I would say I 
think it is now widely understood, and I think appropriately so, 
that the modification efforts have been inadequate or they have 
certainly not lived up to anyone’s expectations. And you can kind 
of get a sense of the modification efforts here. They have improved. 
If you go back to 2007 at the start of the foreclosure crisis, we had 
250,000 in loan mods, private sector loan mods. That has ramped 
up. We are now seeing loan mods of somewhere between a million 
and a half and 2 million per annum, which is helpful but, you 
know, in the context of all of the problems we have, it is still quite 
small. 

My own view here, though, is I do not know that policymakers 
should do anything else with regard to the HAMP program, which 
is a major effort of policymakers to facilitate loan mods. One of the 
problems has been that the HAMP plan has been changing so 
much; it has been very difficult for servicers and lenders to get 
their arms around it and to implement it. I think we have it where 
it needs to be. We just need to let them use it as best they can. 
And, again, vigilance here would be, I think, very therapeutic to 
make sure that they are remaining engaged. 
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But, nonetheless, having said that, the mods are not going to 
solve our problem. We are going to see a lot of loans go through 
the foreclosure process to a foreclosure or short sale, and I would 
anticipate more house price declines. You can see that here. This 
shows house price growth per annum. 

Chairman CoNRAD. Somehow we are not getting it on the screen 
here. We have a little technical issue here. 

Mr. Zandi. ok. Well, I will just describe it. 

House prices, as you pointed out in your slides, are down from 
the peak just over 30 percent. I would anticipate this year another 
5-percent decline in national housing values. If that is all it is, I 
think, you know, we are going to be OK, and my script for the 
economy will roughly hold. But this is where the risk lies, a signifi- 
cant risk, and that is, we have 14 million homeowners underwater. 
If house prices decline more 

Chairman CONRAD. 14 million underwater. 

Mr. Zandi. 14 million homeowners underwater. 

Chairman CONRAD. They owe more than the house is worth. 

Mr. Zandi. Yes. The value of their home is less than the mort- 
gage debt they owe on that home. 

Just to flesh that out a little bit more for you, of the 14 million, 
4 million are — and these are my estimates, and they are approxi- 
mations. Four million are underwater by more than 50 percent. 
That is deeply underwater, and obviously that is the fodder for de- 
fault. 

You know, in many cases these homeowners want to hold onto 
their home, but suppose you spring a leak in your roof and you are 
told you have to put $3,000, $4,000 in your home. I mean, does that 
make any sense to anybody for them to do that? Or your air-condi- 
tioning unit breaks, you know, and it is another $2,000, $3,000. 

So with house prices falling more people will be underwater. 
That is fodder for more default. You get more default, that puts 
more foreclosure short sales, more downward pressure on prices, 
and you can construct a scenario where you get into a very vicious 
cycle — the very same vicious cycle we were in back in 2008 and 
early 2009 before the policy response. In this go-round, it is not 
clear how you would respond to that. I do not think this is the most 
likely scenario, but certainly it is a very significant threat and risk, 
a challenge to the economic recovery. 

So point No. 2 is that at the top of the list of concerns is the on- 
going foreclosure crisis. I do not think the coast is clear. 

So this goes to point No. 3, and that is, well, what can policy- 
makers do to try to mitigate this potential threat, this potential 
risk. We talked a little bit about some policy, but let me mention 
a few things. In fact, I will focus on — am I taking too much time? 

Chairman CoNRAD. No. 

Mr. Zandi. OK. So I would focus on three things. 

First is I think there are things that can be done to facilitate the 
loan modification/foreclosure process, and let me mention a few as- 
pects of what I mean there. 

First, I think it would be very important if mortgage servicing 
companies appoint one person as a point of contact for the home- 
owner. So right now, if you are a distressed homeowner and you 
call a mortgage bank, each time you call, you get someone else. 
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They have no idea who you are. It is just a nightmare and very 
frustrating for everybody involved. You get documents lost. The 
loan officer says, “Send me this information, this information, and 
this information.” You send it in. You hear nothing. You call back. 
You get a different person, and they do not know what you are 
talking about. They say, “Oh, you sent it to the wrong department. 
You should have done this. Send it here.” And so the process is 
very elongated and very cumbersome, and I think it would be pru- 
dent for — and this is a regulatory, I think, point of contact to re- 
quire servicers to have one person in charge of each loan file. 

Another aspect of this is there is so-called dual tracking that cre- 
ates a great deal of confusion in the foreclosure process. That is, 
when you are a distressed homeowner, you are considered for a 
loan mod, but you are also put in the foreclosure process at the 
same time. They are both occurring at the same time. So you could 
be talking to one person in the institution about your modification. 
Then you get a notice in the mail saying, you know, “You are in 
default, and we are going to take you to court.” So this becomes in- 
credibly nerve-wracking, frustrating, everyone is very upset by this. 

I would suggest, another regulatory point of contact, to end the 
dual tracking. You go through loan modification. If you do not 
make it through loan modification, you cannot get through these 
programs. Then you go through the foreclosure process, and that 
gives everyone enough time to sort of get their minds around what 
is happening, get all the loan documents in place, and really make 
a good decision here. 

The other thing I would suggest is third-party review. Some 
States — Connecticut, I believe New York, New Jersey, Florida — are 
now asking mortgage companies to work with a third party, and 
this third party would help the homeowner to go through the proc- 
ess: makes sure that the homeowner knows all of their rights, 
knows all of the options open to them, helps them get all their loan 
information together, and shepherds them through the process. 
They are an advocate for the homeowner. This is an incredibly 
complex, difficult, messy thing. Most homeowners really do not 
have the skill sets to do it well, and I think they should be given 
resources to do that. It would not be very costly, and I think it 
would make the entire process more efficient, and we would get 
better results. 

Finally, Sheila Bair, Chairwoman of the FDIC, has made a very 
good proposal that I would advocate, and that is, establishing a 
fund financed by the mortgage servicers that would compensate 
homeowners that are shown to be wronged in the foreclosure proc- 
ess. As we know, there is a range of problems, affidavit signing 
issues and other related issues. I think this would be a way to light 
a fire under the industry and say, you know, if it is shown to be 
that you messed up here, then you have to compensate these indi- 
viduals for the screw-up. 

So these are foreclosure modification process changes that can 
be, I think, tweaked in the regulatory process that would make this 
a much better process. 

I will mention one other thing because I am taking a lot of time. 
One other policy response which would be helpful in the next 6 to 
12 months is to try to facilitate mortgage refinancing activities. As 



377 


you know, fixed mortgage rates are very low. They are below 5 per- 
cent for the prime borrower. Part of this reason is because the Fed- 
eral Reserve is engaged in quantitative easing and keeping — the 
whole intent of quantitative easing is to keep long-term rates, par- 
ticularly fixed mortgage rates, down. And one of the key conduits 
through which low rates help the economy is through refinancing, 
mortgage refinancing. 

The level of refinancing is incredibly low. One of the reasons for 
this is that for borrowers with poorer credit scores and who are un- 
derwater, they do not get that interest rate. They get a much high- 
er interest rate. Fannie Mae and Freddie Mac, for example, charge 
much higher rates for people with lower credit scores and higher 
LTVs, even if they own the loan. Even if they own it in their port- 
folio or they insure it, they own the credit risk. But they are still 
charging these higher rates, which is forestalling refinancing activ- 
ity. So I would suggest that there is a requirement on Fannie and 
Freddie not to charge those higher rates to facilitate more refi- 
nancing activity. And it will cost Fannie Mae and Freddie Mac in 
interest income, but it will benefit them in the form of fewer fore- 
closures, because these homeowners are going to have lower 
monthly mortgages payments and be less likely to go into default. 
And they own the loan. I am not suggesting this for anyone but 
Fannie Mae and Freddie Mac. So net-net it is not clear to me that 
they would lose money, right? And this would facilitate more refi- 
nancing now when mortgage rates are still low before they start to 
rise. And they will definitely rise by the end of the year. And this 
will put money in their pocket to distressed homeowners, like a tax 
cut, and it costs the Government nothing. And I think this is a very 
efficacious way to help very, very quickly. 

So there are other things, but I will stop there. 

[The prepared statement of Mr. Zandi follows:] 
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The U.S. economic recovery is Steadily gaining traction. Real GDP has finally recovered from the 
steep drop suffered during the Great Recession, and economic growth is accelerating (see Chart 1), The 
economy is expected to expand at a rate that is well above its potential this year, meaning that businesses 
should soon begin adding sufficient numbers of new jobs to significantly reduce the unemployment rate. 
.\ithough the jobless rate may still move higher in the next few months as people who lost jobs during the 
recession return to the labor force, unemployment is expected to fall below 9% by year’s end. 


Chart 1: Back From the Economic Brink 
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Behind this relative optimism is the financial health of U.S. businesses. Corporate profits are high and 
growing strongly, and business balance sheets are about as good as they' have ever been. Larger businesses 
are doing much better than smaller businesses, but it is no longer a question of whether businesses can 
invest and hire more aggressively, it is a question oftheir willingness. With the nightmare of the Great 
Recession fading and the policy uncertainly that has been weighing on the collective business psyche 
abating, businesses are expected to soon become more willing. 

The economic wrongs that were at the heart of the financial panic and recession are being righted. The 
five-year-long crash in the housing market is winding down. With belter Job growth, near-record housing 
affordability, and ample credit from Fannie Mae, Freddie Mac and the FHA, housing demand should 
slowly revive. Barring further serious fallout from foreclosure processing problems, investor demand lor 
distressed properties should be sturdy. House prices have fallen enough for investors to see opportunities in 
fixing and renting these houses. 

Home construction will also slowly rebound to replenish the inventories of new homes, which have 
never before been this lean. Overbuilding during the bubble left the market glutted, but this excess 
inventory is being worked off despite depressed demand, because new construction is even vs'eaker. Tfte 
glut is concentrated in Florida, Atlanta, Nevada, Arizona and the Central Valley of California, in most 
other parts of the nation, inventories will return near historically normal levels next year. 



379 


Housing’s historic drag on the broader economy is thus expected to fade this year. The anticipated 
increase in new construction will offset house price declines and resulting negative wealth effects as 
homeowners save more and spend less (see Chart 2). This is a big swing since the depths of the recession, 
when housing was subtracting a couple of percentage points from annual real GDP growth. 


Chart 2: Housing Hits Bottom in 2011 

Contribution to real GDP growth, % 
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Households are rapidly reducing their debt loads and are paying on their debts in a more timely way. 
Delinquency rates are falling rapidly across all types of loans, from credit cards and auto loans to even first 
mortgage loans. Financial institutions are benefiting from the improved loan quality and, with their higher 
levels of capital, are increasingly willing to lend. Credit remains tight, but the spigot is beginning to open 
for an increasing number of households and businesses. 

The economic recovery is also being supported by continued aggressive monetary and fiscal policies. 
The Federal Reserve has shown no indication that it will end its zero interest rate policy any time soon, and 
its quantitative easing efforts are keeping long-term interest rates lower and stock prices higher than they 
would be otherwise. The political compromise reached at the end of last year to temporarily provide 
additional tax breaks and emergency unemployment insurance is also Instnimenta! in ensuring that the 
economic recovery evolves into a self-sustaining expansion this year. 

Despite the optimism, there are still considerable threats to this hopeful economic script. Swere budget 
cutting and tax increases by state and local governments, needed to fill their gaping budget holes, will be a 
significant impediment to the job market and broader economy. Europe’s efforts to solve its debt problems 
or China’s attempt at a soft landing could go astray and derail the anticipated U.S. recovery. The recent 
political turmoil and social unrest in Egypt, Tunisia, and other parts of the Middle East underscore the near- 
constant danger to our economy from higher global oil prices. 

A mounting threat is posed by the nation’s large budget deficits, rapidly rising debt load, and the fact 
that, without significant fiscal policy changes, global investors will soon balk at buying our debt at low 
interest rates. Prospects for a bruising political battle over an increase in the debt ceiling limit later this 
spring or summer also pose a substantial Concern. Global Investors are already anxious regarding our 
ability to come to a political consensus to address the nation’s fiscal challenges; a protracted debate over 
the debt ceiling would be very counterproductive. 

Moreover, with millions of foreclosures still in the pipeline, my optimism that the housing crash may 
soon be over could be upended. Indeed, more distress sales and house price declines are coming, and--- 
given that the home is still the mo.si important asset most households own and that many small-business 
owners use their homes as collateral to get loans to expand their operations and hire — it is hard to get 
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overly enthusiastic about the recovery’s prospects. It is appropriate to be concerned that the vicious cycle of 
more foreclosures begetting more price declines begetting more underwater homeowners and more 
foreclosures could be reignited. 

It is also important to consider that under the best of circumstances, unemployment will remain 
painfully high and households’ nest eggs will remain significantly diminished for a number of years. Thus, 
while it is improving, sentiment remains extraordinarily fragile, and it would not take much of a hit to 
undermine it. The proverbial economic coast is thus not yet clear. Policymakers should provide aggressive 
support to the economy until it is unambiguous that the forecasts of stronger economic growth and falling 
unemployment have definitively come to fruition. 

This testimony will consider the shape of the U.S. economic recovery, the challenges that remain to the 
recovery, and focus specifically on what further steps policymakers might want to consider in regard to the 
threat posed by the ongoing problems in the housing market and foreclosure crisis. 

Healthy corporations 

Surging corporate profits and Increasingly sturdy corporate balance sheets will form arguably the most 
powerful boost to the economy, persuading businesses to finally boost investment and hiring. Earnings 
have fully recovered from the recession, after firms dramatically lowered costs and widened profit margins. 
This is particularly impressive given generally weak pricing and only modest sales gains. Earnings growth 
among both large, publicly traded companies and small, privately held firms has rarely been stronger; it is 
now expanding at a yearly rate of more than 25%. Such comparisons are still easy given the dow-ndraft in 
earnings during the recession, but the profit gains enjoyed during this recovery are among the strongest 
recorded since World War !L 

Business balance sheets are also about as strong as they can be. Corporations have deleveraged amid 
low borrowing costs; thus, the interest coverage ratio — the proportion of cash flow going to debt 
payment — has fallen significantly. Under reasonable assumptions regarding future borrowing, interest rates 
and cash flow, it will approach a record low by this time next year. Cash holdings have also surged, and in 
proportion to short-term corporate liabilities, they have never been higher (see Chart 3).' Balance sheet 
strength is evident in nearly every industry. 


Chart 3: Solid Business Balance Sheets 
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There is no longer any doubt about businesses’ ability to expand; the only question is when they will 
be willing to do so, If history is a guide, this should begin over the next few months. In past recoveries, 
profits improved six to 12 months before job growth picked up (see Chart 4), The logic is straightforward; 
Managers realize they cannot boost profits forever merely by cutting costs. To sustain strong earnings 
growth and to support their stock prices, they need to seek revenue opportunities. That means greater 
investment and more hiring. 


Chart 4: Profits Surge, and Jobs Should Follow 
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The process has been more attenuated in the current recovery, probably because of credit constraints 
on smaller businesses and the psychological battering all firms have taken. Many managers still seem shell- 
shocked trom their near-death experiences during the Great Recession. Businesses have also been unnerved 
by tbe epic policy changes of the past year, affecting healthcare, financial regulation, and the tax code. 
Debates have raged as well around the cap-and-trade plan to curb carbon emissions, immigration reform, 
and organized labor’s “card check” proposal, none of which resulted in legislation. Still, each came close 
enough to worry business managers. 

The collective business psyche should slowly improve, however, as the credit spigot reopens for small 
businesses and the next Congress blocks further m^or economic policy changes. Better business sentiment 
combined with strong profits and sturdy balance sheets should make for a better year. 

Deleveraging winds down 

With weak asset prices and high unemployment, households have been under extraordinary' pressure to 
reduce their debts. This deleveraging has been a powerful drag on consumer spending but should begin to 
wind down later this year. As the pace of debt reduction slows, consumer spending and thus broader 
economic growth will gain traction. 

Key to consumer spending growth is the pace of household borrowing. Consumer spending is powered 
by household cash flow, which equals the sum, of income, realized capital gains, and net borrowing. The 
growth rate of consumer spending thus equals the rate of income growth, the change in realized capital 
gains, and the change in net borrowing. 

During the housing boom and bubble, households borrowed aggressively, pulling an unprecedented 
amount of cash from their homes via home-equity borrowing and cash-out refinancing. At the peak of the 
equity withdrawal in the summer 2006, homeowners were extracting almost 9% of their disposable income 
in cash from their homes. This compares with about 3% at the start of the decade." 
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With the housing crash, homeowners are no longer taking equity out of their homes, and some higher- 
income households are likely repaying their mortgages more quickly. With deposit rates near zero and 
returns on other investments uncertain, homeowners could be opting for the sure, if low, return of lowering 
their mortgage debt.'" Supporting this scenario is a relatively high share of recent refinancing deals that 
involve switching from 30-year mortgages to 15- or oven 1 0-year mortgages. 

Even more striking is a reduction in credit card borrowing. According to Equifax, more than 100 
million fewer bank cards are in use today than in the summer of 2008, a 25% decline."' With mortgage and 
card debt falling rapidly, total household liabilities are declining at an unprecedented rate of almost $500 
billion annually (see Chart 5)." 


Chart 5: Deleveraging Is Well Under Way... 
Change in household liabilities. $ bil, 3-mo MA 
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Deleveraging is thus at its apex and expected to slow in the coming year. Key to this view is the plunge 
in household debt burdens — the share of after-tax income that households must devote to servicing debt to 
remain current. Falling debt outstanding combined with record low interest rates, and better income gains 
have pushed the debt service burden down by more than 2 percentage points since it peaked two years ago 
(see Chart 6). The debt burden has already fallen below its long-run average and will approach a record low 
by this time next year, even under conservative assumptions regarding further deleveraging, interest rates 
and income growth.''’ 


Chart 6: ...Pulling Debt Burdens Lower 
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HoUvSeholds are less focused on how much they owe, and more on how much of their cash goes to 
paying that debt. With debt service burdens easing, households will relax a bit. They will not be 
releveraging anytime soon, but simply not deleveraging means they will be spending more freely before 
long. 

Credit spigot opens 

Tight credit has been strangling the economy, but this too will ease in the coming months. Creditors 
will be persuaded to loosen the credit spigot by improving credit quality' and by the financial system’s 
return to profitability. More credit will fuel more spending and investment, particularly by small and 
midsize companies. 

Credit dried up during the financial crisis and Great Recession. Even the highly liquid commercial 
paper market — a vital source of funding for the bluest-chip multinational corporations — would have turned 
dry' without help from the Federal Reserv'C at the height of the panic. Lenders to households and smaller 
businesses all but shut down. The net percentage of senior bank loan officers willing to lend to consumers 
reached its lowest level since the 1970s, when the Carter administration temporarily imposed credit 
controls in an attempt to stem inflation. Nearly all loan officers said they were tightening criteria for 
commercial and industrial loans, (see Chart 7). 


Chart 7: The Credit Spigot Is Opening 
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Credit conditions have eased a bit already. The percentage of loan officers willing to lend to consumers 
is back to levels seen in better limes. Lenders are also easing standards for C&J lending, and although 
standards remain tight, they should loosen soon.''" 

The conditions necessary for a much more substantial easing in lending standards and better credit 
flows are largely in place. A large number of first mortgage loans are still in the foreclosure process or 
likely headed there, but otherwise credit quality is good and improving rapidly. As of October, fewer than 
12 million loans (not including first mortgages) were between 30 and 90 days delinquent.''"' This is down 
from more than 17 million in early 2009, and the smallest number since the early 1990s. Even early-stage 
first mortgage delinquency is improving, with 1 .7 million loans 30 to 90 days delinquent, down from more 
than 2.1 million at the peak. 

Improving loan quality, wide net-interest margins, and improving investment banking revenue are 
propelling better bank profits. Commercial banks’ returns on assets are still W'ell below their prerecession 
levels, hut have come back strongly from the recession. Big banks are doing particularly well, after the 
rigorous stress tests in the spring of 2009 that forced institutions to add sufficient capital to insulate against 
a potential economic depression. While the recession was extraordinarily severe, it was not nearly as bad as 
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envisaged by the stress tests: these institutions are now arguably overcapitalized, at least in aggregate. 
Many small banks have not been able to raise capital and are still struggling with troubled commercial real 
estate mortgage and con.struction loans, but they account for only a very small part of banking system 
assets. 

Lending is already showing signs of turning up. New originations for credit cards, auto loans, and 
consumer finance loans are above year-ago levels for the first time since 2007. This is even the case for 
borrowers with lower credit scores. The size of credit lines is also growing. Most encouraging is that C&l 
loans outstanding have finally turned the corner. This is one of the best lagging indicators of the business 
cycle, hi.starically providing positive proof that the dow'nturn is ending. 

More policy support 

The December compromise bctween.the Obama administration and congressional Republicans on 
taxes and government spending adds significantly to growth prospects in 2011. The size and scope of the 
deal were a surprise; as a result while fiscal policy still will add little to growth next year, at least it will 
not create much drag (see Chart 8). The agreement will add approximately a percentage point to real GDP 
growth in 201 1. double expected job growth ffoiin 1.3 million to 2.6 million, and reduce unemployment by 
about a percentage point. Instead of hovering near 10% throughout the year, the jobless rate will fall below 
9% by yearns end. 


Chart 8; Fiscal Stimulus a More Modest Drag 

Contribution to real GDP growth. % 
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Even without the tax deal, the economy would probably, have made it through 201 1 without falling 
back into recession, but this compromise improves those odds significantly. It also reduces pressure on the 
Federal Reserve to engage in more aggressive quantitative easing,, which even its most ardent supporters 
did not expect to substantially boost growth. Quantitative easing has complicated the Fed’s dealings with 
other global central banks, by helping to. push up the e.xchange value of their currencies against the U.S. 
dollar. It also has inflamed Republican legislators, who claim it will unleash high inflation, or that it 
constitutes fiscal policy that is outside the Fed’s mandate. 

There are some downsides to the tax deal. Congress will make little progress toward reducing the 
budget deficit in the current fiscal year. The deficit appears set to come in near $1.3 trillion in fiscal 2011, 
equal to 9% of GDP. about the same as in fiscal 2010. While the impact on long-term interest rates should 
be limited, there is a risk of backlash by global investors rightly nervous about the U.S, fiscal outlook. 

It is also important to note that U.S. economic growth will be lower in 2012 than previously 
anticipated, as the fiscal drag expected In 201 1 is pushed off a year. The economy will end in about the 
same place by mid-2013 as measured by GDP, jobs, and unemployment. The compromise of tax and 
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spending policies could have also been better designed to maximize economic efficacy. The deal includes a 
range of tax cuts for households and businesses, some of which pack little bang for the buck. 

Local government meltdown 

While there are good reasons to be optimistic about the recovery's prospects, the economy is still 
fragile and many things could still go wrong. Of particular note is that state and local governments are 
scrambling to close prodigious budget holes. This is. despite stiff budget cutting in 2010, which included a 
quarter-million job cuts, big program reductions, and tax increases. These steps have been necessary even 
with the $175 billion in increased federal grants-ih-aid that states are due to receive as part of the fiscal 
stimulus.'* 

Without additional help from Washington, which seems unlikely, federal aid will dry up at the end of 
the current fiscal year, in June for most states. Nominal state and local government spending will have to 
remain flat for the remainder of this fiscal year and next if states are to balance their budgets, even 
assuming tax revenue growth of 6%.* This suggests declines in real state and local government spending of 
almost 2% in calendar year 2011; since World War II, only the 1980 recession year was harder on slate and 
local government budgets (see Chart 9). Accounting for these spending cuts and tax increases and their 
economic multipliers, state and local governments will be responsible for shaving approximately 0.4 
percentage points from real GDP growth in 2011. 


Chart 9: State and Local Government Retrench 

Growth in real state and local government spending, % 
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This anticipated state and local government drag on growth is serious, but manageable. A string of 
sizable municipal bond defaults would be unmanageable, Investors are nervously considering this prospect. 
Muni credit default swap spreads — a measure of the cost of purchasing insurance againirt a municipal 
government defeult — and interest rate spreads between munis and Treasuries are much wider than 
historical norms. 

Odds that a state would default on its debt obligations are remote. The biggest and most hard-pressed 
states, including California and New York, have graduated income tax systems that produce significant 
revenue when the economy improves, as it should this year,” States also have low debt loads, and their 
interest payments account for only a small percentage of their cash flow. 

The odds that local governments might default are much higher. While there have been a handful of 
recent small, local defaults due to mismanagement or fraud, it is not hard to construct scenarios in which 
defaults spread, given weaker house prices, falling property tax revenues, and mounting pension 
obligations. It is also not inconceivable that such a wave of defaults could reignite turmoil in financial 
markets and derail the economy. 
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European debt crisis 

Another serious worry is the European debt crisis^ which has yet to be brought under control. Greece 
and Ireland have been forced to borrow from a $1 trillion bailout fund established by the European Union 
and International Monetary Fund, and it appears inevitable that Portugal will have to follow them soon.*" 

Investors also have questioned Spain’s fiscal viability, pushing up yields on that country's sovereign 
bonds sharply. Ten-year Spanish sovereign bond yields.arejust under 6%; if rates rise much above this, 
Spain’s debt-servicing costs will be overwhelming (see Chart 10). Rescuing Spain would likely exhaust the 
bailout fund. Prospects of this are making global investors increasingly edgy, further driving up interest 
rates in what could become a vicious cycle. 


Chart 10; Debt Problems Threaten to Boil Over 
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To break this cycle, European policymakers — and, more specifically, German and French officials — 
need to do more; A bailout fund closer to $1.5 trillion is necessary to convince investors they will get back 
all the money they have invested in European sovereign debt. This may be too much of a financial strain 
for Europe to credibly handle on its own; thus the IMF may have to ante up more. 

The European Central Bank will also have to step up its purchases of troubled sovereign debt. To date, 
the ECB has purchased close to $100 billion in Greek, Irish and Portuguese bonds, which have kept yields, 
and thus borrowing costs, down for these nations,, but clearly not sufficiently. The ECB may also have to 
soon purchase the debt of other national governments, including Spain. This will weaken the ECB’s 
balance sheet, but it would be better for the ECB to try to manage this debt than for the fragile European 
banks and other financial institutions that are now choking on it. The ECB may also have to end its policy 
of sterilizing bond purchases, although given its criticism of the Federal Reserve’s quantitative easing 
policy, it is likely to do so only under severe duress. 

European banks must also be put through substantive stress tests, with transfHirent results that require 
the banking system to raise significant new capital. Europe’s stress tests last summer were opaque, and 
little capital was raised. It is clear that the process was woefully inadequate, given that the Irish banking 
system was all but nationalized Just a few months later. Compare this with the U.S. bank stress tests 
completed in spring 2009, which forced big banks to envision a depression scenario and build capital 
accordingly. The depression never came, and the U.S. banking system is now well capitalized. 

The longer European policymakers resist these steps, the greater the odds that financial turmoil will 
grow' and that the European economy will suffer a double-dip recession, all of which would reverberate on 
the U.S, 
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Chinese hard-landing 

U.S, growth prospects also depend on a relativel)' sort landing in key emerging economies, particularly 
China, where policymakers are working hard to avoid overheating. The Chinese economy was the first to 
recover from the global recession, and, due in large part to aggressive use of the monetary and fiscal 
stimulus, its subsequent recovery has been vigorous. China’s economy is now operating near or above its 
capacity, as evidenced by sharply accelerating Chinese inflation (see Chart 11). There is also on-again, off- 
again nervousness about speculation in the property and equity' markets. 


Chart 11; China Threatens to Overheat 
Chinese consumer price inflation, % change yr ago 



Source; Nahona! Bureau of Staltetfcs China 


Chinese authorities have responded by raising bank reserve requirements, tightening lending standards, 
and raising interest rates. They also resumed a policy of gradual currency appreciation, letting the yuan rise 
more than 3% against the dollar since then. Faster appreciation is warranted, since it seems to be the most 
effective way to both address China’s domestic economic challenges and quiet the complaints of its trading 
partners such as the U.S. Chinese authorities do not see it that way, however, remaining concerned about 
the impact of faster currency appreciation on their export-oriented economy. 

Other emerging economies have allowed market forces to push up their currencies’ values more 
quickly, with benign effects so far. Chile, India, Indonesia and Turkey are good examples of nations 
successfully following this policy approach. But this has not convinced the Chinese. 

While China will likely pull off a soft landing despite its currency policy, it might not be as graceful as 
hoped. A hard landing seems unlikely, given the oountry’s massive international reserves, which could be 
used to finance another huge dose of fiscal stimulus, but even a tnimpy landing could cause significant 
problems. Many commodity-producing emerging economies would struggle, given the likely drop in global 
commodity prices — Chinese demand forevery>thing from oil to copper and soybeans is pushing prices 
higher. Developed economies, including die U.S., would also suffer, given how important the emerging 
world has become as an export market and the fallout this would have on global equity markets. 

Foreclosure crisis 

Ground zero for the financial panic and Great Recession was the housing crash. Since the real estate 
bubble burst nearly five years ago, residential construction has fallen to pre- World War H levels, house 
prices have plunged more than 30%, and nearly 5 million households have lost homes through foreclosure 
or short sales.*'" While there are good reasons to believe that the housing market wiil bottom out this year, 
there are also good reasons to he nervous that the crash Will continue. Most worrisome is the ongoing 
foreclosure crisis and prospects for more house price declines. 
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With more than 4 million first mortgage loans in the foreclosure process or likely to default, distressed 
properties will account for an increasing proportion of total home sates in coming months.”'’ Loan 
modification effoils, including the government’s HAMP plan and private plans, will be helpful in reducing 
the number of distress sales, but even so, the share of such sales will rise and house prices will fall.” 

The same vicious cycle that plagued the economy during the recession threatens to be reignited, with 
house price declines pushing more homeowners underwater and precipitating more defaults, which drive 
prices lower still. An estimated 14 million homeowners are already underwater, with far more than half 
owing more than 20% above their homes' market values.”' Beyond this threshold, many more homeowners 
decide strategically to default rather than continue to make mortgage payments with little prospect of ever 
rebuilding equity. 

The number of repossessed properties classed as “real-estate owned” by banks, the last stage before 
they are resold, is also rising, even though they had already reached levels similar to those seen in late 2008, 
when house prices were plunging (see Chart 12). Mortgage owners appear increasingly interested in 
pushing distressed loans into foreclosure and resale, regardless of the prices they are receiving. This i.s a big 
change from a year ago, when mortgage owners were slowing foreclosures because of uncertainty 
regarding the amount of capital they would need to digest their credit problems. 


Chart 12: RED Inventory Is Building Again 
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Nothing works well in the economy when house prices arc failing; the home remains the most 
important asset for most households and a key source of collateral for many small businesses seeking credit. 
The fallout on the financial system and broader economy could be serious if house prices decline much 
more. 

Housing policy proposals 

Policymakers can take a number of steps to further mitigate the severity of the foreclosure crisis and the 
serious threat this poses to the housing market and economic recovery. These policy steps include: 

I) Revitalize the HARP refinancing program, which allows Fannie Mae and Freddie Mac to 
refinance undei’water mortgage loans that they own and insure.^''* 

With mortgage rates near record lows, millions of American homeowners could save money by 
refinancing their home loans. Such savings would not only give individual households a little extra to spend 
each month after meeting their financial obligations, but it could also offer the struggling U.S. economy a 
quick boost. 
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One reason homeowners arc not doing so is that mortgage lenders arc withholding their best interest 
rates from potential refinancers whose credit scores and home equity have eroded, even if their mortgage 
payments arc current. Fannie Mae and Freddie Mac — the huge mortgage finance institutions that failed in 
2008 and now are wards of the federal government — appear to be emulating the private lenders. This is 
significant, because Fannie and Freddie own and insure about half the nation’s outstanding mortgage loans. 

Jump-starting HARP could be straightforward: simply require Fannie and Freddie not to charge add-on 
rates, even for refinancing borrowers who have lost a lot of equity or have relatively low credit scores. 

Keep in mind that Fannie and Freddie already bear the credit risk on these loans; anything that makes it 
easier for borrowers to pay their mortgages on time and avoid default will reduce the agencies’ ultimate 
cost. 


Even borrowers in an early stage of delinquency may benefit from a HARP refinancing, although 
many of them likely have other financial problems that make loan modification or some other foreclosure 
mitigation the more prudent choice. But refinancing may help. Under current rules, borrowers who 
refinance under HARP are then ineligible for loan modification through the government. This restriction 
should be eliminated. 

2) Change the foreclosure process to include a third-party review prior to foreclosure, end the dual 
track that continues foreclosure while loan modifications are under way, provide homeowners 
with a single point of access when pursuing loan modifications, and establish a fund financed by 
the mortgage industry to compensate homeowners treated improperly in the foreclosure process. 

The loan modification and foreclosure processes have worked very poorly throughout the housing 
crash. Mortgage servicers have been inadequately staffed to address the massive number of loan problems, 
significantly delaying the process and resulting in serious errors. The affidavit-signing scandals have been 
only the most recent example of these problems. The implementation of a wide range of government- 
designed programs to help facilitate loan modifications, refinancings and short sales has not gone well 
because of their extraordinary complexity, the fact that they have changed a number of times, and the 
inadequate resources devoted by the mortgage servicers. Many distressed homeowners have been very' 
frustrated and poorly treated by the mix-ups and mistakes. 

To address these process problems, a third-party review system should be established to help 
homeowners navigate the loan modification and foreclosure process. An independent reviewer would help 
distressed homeowners determine the various options open to them and to work with their servicer to 
ensure that the process is working properly. This would also help ensure that the homeowners’ legal rights 
are being respected. 

Mortgage servicers should also be required to end the practice of dual-tracking homeowners: 
considering their loan for a modification while at the same time moving forward with a foreclosure. This 
has created significant confusion, as homeowners negotiating a loan modification with a servicer have also 
received foreclosure notices. At times it appears that different departments within the same financial 
institution have been working at cross purposes. All loans should be considered for a modification first, and 
the foreclosure process should remain on hold until it is certain that a modification will not work. 

Homeowners have also had significant difficulty in communicating with mortgage servicers. 
Homeowners are often confused over what documents and other information they are required to provide 
servicers, and these documents arc often lost and must be sent multiple times. To address this problem, 
mortgage servicers should be required to provide homeowners with one point of contact in their 
organization who is responsible for shepherding the homeowner through the modification and foreclosure 
process. 

FDIC Chairwoman Sheila Bair has also proposed establishing a fund financed by the mortgage 
industry to compensate homeowners who have been wronged by the foreclosure and modification 
process.*^'" This will provide a stronger incentive to the industry to make sure the process is working 
properly and fairly. 
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3) Kxpand (he FIIA short refinancing program to include delinquent mortgage loam and loam 
owned and insured by Fannie Mae and Freddie Mac. 

Loan modifications that include some form of principal write-down have been shown to be particularly 
elTcctive in keeping homeowners in their homes. To date, the numbers of these kind of modifications have 
been very limited. Policymakers have devised programs to provide incentives to mortgage servicers and 
mortgage owners to engage in such modifications, but so far they have not proved successful. 

A more recent such program is the MIA short refinance program. It is designed for borrowers who arc 
current on their loans and owe more than their properties are worth. Borrowers must meet all FIIA 
underwriting guidelines. Loans already backed by the FHA cannot participate. Fannie and Freddie are not 
participating (though they have their own programs, including HARP). 

If a borrower owes more than the property is worth, the lender and servicer must agree to reduce the 
loan balance by at least 10% so that the new loan is no more than 97.75% of the home’s current value. If 
they are willing to take the loss, the borrower must agree to refinance into an FlIA-backed loan at the 
current interest rate. 

If the borrower holds a second mortgage, the combined loan-to-value ratio must be less than 1 1 5%. 

The second-lien holder must agree to the refinance, and if the combined LTV exceeds 115%, cither the 
first- or second-lien holder (or both) will need to reduce the loan balance further. The government will 
make some incentive payments for second-lien holders that reduce principal. 

While still early, the program has not gotten off to a very good start. This could be addressed by 
expanding the program to include loans that are delinquent. Mortgage owners are reluctant to engage in 
modifications that involve a reduction in principal unless the homeowner is unable to make the mortgage 
payments. In most cases, this is not clear until the homeowner is in delinquency. Allowing delinquent loans 
to be considered for the program may allow for more such modifications. 

4) Begin the arduous reform of the nation 's mortgage finance system. 

Washington is gearing up for its ne.xt epic policy debate: what to do about Fannie Mac and Freddie 
Mac. The federal government created the two mortgage behemoths decades ago and then look them over as 
the financial system unraveled in 2008. What policymakers decide will determine how high mortgage rates 
go in the future, how ea,sy it will be to obtain a home loan, and whether the popular 30-year fixed-rate 
mortgage continues to exist. 

No one wants to return to the situation that existed just before the financial crisis. Fannie and Freddie 
had evolved into odd combinations of public and private; profit-maximizing, shareholder-owned companies 
with unique charters and implicit-— -but never clearly spelled out — federal backing. Each could thus borrow 
more cheaply than other financial institutions could, and both used that advantage to earn rich profits 
investing in higher-yielding mortgages. Fannie and Freddie were also allowed to operate with very thin 
capital cushions to protect them if their investments went bad. 

There was a political quid pro quo for these advantages: Fannie and Freddie had to give a significant 
share of their mortgage loans to lower-income homeowners and members of disadvantaged groups. It was 
not a bad goal, although it was probably taken too far, and the nation clearly paid a high price for it. Of all 
the federal government’s bailouts during the financial panic, those of Fannie and Freddie will cost 
taxpayers the most — almost $150 billion. Rescuing Detroit’s automakers, by comparison, cost about $15 
billion, while the bank bailouts actually resulted in a net gain for taxpayers. 

One solution to the Fannie and Freddie problem is to formally and permanently make them part of the 
federal government. The chief benefit: a guaranteed steady flow of credif at reasonable rates, in both good 
and bad economic times, 
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But nationalizing Fannie and Freddie would saddle the government with significant new risks, as well 
as with the institutions’ debts, which would add to an already-mountainous federal debt load. In the long 
run, such a system could also stifle innovation, while tempting lawmakers to subsidize mortgages for 
favored constituents, distorting a huge part of the U.S. economy. 

Another solution would be to take the opposite approach — that is. full privatization. Allow no 
government backstop for the mortgage market, either implicit or explicit. Government might retain a small 
role, but Fannie’s and Freddie’s operations would be spun out to the private market. 

A privatized system would give all parties more incentive to be prudent. Mortgage originators, issuers 
of mortgage-backed securities, rating agencies, and investors would all suffer if they made bad decisions. 
Nobody would be too big to fail, and taxpayers would be off the hook — at least in theory. 

But full privatization probably works better in theory than it would in practice. Whatever legislators 
pledged never to do, global investors assume the U.S. government would rescue the housing market in a 
crisis. Meanwhile, a privatized mortgage finance system would significantly raise co.sts for borrowers and 
would be a much less reliable source of credit. 

Privatization would also endanger the 30-year llxcd-rate mortgage, a bedrock of home lending since 
the Great Depression. Such loans are practically unique to America; nearly everywhere else, homeowners 
can obtain only adjustable-rate mortgages, with monthly payments fixed only for specified short periods. 
But because they are risky for banks and difficult to manage, long-term fixed-rate mortgages will almost 
certainly disappear without some form of continuing federal support. 

Fortunately, there is a middle way between nationalization and privatization, A hybrid mortgage 
finance system would allow private institutions and the federal government to share the risks. Sueh a 
system holds the most promise for delivering consistent, affordable mortgage loans on prudent terms to 
borrowers, with minimal costs to taxpayers. 

In a hybrid system, some of Fannie’s and Freddie’s operations would be turned over to the private 
market, while others would be transferred to the government. Instead of the market-distorting implicit 
government support for Fannie and Freddie, the government would offer insurance at an explicit price. The 
hidden cost of Fannie’s and Freddie’s subsidies to homeowners would also be made visible on the 
government’s books. Private institutions would provide the bulk of the system’s capital and would also 
originate and own the mortgages. The federal government would insure the system against catastrophe, 
regulate it, and clearly spell out whatever subsidies arc given to low-income families or others, 

A hybrid system would preserve the benefits of both nationalization and full privatization. Investors 
would remain on the hook for most losses, keeping incentives in place for prudent lending and risk pricing. 
The government’s involvement, however, would keep mortgage rates lower and help credit flow freely, 
especially during difficult times. 

Decisions made in coming months about the future of Fannie and Freddie will affect homeowners and 
the economy for decades. Success will depend on striking the appropriate balance between the benefits of 
the private market and the backstop of the federal government. Finding the right balance will result in a 
stronger housing market, a more stable financial system, and a healthier economy. 

Conclusions 

After three lean years of recession and weak recovery, the coming year is shaping up to be much better 
for the U.S. economy. The wrongs that undermined the financial system and economy are slowly being 
righted; households are deleveraging, banks are recapitalizing, and government budget gaps, while still 
yawning, are finally narrowing, it will take years to work through all the mistakes that generated the 
financial panic and Great Recession and even longer to pay for cleaning it up, but clear progress is being 
made. 
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U.S. busincsvses are also in excellent financial shape. Big and midsize firms in particular arc highly 
profitable, and their balance sheets could not be much better. Corporate executives have been reluctant to 
invest and hire more aggressively, but that seems set to change soon. The nightmare of the Great Recession 
will not be forgotten for a generation or two, but its psychological sting is fading. I'hc policy uncertainty 
that may have frozen corporate decision-making will also abate, as no major new policy initiatives seem 
likely soon. Unless businesses begin to expand, they will be hard-pressed to maintain earnings growth that 
is acceptable to their shareholders. 

There are substantive threats to this optimism. It is hard to get too excited as long as house prices keep 
falling, which seems inevitable, given the bulge of properties in the foreclosure pipeline moving toward 
distress sales. The tough budget and tax decisions being made in state and local government offices across 
the country will be a major drag, dampening enthusiasm. Europe's efforts to solve its debt woes and 
China’s attempt at a soft landing may also not stick to script. Moreover, even under the best of 
circumstances, unemployment will remain painfully high, and Americans’ nest eggs will be much smaller 
than before the crisis. 

Still, while the economy is not guaranteed to meet our optimistic expectations, these increasingly seem 
a good bet, particularly if policymakers remain aggressive in supporting the economy until it is clear that it 
is off and running. 
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' This is based on the Federal Resen e’s Flow of Funds data. Short-term corporate liabilities include all 
liabilities that eoinc due within one year. 

" California homeowners were the most profligate, taking out equity closer to a fifth of income at the peak; 
Central Valley homeowners withdrew almost a third oftheir income. These are Moody’s Analytics 
estimates based on data from the Federal Reserve and Fx|uifax. 

For the average homeowner, the after-tax rate on a mortgage is just above 5%. 

The number of bankcards outstanding has collapsed from a peak of 435 million in the summer of 2008 to 
327 million currently. 

^ This is despite steady growth in student loans outstanding and a recent increase in auto debt. 

The financial obligation ratio — a broader measure of obligations which also includes rent, property taxes, 
homeowners’ insurance and lease payments — tells a similar story. 

The Federal Reserv'e’s quarterly survey a.sks senior loan officers whether they have cased or tightened 
underwriting since the last quarter. In recent surveys, more officers have reported casing than tightening 
after several years of substantial movement in the other direction. This suggests standards are easing, even 
if they remain tight by historical standards. 

This is based on seasonally adjusted F,quifax credit file data. Lower delinquency is also reflected in 
improving average credit scores. 

“ The increased federal grants-in-aid have taken many forms, including additional monies for Medicaid, 
educational and unemployment insurance expenses, and infrastructure spending. 

* State and local lax revenue growth has been more or less consistent with nominal GDP growth over the 
past 40 years. Tax revenue growth is expected to be somewhat stronger than nominal GDP growth in 201 1 
and 2012 due to some further modest tax increases. 

The troubled state of Illinois and its low flat income tax is a notable exception. 

The European Financial Stability Fund (EFSF) established in May 2010 by all 27 member states of the 
European Union and IMF, can issue debt to provide loans to euro zone countries in financial trouble. 

This is based on the Fiscrv Case-Shiller national house price index. This index includes distress sales, 
which arc generally sold at a large discount to nondistress sales. The Moody’s Analytics estimate of lost 
homes is based on Equifax, RealtyTrac and Realtors data. 

According to Equifax credit file data, there are jusT over 51 million first mortgage loans outstanding. 
There will be approximately 1.75 million first mortgage loan modifications in 2010, including about 
500,000 HAMP modifications and 1.25 million private modifications. 

The estimate of 14 million negative-equity homeowners is based on Equifax credit file and Casc-Shiller 
house price data and is measurably greater than the commonly used estimate from Core Logic of closer to 
1 1 million. The Moody’s Analytics estimate of negative-equity homeowners is nearly the same as Core 
Logic's in California, much lower in Florida, and higher most everywhere else. A possible explanation for 
the difference is the difficulty Core Logic may have in measuring mortgage debt in rural areas, where 
homeowners generally see little equity appreciation even in good times (as house prices never rise much) 
and assume small negative equity positions in difficult times. The Moody’s Analytics estimates arc much 
higher in Texas, for example. Core Logic also does not have data for a half-dozen small states. 

See “Restringing FIARP,” .Mark Zandi and Cris DeRitis, Moody’s Analytics special report, October 10, 
2010. 

™" This idea was articulated in a January 19, 201 1 speech to the Mortgage Bankers Association. See 
http: .fdic.eo^ news nc\^s siK*cchcs-cliairnian-'spianl9l I .html 
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Foreclosure Grisls Continues On. 
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..►.and More House Price Declines are Coming... . 

Case Shiller® Home Price Index; 200001=100, % change year ago 
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Chairman CoNRAD. Well, this has heen very useful. You have 
given us a lot of good ideas in a very short period of time. 

Senator Sessions is now here. I was explaining the National 
Prayer Breakfast was this morning, and that was running long. 

Senator Sessions. Yes. 

Chairman CONRAD. Would you want to make your statement at 
this point, or would you prefer that we continue with witnesses? 
What is your preference? 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. I will just briefly say thank you for the hear- 
ing. I thank the witnesses for being here. We did have a good 
breakfast this morning. The President spoke eloquently, as he usu- 
ally does. And I guess I have given him a hard time lately about 
not leading on the budget, and I think that was a valid criticism, 
but we all have some challenges. We have to be honest about it and 
see how we can work our way through this deficit cycle, and I ap- 
preciate the insights each of you bring to the key issues that face 
us. 

Mr. Chairman, we have had a lot of hearings this week. This is 
the third one this week. I believe you are correct to push us be- 
cause these are critical issues facing the country. We do not have 
time to put off decisionmaking, and it is well that we are moving 
forward, and I support your strong leadership. 

Chairman CoNRAD. I thank you so much. Senator Sessions. I ap- 
preciate you being a partner in this effort to really get serious 
about our deficit and debt. 

This morning, we really are focusing on these special areas: State 
debt, housing crunch, long-term unemployment, these special chal- 
lenges to the economy and what could be done. 

We will now go to Dr. von Wachter for your testimony. Dr. von 
Wachter, Associate Professor of Economics at Columbia. 

STATEMENT OF TILL VON WACHTER, PH.D., ASSOCIATE 
PROFESSOR OF ECONOMICS, COLUMBIA UNIVERSITY 

Mr. VON Wachter. Chairman Conrad, Ranking Member Ses- 
sions, it is a great honor to be with you today. I am going to read 
my testimony, but feel free to ask any questions at any moment in 
time. 

Unless we see an unprecedented job growth in the near future, 
our best available estimates, as we have seen earlier, suggest the 
process of reintegrating the large number of unemployed into em- 
ployment is going to be very long lasting and gradual. During this 
process, many individuals are at risk of permanently leaving the 
labor force. Those most likely to drop out are older, partially dis- 
abled, and less educated workers. This development is potentially 
costly for society, since these workers, while able to work, do not 
pay taxes, are more likely to draw Social Security benefits early, 
or enter costly programs, such as Federal disability insurance. 

Moreover, in the process of searching for jobs, many workers are 
likely to exhaust unemployment insurance benefits. It is well 
known that upon exhaustion of unemployment insurance benefits, 
families’ consumption falls and the incidence of poverty rises. More- 
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over, only a very limited fraction of individuals exhausting UI actu- 
ally find a job. 

Upon finding a job, for those who do, experience from previous 
large recessions has suggested earnings of laid-off workers are sub- 
stantially lower. For example, the average mature worker losing a 
stable job with a good employer in the last big recession saw earn- 
ings reduction of 20 percent lasting 15 to 20 years. So there seems 
to be a permanent decline in earnings of job losers. 

And during this period of earnings decline, job losers can also ex- 
perience a decline in health. So in severe downturns in the past, 
these health declines have led to significant reductions in life ex- 
pectancy of one to 1.5 years. 

The effects of unemployment and job loss are also felt by work- 
ers’ children, who can suffer from the consequences even as adults 
and by their families. Similarly, evidence from past recessions sug- 
gests that entering the labor force in a large recession such as this 
one can lead to reduced earnings for young workers for ten to 15 
years. 

Now, the rest of my comments will focus on government policies 
that I think can reduce the impact of extended joblessness on both 
affected individuals and possibly on government finances. So my 
recommendations fall into the following four areas. 

My first recommendation, and this is not news, to extend unem- 
ployment insurance benefits for those who are about to exhaust. On 
the one hand, extensions of unemployment insurance benefits pre- 
vent large declines in consumption for the substantial number of 
workers who are at risk of exhausting benefits. On the other hand, 
research implies that the negative effects of extending unemploy- 
ment insurance benefits on employment are not that large in a 
large recession such as this one. So on balance, if you count the 
benefits for those workers who are about to exhaust benefits and 
the cost to society for lower unemployment, the net suggests that 
extending UI benefits in recessions are likely to outweigh the costs. 

Extension 

Senator Sessions. Extensions are raising benefits. The phrase 
“unemployment benefits” 

Mr. VON Wachter. Say that again? 

Senator Sessions. Your written remarks said that raising unem- 
ployment insurance. Does that mean raising the amount received 
or extending the time that they are received? 

Mr. VON Wachter. Thank you. Senator Sessions, for clarifying. 
I mean extending the time, not the amount of benefits. So my re- 
search is focused on the typical policy, which is extensions and the 
durations, and what this means is that you target those workers 
who are really at the risk of going to zero after exhausting, not the 
workers who have already benefits and then would consume more. 

Now, one added advantage of extending the duration of benefits 
is that it can prevent some of those individuals who are at risk of 
permanently leaving the labor force from doing so and possibly 
apply for disability insurance or claim Social Security benefits. 
Now, these possible cost savings should be incorporated into the 
calculations of the overall costs of UI extensions, and the available 
approximations we have suggests that cost savings from UI exten- 
sions through these channels could be substantial. However, al- 
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though the exact quantifications of these mechanisms is in prin- 
ciple possible using available data, this data is currently not avail- 
able to researchers. So we cannot really exactly say, tell you how 
much we would save in terms of Social Security benefits or dis- 
ability payments by extending UI, but we could. 

My second policy recommendation is the need to prepare an exit 
strategy for unemployment insurance recipients once the labor 
market shows signs of recovery, and there are several policies that 
have been evaluated within the current UI system that seem to be 
cost effective. These policies would make sure that once the labor 
market improves, both the unemployed would benefit and also the 
finances of the unemployment insurance system would benefit. 

One of these mechanisms is job search assistance, and job search 
assistance has been widely shown to be very cost effective and effi- 
cient in getting workers back to employment, and this is very help- 
ful because searching for a job in environments such as this one 
is very time consuming and also frustrating and uncertain, because 
many individuals do not know where the economy is leading. Now, 
we all do not know where the economy is leading, but there is a 
lot of potential information that can be provided to workers in this 
long and time consuming process, starting with that it is a long 
and time consuming process. If workers want to go back to work 
at the level that is not too low in terms of earnings, they really 
have to do a lot of work and stay in the game of searching for five 
to 10 years. 

Now, research has also suggested that the current infrastruc- 
tures of one-stop shopping or career centers could be improved and 
extended. So we have a system in place that could provide services 
to workers, but it could do a better job, and we can talk about what 
fixes have been proposed. 

Another typical suggestion is that workers could be trained, and 
not all training programs work as well as others, and so finding out 
which training programs really work and then advising workers 
what training programs to take is a really important step. And 
again, I think the data is there to evaluate these training pro- 
grams, but not all of it is available to researchers. 

For some workers, a long period of time may elapse before find- 
ing a job, and especially for those workers on unemployment insur- 
ance, providing them with bonuses to find jobs might actually be 
cost saving from the point of view of the unemployment insurance 
system. Workers may have lost touch with the labor market, lost 
touch with what they can expect in the new labor market, may 
search for too long, and providing them incentives to take the job 
earlier may be cost savings. And if these incentives are targeted to 
the workers who are most likely to exhaust benefits, they have 
been shown to be cost effective. 

Now, although these mechanisms to help workers to find a job 
help raise employment, at least that is what our past experiences 
say, none of these mechanisms have been shown to actually help 
reduce the earnings loss of job losers, meaning even once workers 
find a job, partly because of these programs, because of the econ- 
omy recovery, their earnings will be lower for a very long time. 

And so a recommendation I have made before — that is my third 
recommendation — it is worth considering trying to reduce the mas- 
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sive amount of layoffs that we have seen in this recession in the 
future, and there is a program in place to do that that is called 
work sharing, and 17 States have work sharing, but it is currently 
underutilized. It is partly underutilized because it is not a very 
generous system, partly because it is not well known. And more re- 
search into how we could prevent such costly layoffs in the future 
is very useful. 

My fourth recommendation concerns assistance for those who are 
unlucky enough to be looking for a job for the first time in this re- 
cession. One way to help those workers who are bound for college 
is to provide financial aid. Financial aid can be an important buffer 
against labor market shocks that affect parental income or stu- 
dents’ own ability to work while in school. But it turns out that not 
all eligible students apply for the aid that they could have, and cur- 
rent research suggests that reducing the complexity of financial aid 
and informing or even assisting students with applications will 
probably raise the take-up of financial aid and raise college attend- 
ance. 

And another concern which I only touch on briefly is that many 
resources available for low-income college students are provided at 
the State level. This is subsidized community college or merit 
scholarships. And these resources are at risk as State budgets are 
being cut, and so it is worth considering how one could maintain 
these resources for young college graduates at the risk of dropping 
out. 

Let me just conclude. Something could also be done for those 
young individuals not bound for college. In particular, recent re- 
search has shown that sectoral training programs — these are rel- 
atively small programs in which the program cooperates with an 
employer to find out what type of training is needed — these pro- 
grams have been evaluated in randomized studies and have been 
shown to be very effective in placing young workers into jobs. 

An alternative, of course, is to encourage the use of financial aid, 
such as Pell Grants, to send individuals to private institutions, pri- 
vate vocational schools, and that has been a tremendous growth 
area in the past. But again, we know very little how these private 
colleges and private vocational programs really affect workers’ 
earnings outcomes later. And so mandating scientific evaluations of 
the returns of private schools receiving Federal funding through fi- 
nancial aid would be a useful policy. 

To conclude, job loss and unemployment during severe reces- 
sions, such as this one, can impose substantial and long-lasting 
costs on affected workers, their families, in terms of earnings, 
health, and other outcomes. This testimony has focused on poten- 
tially cost effective ways to alleviate the burden for these workers. 
It is also recommending making data and information available to 
allow researchers to give a better assessment of the full costs and 
benefits of these programs. Thank you. 

[The prepared statement of Mr. von Wachter follows:] 
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Chairman Conrad, Ranking Member Sessions, and distinguished members of the Budget 
Committee, it is an honor to be with you today. Since the beginning of 2008, millions of 
individuals have lost their jobs through no fault of their own. Even though growth in domestic 
product has started to rise again, the situation in the labor market remains difficult. Measures of 
the rate of underemployment are still above 15%, and an unusually large number of job losers 
has been unemployed for over six months,' Unless we see unprecedented job growth in the near 
future, available estimates suggest the process of reintegrating these workers into employment is 
going to be long-lasting and gradual. 

During this process, many individuals are at risk of permanently leaving the labor force. 
Those most likely to drop out are older workers, partially disabled workers, and less educated 
workers. This development is potentially costly for society, since these workers, while able to 
work, do not pay income taxes, are more likely to draw Social Security benefits early, or enter 
costly programs such as Social Security Disability Insurance (SSDI). In the proeess of searching 
for jobs, many workers are likely to exhaust unemployment insurance (Ul) benefits. It is well 
known that upon exhaustion, families’ consumption falls, and the incidence of poverty rises,* 
This effect is particularly large for single earner families with children. On the other hand, only a 
limited fraction of individuals exhausting Ul benefits actually find a job,^ 

Upon finding a job for tho.se who do, experience from previous large recessions suggests that 
earnings of laid off workers are substantially lower. The average mature worker losing a stable 

' E.g., Congressional Budget Office (2010b), Bureau of Labor Statistics (2011). 

^ E.g., Gruber (1997), Congressional Budget Office (2004). 

’ Card, Chetty, and Weber (2007). 
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job at a good employer will see earnings reductions of 20% lasting over 15-20 years,'’ While 
these earnings losses vary somewhat among demographic groups or industries, no group in the 
labor market is exempt from significant and long lasting costs of job loss.^ A job loss is also 
typically followed by an extended period of instability of employment and earnings.'’ During this 
period, job losers can also experience declines in health. In severe downturns, these health 
declines can lead to significant reductions in life expectancy of 1 to 1 .5 years.'' 

The effects of unemployment and job loss arc also felt by workers’ children, who can suffer 
from the consequences even as adults, and by their families.* Young adults entering college with 
lower financial support from their families are at risk of not completing their studies. In the 
current labor market, these students also face fewer opportunities to finance their studies by part- 
time employment, further raising the risk of dropping out of college.’ 

More generally, evidence from past recessions suggests that entering the labor market in a 
recession can have long-lasting con.sequences for young workers. Entering the labor market in a 
large recession such as the current one can lead to reduced earnings for up to 10 to 15 years. 
These effects differ by education group.'” In the short run, lower educated workers experience 
larger increases in unemployment than more educated labor market entrants. However, in the 
long run less educated individuals tend to recover faster, as do individuals at the top of the 
education distribution. It is workers in the middle of the education distribution that can suffer 
near permanent earnings consequences from entering the labor market in a recession. 

Large-scale layoffs and persistent unemployment have wide-reaching consequences for 


^ Jacobson, Lalonde, and Sullivan (1993) and von Wachter, Song, and Manchester (2009) show the long-term 
earnings losses of laid-off workers during the 1982 recession in Pennsylvania and the U.S., respectively. 

■ Farbcr (2005) provides estimates of the short-term costs of job loss for the U.S. over the past two decades. Schoeni 
and Dardia (2003), von Wachter, Handwerker, and Hildreth (2008), Couch and Placzek (2010), and Kodrzyeki 
(2007) show medium run estimates for California, California, Connecticut and Massachusetts in the 1 990s. 

‘ See, e.g., Stevens (1997) and von Wachter, Song, and Manchester (2009). 

’ Sullivan and von Wachter (2009) estimate the short- and long-term effects of lay-off on mortality. Burgard, Brand, 
and House (2007) give an overview of other health effects of job loss and unemployment. 

* Stevens and Schaller (2009) and Oreopoulos, Page, and Stevens (2008) provide evidence that layoff affects 
children’s test scores and adult earnings, respectively. Del Bono, Weber, and Winter-Ebmer (2008) show that layoff 
affects fertility rates. 

’’ The fraction of workers working while in college has been increasing (e.g., Scott-Clayton 2007), However, there is 
no evidence that this work provides a return later in the labor market (Hotz, Xu, Tienda, and Ahituv 2002), 
suggesting that this work partly finances school attendance. 

Oreopoulos, von Wachter, and Heisz (2008) and Kondo (2008). 
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affected workers and their families, but also for expenditures on many government programs. 
Government policies can help reduce the impact of extended joblessness on laid off workers and 
their families, as well as mitigate the potential impact on government finances. My 
recommendations fall in four areas, comprising extensions in durations of unemployment 
insurance benefits; development of an ‘exit strategy’ for the long-term unemployed; prevention 
of layoffs; and assistance to young labor market entrants. 

My first policy recommendation is to extend and potentially reform unemployment 
insurance (Ul) benefits. On the one hand, extensions of unemployment insurance have been 
shown to prevent large declines in consumption for the substantial number of workers at risk of 
exhausting their benefits, fhereby, Ul extensions can also provide a degree of demand 
stabilization." On the other hand, recent research suggests that the negative effects of extending 
Ul benefits on employment are likely to be smaller in recessions. Similarly, there is evidence 
neither that individuals use Ul e.xtensions to take jobs with higher wages, nor that wages decline 
for long-tenn Ul recipients,’^ For these reasons, our calculations suggest that the benefits of 
extending Ul benefits in recessions are likely to outweigh the costs.'"* 

Extensions in Ul duration can also prevent individuals who are at risk of dropping out of the 
labor force from entering more costly government programs such as Social Security Disability 
Insurance (SSDl) or to claim Social Security benefits early. Thus, these extensions could imply 
cost savings for the Soeial Security trust fund that should be incorporated into calculations of the 
budgetary effect of Ul extensions. However, the exact quantification of these mechanism is in 
principle possible, but the available data is current not accessible to researchers. Further 


" Congressional Budget Office (2008, 2010a) summarizes evidence that spending through unemployment insurance 
is an efficient means to provide economic stimulus 

'■ Schmieder, von Wachter, and Bender (201 1) show how slack aggregate labor market conditions, externalities from 
reduced search, and the lact that take-up of Ul is imperfect in the United States is likely to reduce the effect of Ul 
extensions on labor supply. In addition, recent research suggests that a sizeable part of the decline in employment 
may not due to the distortion in work incentives, but due to the presence of individuals facing credit constraints 
(Chetty 2008). If this is the case, not all of the employment effects of Ul represent a distortion, but may be a sign 
that Ul helps to alleviate credit constraints that prevent individuals to self-insure against unemployment shocks, 
Schmieder, von Wachter, and Bender (2011) present estimates of the effect of Ul extensions in recessions and 
welfare calculations based on data from Germany. The German case is helpful since unlike in the United States U! 
durations are not a function of labor market conditions, ensuring that estimates reflect causality from Ul to non- 
employment durations, and not vice versa. The study also presents approximate calculations based on the United 
States, which are similar. These calculations do not take into account the potential beneficial effect on demand 
stabilization. As argued in Landais, Michaillat, and Saez(2010) it also assumes that any adverse effect on job 
creation is negligible in a slack labor market. 
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extensions in IJl or grants to state U1 trust funds should be made conditional on data sharing 
between concerned state and federal agencies. 

Available approximations suggest cost savings from UI extensions through these channels 
could be substantial. For example, using unpublished data from the Department of Labor, the 
Joint Economic Committee (2010) provided estimates indicating that - absent further extensions 
in the duration of unemployment insurance benefits the number of disabled unemployment 
insurance recipients who were likely to exhaust their unemployment insurance benefits in the 
latter half of 2010 is 290,000, Estimates of the value of average life-time benefits of SSDl and 
the value of Medicare benefits accruing to SSDl recipients provided in von Wachter, Song, and 
Manchester (2010) imply large budgetary eosts if even a fraction of these individuals apply and 
receive SSDl. Thus, if extensions in the duration of unemployment insurance benefits can 
prevent some of these individuals to apply to SSDl, this ean imply substantial cost savings that 
partially olfset the cost of benefit extensions. 

At a monthly job finding rate of ten percent,''* an extension of benefits by six month would 
imply that about half of these individuals find a Job. Clearly, not all the 290,000 disabled 
individuals would apply for SSDl and, conditional on applying, not everyone is eligible.'^ Using 
estimates in von Wachter, Song, and Manchester (2010), the Joint Economic Committee (2010) 
reports that if two thirds of the 290,000 potentially eligible individuals apply for and receive 
SSDl, the potential cost would amount to $24,2 billion. Given that a six month Ul extension 
would lead to reemployment of approximately half (less if the Job arrival rate is lower for 
disabled individuals, potentially more if the labor market eontinues to recover), the total cost 
saving is likely to be smaller than this number. However, these back-of-the-envelope calculations 
demonstrate that the magnitudes involved may be significant. 

Recessions also tend lead to early retirement from the labor force, especially for lower 
educated men. My own estimates based on past recessions suggest that for a five point rise in 
state unemployment rates, the employment-population rate of 60-64 year old high-school 


E.g., conforming with estimates for job finding rate by Hall (2005) at the through of the 1982 recession, 

” Bound and Burkhauser (1999) report that among non-working disabled individuals, about 70% receive some form 
of disability benefits, the majority of which is likely to be SSDL 
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graduates by 4-5 percentage points,'* One reason is likely to be that earnings of older workers 
are particularly hard hit by a layoff.'' The majority of these workers does not return to the labor 
force and is likely to claim Social Security benefits early. In the current recession, new monthly- 
primary claims for both genders have risen steeply by about 25-30 percent from 2008 to 2010. 
Annual primary claims where roughly constant from 2003 to 2007 at two million per year, then 
rose to 2.7 and 2.6 million in 2009 and 2010.'® Extensions in UI durations may prevent some of 
these workers from dropping out of the labor force and claiming Social Security benefits early. 

My second policy recommendation is the need to prepare an ‘exit strategy’ for UI recipients 
once the labor market shows signs of recovery. To help the long-term unemployed to find a job 
amidst an improving labor market, three types of programs have shown to be able to achieve 
lasting increases in employment while potentially saving money for the unemployment insurance 
system: Job Search Assistance, Retraining Programs, and Reemployment Bonuses.'^ 

To find a new job, workers laid-off in a recession may need to reorient their career goals. Job 
search assistance can help with this uncertain and time consuming process by providing access to 
job listings, but also by providing information on occupations, indu.strics, or regions with 
promising job prospects. Various types of job search assistance provided within the 
unemployment insurance system in the United States’ and in other countries have been shown to 
be efficient and cost effective. Yet, research has also suggested that the current infrastructure of 
One-Stop Career centers could be improved and extended to provide more efficient and cost- 
effective services to unemployed job seekers. In particular, the provision of more intensive 
services - involving individual career-counseling and training courses - could be made more 
efficient and extended to a broader population.'^'^ fhereby, it is worth considering targeting more 
expensive services such as training to workers most likely to run out of UI benefits or become 
long-term unemployed. 


von Wachter (2007). 

Chan and Stevens (2001), von Wachter (2007), von Wachter, Song, and Manchester (2009). 

Social Security Beneficiary Data ( http:/'.hvww.socialsecuritv.gov/QAC-r/ProgData/awards.html ). The awards were 
2.3 million in 2008, consistent with the recession gaining strength in mid-year. 

'Die following summary is based, among others, on surveys of the literature in Department of Labor (1995), 
Heckman, Lalonde, and Smith (1999), Kluve (2006), Card, Kluve, and Weber (2009). 

See, e.g., Jacobson (2009). 
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I’o reorient or restart their careers and improve their job prospects, some unemployed 
workers will have to acquire new skills. Some training programs have been shown to be more 
efiicicnt and cost-effective at raising employment of laid-off workers than others. For example, 
while completing technical courses at community colleges appears helpful for many workers, 
training in non-technical subjects is less promising.*' Similarly, on-the-job training programs that 
provide on-the-job experience while matching unemployed w'orkers with interested firms appear 
promising.^^ Thus, proper counseling of workers, subsidizing the right kind of training, and 
mandating further scientific evaluations of what training works are thus likely to be important 
aspects in any effort to effectively retrain workers. In contrast to job search assistance, w'hich has 
been shown to quickly reduce the number of workers receiving unemployment insurance 
benefits, the impact of training accrues over time.^^ A combination of job search assistance and 
targeted training may thus lead to sustained job finding and employment rates. 

Federal financial aid can also play a role in assist displaced workers in updating or modifying 
their skills via higher education. For example, the college enrollment rate of older students has 
been .shown to be increased by access to Pell grants.^'* Similarly, in downturns the incidence of 
Pell grant recipients engaged in short-term training rises, indicating that this may be a channel 
through which workers upgrade their skills in recessions.^’ However, rules of the U1 system in 
many states do not continue to pay benefits when individuals enroll in school. Reforms 
encouraged by the American Recovery and Reinvestment Act have led to reforms in several 
states that continue payment of U1 benefits for workers obtaining certain types of training for up 
to 26 weeks.^’ It is worthwhile to consider further initiatives to encourage efforts by UI 
recipients to obtain retraining. 

For some workers, a long period of time may elapse before they find a new job. These 
workers may have lo.st motivation, hope, or a realistic view of what wages to expect in the labor 
market. If targeted to workers most likely to exhaust unemployment insurance benefits, bonuses 


Jacobson, Lalonde, and Sullivan (2005). 

See the discussion in Katz (2010). 

See Card, Kluve, and Weber (2009). 

^ Seftor and Turner (2002) 

Turner (2003). 

^ See, e.g., information at the National Employment Law Project, www.nelp.ora . 
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that pay workers for finding a new job can reconnect long-term unemployed workers to the labor 
force can raise employment and reduce the cost for the unemployment insurance system,^' 

An advantage of these policies is that they have been evaluated and implemented within the 
current unemployment insurance system. These policies cannot substitute for a rise in job 
creation; but such an ‘exit strategy’ represents a potentially important complement to help to 
make sure the long-term unemployed and the finances of the unemployment insurance system 
both benefit quickly from the onset of an economic expansion. Combinations of these policies 
could also be implemented simultaneously for further effectiveness. For example, a combination 
of stricter job search requirements, intensive counseling and retraining, plus reemployment 
bonuses may keep workers attached to the labor force and willing to accept jobs as soon as job 
creation increases. .An approach of this kind would raise skills and visibility of some unemployed 
workers while at the same time bringing their wage expectations in line with the reality in the 
labor market. Such an “exit strategy” built into the unemployment insurance system may be 
particularly useful for older laid-off workers who face strong wage penalties and low 
employment rates. It may also help to address concerns regarding the effect of extending 
unemployment insurance benefits on the employment rate itself 

Current research suggests government policy is less effective in helping to alleviate the large 
and lasting reductions in wages that eventually follow a typical job loss during a recession. 
While some training programs have been shown to raise earnings of laid-off workers, and may 
do so cost-effectively from a tax-payers point of view, the resulting increases are modest relative 
to the losses these workers have experienced.^* The reason is that the main factors likely 
underlying long-term earnings losses are deeply rooted in the workings of the labor market. The 
majority of long-term losses arc due to losses in the value of certain skills as industries decline; 
due to the loss of long-term career jobs; or due to slow wage-adjustment in the labor market."’ 
None of these sources of wage loss are easily manipulated by government policy. 


Evidence on ‘reemployment bonus experiments’ suggest that short-term subsidies raise employment (e.g., Mey'er 
1 995), but may only be cost effective if targeted to workers most likely to exhaust their benefits (Department of 
Labor 1995, O'l.eary, Decker, and Wandner 2005). 

Non-experimental estimates in Jacobson, Lalonde, and Sullivan (2005) imply that one year of technica! training at 
community college reduces the average earnings loss by about a third. 

See von Wachter, Song, and Manchester (2009) for additional discussion. 
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Given the difficulties of helping job losers and unemployed workers recover from long-term 
earnings losses after the fact, my third recommendation is to explore available options to reduce 
large-scale layoffs in the future. One way would be to avert some large-scale layoffs through 
‘work-sharing’ arrangements (also termed ‘short-time compensation’). This would prevent the 
decline in spending power associated with layoffs, avoid dislocation and long-lasting earnings 
losses of laid-off workers, and may be cost-effective from society’s point of view. 

For example, the cost of unemployment insurance benefits for a typical worker is a small 
fraction of the total earnings lost due to a layoff over the remainder of the individual's working 
life. If the same benefits were paid during employment to avoid job loss, this would substantially 
reduce the cost of recessions. An added advantage of such ‘work-sharing’ arrangement is that it 
may immediately raise employment during the current recovery by reducing ongoing job 
destruction. 

Such a system of work-sharing has already been instituted in 17 states.^° However, the 
current system may have to be extended and publicized to have a visible impact on ongoing job 
destruction and to have a substantial impact on employment.^' More research is needed on the 
specific features of an extended work-sharing system;^^ however, by building on existing 
programs work-sharing may be a way to start shifting away from the notion that large-scale and 
costly layoffs are unavoidable if firms need to cut their wage bills.” 

My fourth and final recommendation concerns assistance for unlucky young individuals 
coming of age during the recession. First, the current system of financial aid for college could be 
used to help prevent children of low-income background or of families who experienced a job 


See Department of Labor ( 1 997) for an overview of short-time compensation programs in different states, 

” Hassett’s (2010) testimony to the House Committee on Financial Services suggests that short-time compensation 
may immediately reduce job destruction. Abraham and Houseman (2009) suggest regulatory uncertainty as one 
reason for a low take-up of short-time compensation among states. See the Department of Labor ( 1 997) for reasons 
of low take-up among employers within states that allow short-time compensation. The German experience is the 
most cited example of a successful implementation of a work sharing program (see MOller 2010 for a critical 
assessment). Vroman and Brusentsev (2009) provide an overview of short-time compensation in other European 
countries and Canada. 

Work-sharing bears some similarities to wage insurance (e.g., Klelzer and Litan 2001, Kiing 2006) in that wages 
are replaced while workers remain employed; it shares the feature with direct subsidies or tax breaks targeted to Job 
creation that some jobs may be subsidized that may have been viable from the outset if firms game the system. 

Alternative options include the relocation and retraining of workers within firms (sec, e.g., Kollcr 2010 for an 
example); reductions in salary among all employees (e.g., Akerlof, Dickens, and Perry 2000); or managed 
employment reductions, such as early retirement programs. 

8 



410 


loss from dropping out of college.^'’ Research documents a robust correlation of parental income 
and the cost of college with college attendance especially of lower income individuals, and this 
relationship appears to have strengthened over time.^^ Financial aid can be an important buffer 
against labor market shocks affecting parental income or students’ own ability to work while in 
school.^ However, students are often not aware of available programs, and thus even eligible 
students do not take up available aid.^^ Current research suggests that this is partly driven by 
complexity of the student loan process,^* Reducing the complexity of the financial aid process 
and informing and assisting students with applications would be helpful and relatively low-cost 
policy. Another concern is that many resources available for especially lower income students are 
currently provided at the state level, such as subsidized Community Colleges or merit 
scholarships. As states budgets are being cut, these resources are at risk. Since Community 
College resources and merit scholarships affect the incidence and quality of college education, 
federal assistance to maintain access to college for low income students would be helpful.’® 

For those young individuals not bound for college, the recent increase in idleness can 
represent a risk but also an opportunity to take time to invest in skills.®® Recent research has 
shown sectoral training programs can be successful in raising the employment rate of 
participants.®' These programs cooperate with firms in structuring their training programs and in 
placing workers. Expanding support for participation in such programs is worth considering. An 
alternative is to further encourage the use of federal financial aid such as Pell grants to enroll 
young workers at vocational schools.®^ However, very little is known about the actual rewards in 
the labor market of these schools. Mandating scientific evaluations of the returns to private 
programs receiving federal funding through financial aid and making the necessary data 


Lovenheim (2010) documents how changes in housing values of parents can also affect children’s college 
attendance. 

See Demin and Dynarski (2009) for a summary. Belley and Lochner (2007) document the rise in the effect of 
family income on educational outcomes controlling for measures cognitive ability. 

Turner (2003) shows how the take-up rate of Pell grants is countercyclical. 

E.g., see King (2004) for an overview. 

See Bettinger, Long, Oreopoulos, and Sanbonmatsu (2009) for background information and suggested solutions 
to this problem. 

Turner (2003) documents a decline in state-spending on higher public education. Results in Turner and Bound 
(2010) imply that increasing enrollment rates in recessions could further reduce the quality of education at state 
institutions. 

See the testimony by Holzer (2010) for in depth discussion of additional training options for these workers. 

See Maguire, Freely, Clymer and Conway (2009) for a summary. 

See, e.g., Cellini (2010). 
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available to the academic community would be a useful policy. 

To conclude, job loss and unemployment during severe recessions can impose substantial and 
lasting costs on affected workers in terms of earnings, health, and strain on their families. This 
testimony has focused on cost-effective ways to alleviate the burden of these workers. It has also 
recommended making necessaiy' administrative data and program information available to allow 
researchers give better as.scssments of the full costs and benefits of these programs. 
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Chairman CONRAD. Thank you. We appreciate very much your 
testimony. I think you have given us some interesting ideas that 
we can hopefully pursue as we go through the budget process this 
year. 

Next, we are going to turn to Dr. Ray Scheppach, Executive Di- 
rector of the National Governors Association. One of the things 
that has come before the attention of this committee and other 
committees is the fiscal crisis at the State level, There is probably 
nobody better positioned to help the committee understand the di- 
mensions of that challenge than Ray. Welcome. It is good to have 
you here, and please proceed. 

STATEMENT OF RAYMOND C. SCHEPPACH, EXECUTIVE 
DIRECTOR, NATIONAL GOVERNORS ASSOCIATION 

Mr. Scheppach. Thank you, Mr. Chairman and Senator Ses- 
sions. I am pleased to be here on behalf of the nation’s Governors. 

Let me say first, if you drop back and look at the long-run 
growth of State revenues, really over the last 30 years, 1978 to 
2008, it grew about 6.5 percent per year, relatively robust. There 
was only 1 year during that period, 1983, when revenues were neg- 
ative, and it was only negative by about less than 1 percent. 

If you look now about what happened during this so- called great 
recession, we had five quarters in a row of negative revenues and 
the numbers went from 4 percent, to 12.2 percent, to 16.8 percent, 
to 11.5, and then 4 percent again, so huge declines in revenues 
over that five quarters. 

There is some good news. Really, we have now had positive rev- 
enue growth over the last four quarters. The first three of those, 
it was about 3 percent. But just yesterday in a preliminary way, 
it seems to be that revenues for the fourth quarter of 2008 were 
up 6.9 percent. Now, that is based on about 41 or 42 States, so it 
can be modified, but it is an encouraging number. I will say, how- 
ever, in spite of that, we have to remember that revenues in 2010 
versus 2008 are down about 9 percent. 

States reacted to this by cutting spending by $75 billion and rais- 
ing taxes and fees by about $33 billion, so close to well over a $100 
billion swing. Those cuts would have been much more draconian if 
the recovery package had not provided States with an additional 
about $103 billion in Medicaid and about $48 billion in education 
money, and then there was an additional $10 billion that went 
through States to locals. 

In spite of that money, however, the States are still looking at 
a shortfall over the next two-and-a-half years or so of about $175 
billion, and that includes the so-called cliff when the Federal Med- 
icaid money goes away at the end of State fiscal year 2011. 

When I look at this impact, this great recession was so deep and 
so broad that, unfortunately, it is going to send implications 
through State government for almost the rest of this decade. I 
think of it really in terms of three stages. 

The first is we know from the previous downturns the biggest 
impact on States is one, two, and sometimes 3 years after the re- 
cession has been declared over, and that is largely because that is 
when you lose the maximum amount of income tax revenues and 
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that is when you see the explosion of Medicaid. I think we are still 
in the end of that stage. 

The second stage, however, is going to be the so-called jobless re- 
covery. We do not expect States to come back to the 2008 revenue 
level until 2013 or 2014, and in some cases 2015. That means, Mr. 
Chairman, literally five to 6 years of zero revenue growth relative 
to a baseline where we were getting 6.5 percent per year. So that 
is virtually over that period, like at the end of it, a 30 percent 
swing. 

The third stage is that at some point, they have to go back and 
take care of some of the unmet needs that they did not fund during 
the downturn. So that goes all the way from maintenance, rebuild- 
ing rainy day funds. I think the big one, of course, is the pension 
thing because States did not pay into the pension. 

States have always had what I would call long-run structural 
problems, largely because they have antiquated tax systems on one 
hand, and you have had Medicaid, which is about 22 percent of 
State budgets growing at nine or ten or 11 percent. Unfortunately, 
what has happened with the great recession is that that long-run 
structural problem is a lot worse now. I would probably argue that 
the revenue path going forward over the long run is not going to 
be 6.5 percent. I suspect we may see slower economic growth. 

But the revenues that are being lost in the sales tax now, which 
is about 40 percent of State taxes, is quite significant because we 
do not tax services, we do not tax downloads from the Internet, we 
do not tax goods sold over the Internet. In other words, if it is a 
new economy good and growing, we do not tax it. If it is an old 
economy good and contracting, the odds are we tax it. The erosion 
of this tax base over time now, I think, is getting to be a particu- 
larly big problem. 

Medicaid is the 400-pound gorilla. It continues to be that. If you 
just look at the actuaries from HHS estimates, they say that the 
rolls will increase by 11.6 million people in 2014 and almost 20 mil- 
lion people by 2019. And the numbers that they have are essen- 
tially between 2010 and 2014, States will have to pay an additional 
$90 billion, and between 2014 and 2019, an additional $100 billion. 
So you are looking at States’ growth over the next 10 years of vir- 
tually $190 billion. 

Now, you might ask, why is that so big? There are three things 
coming together at the same time. No. 1, because of the recession, 
the case loads are higher and therefore you start with an increase 
with that. The second problem is, of course, that the enhanced Fed- 
eral match goes away at the end of fiscal year 2011. And then you 
have the impact of health care reform. 

So when you add those three impacts together, they make a huge 
change. I would have to say, as we get on the telephone with State 
budget directors every other week, what they will tell you is we do 
not know how to get from here to there, largely on the Medicaid 
issue. 

On the unfunded pension liabilities, the numbers here are al- 
ways a little bit suspect depending on the discount rate assumption 
and so on. But clearly, as of the year 2000, I would argue States 
and municipalities were in pretty good shape. It began to deterio- 
rate. I think we probably have an unfunded liability of about 23 
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percent of obligations now, so it is significant. On the other 
side 

Chairman CONRAD. Can I stop you on that point? 

Mr. SCHEPPACH. Sure. 

Chairman CoNRAD. Can you repeat — I want to make sure I un- 
derstood this last point, the 23 percent. 

Mr. SCHEPPACH. Well, that is sort of the unfunded portion of it. 
So if you are assuming that whatever that commitment is, and the 
numbers change a little bit depending. If it is a trillion dollars, 
then you are down $230 billion in terms of the unfunded portion 
of it. But the pension contributions are generally less than 4 per- 
cent of State budgets. 

Chairman CONRAD. What is the — can you help us understand, 
because this became a source of discussion in a previous hearing 
when we had Chairman Bernanke before the committee. It seems 
to be concentrated in a relatively small number of States. Is that 
your understanding? That is, a disproportionate share of the un- 
funded liability is in a relatively small number of States. 

Mr. SCHEPPACH. Yes. It is not four or five, but it is eight or ten, 
I would say, yes. 

Chairman CoNRAD. Eight or ten States that are really in 

Mr. SCHEPPACH. Right. And some of those are — I mean, Con- 
necticut is one, for example, Hawaii, or smaller States. But then 
there is also the New Jerseys, the Illinois, and so on. As I remem- 
ber, actually, California is better on this issue than in a lot of oth- 
ers. 

Chairman CONRAD. My recollection was Illinois was in the most 
serious shape. 

Mr. SCHEPPACH. Correct. I think that is right. 

Senator Sessions. This shortfall, some of that is tied to the stock 
market? 

Mr. SCHEPPACH. That is correct. There are two things 

Senator Sessions. The market being down, so it is not 23 percent 
if the market were to continue to go up? 

Mr. SCHEPPACH. That is exactly right. 

Senator Sessions. So it is hard to exactly estimate, but it is dan- 
gerous. The numbers are so high that it should raise red flags, that 
number. 

Mr. SCHEPPACH. No, you are right. It is the return in the mar- 
kets, in bonds, and then it is States did not pay in during this cri- 
sis. It is a twofold issue. 

But as I said, it is probably less than 4 percent of State budgets. 
And I will say that we tend to track what is going on in States here 
and you will find that 30 States have made changes in pensions 
over the last 5 years and we have 20 States that have made pen- 
sion changes this year. So they are really beginning to face up to 
it. What is happening is that they are forcing current employees to 
pay in more. They are making adjustments on COLAs. They are 
extending the number of years. So there is a lot of activity in this 
particular area right now. 

Chairman CoNRAD. Ray, could we stop you on the point, because 
Senator Sessions and I were wondering, how could States fail to 
pay into their pension plans during this period? What legally al- 
lowed them not to pay in? 
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Mr. SCHEPPACH. Well, it differs by State, but some States just do 
not have requirements on it. In fact, I think some actually bor- 
rowed from the fund. So you will find them sometimes borrowing 
from different trust funds when times, you know, highway trust 
funds or such. 

Chairman CoNRAD. We know a lot about that here. 

[Laughter.] 

Mr. ScHEPPACH. I did not want to say that. 

[Laughter.] 

Mr. SCHEPPACH. So in terms of what else is going on, I do think, 
as I said, the shortfall is about $175 billion, and 

Chairman CONRAD. And what period is that over? 

Mr. SCHEPPACH. It is really over the next two-and-a-half fiscal 
years. But I do see a commitment among Governors that they — you 
know, initially, I think, there was a feeling that they needed to cut, 
furlough, consolidate, and eventually the economy would come back 
and sort of save them. I do not think anybody believes that now. 
I mean, I think the feeling is among Governors that they have to 
continue to do this to make the long-run sustainability. 

In fact, we do not really believe we can cut our way out. We 
think we have to really redesign State government in terms of how 
it delivers services. So — ^but I think this group of Governors are 
moving on it and I think that I am fairly optimistic that they will 
work through this problem, including the pension problem. 

In terms of things that you can do, I would say the first thing 
is please do no harm. As you begin to cut budgets, please do not 
cap the Federal share of Medicaid and shift it to States. I would 
encourage you to look for things, and there are a number of them 
where we could both save money, both the Federal Government 
and States, and so please do not do any harm. 

And then the other areas are more around flexibilities on pro- 
grams. Maintenance of efforts are causing big problems. So to the 
extent waivers in certain areas, all would be very helpful. 

I will reiterate that the Governors are not requesting any addi- 
tional assistance, financial. They are appreciative of what has hap- 
pened. But they feel that they need to work their way through it 
and make these programs sustainable. 

The only final comment, again, is that all roads lead back to 
Medicaid. This is a serious problem. I think that it has to be dealt 
with, where the Feds and the States sit down and try to make this 
program much more efficient. Plus, I am not sure States can con- 
tinue to pay for the long-term care of the dual eligible portion of 
it as the demographics changes. There is just not the tax base 
going forward to support it. 

With that, thank you very much, Mr. Chairman. 

[The prepared statement of Mr. Scheppach follows:] 
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Chairman Conrad, and members of the committee, on behalf of the nation’s governors, thank 
you for the opportunity to appear before you today to discuss the states’ fiscal situation. 

For 30 years, from 1978-2008, states witnessed average revenue growth of 6,5 percent per year. 
In fact, only in 1983, were revenues negative - at less than 1 percent. The “Great Recession,” 
which began in December 2008 and was officially declared over in June 2009, was a huge game 
changer for state governments. Between the last quarter of 2008 and the last quarter of 2009, 
revenues decreased five consecutive quarters, by 4,0 percent, 12.2 percent, 16.8 percent, 11.5 
percent, and 4,0 percent respectively. While revenues for all states have now grown for throe 
consecutive quarters, it has only been by 3 percent on average and would have been flat if it had 
not been for major tax increases in California and New York. Preliminary early reporting 
estimates from 41 states did, however, show an increase of 6.9 percent for the last quarter of 
2010, In spite of these recent increases, total state revenues are still down about 9 percent in 
2010 relative to 2008,' 

In response to these revenue deelines, states cut spending by $75 billion and enacted fee and tax 
increases of $33 billion over state fiscal years 2008-2010. The cuts would have been much more 
draconian if the American Recovery and Reinvestment Act and its extensions had not been 
enacted. Mere, the federal government provided states $103 billion in flexible Medicaid funds 
and $48 billion in education funds. They provided another $10 billion in education funds that 
passed through states to local school districts. Even with this federal assistance, states are still 
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looking at shortfalls of about $175 billion over the 2011-2013 period, with a definite cliff the end 
of state fiscal year 2011, i,e„ July 1, 2011, when the enhanced Medicaid funds end. 
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The Rest of the De cade 

Unfortunately, the “Great Recession” was so deep and so broad that it will continue to have 
impacts on state government throughout this decade in the following three stages. 

• The first stage is state fiscal years 2010, 2011 and 2012. Previous economic downturns 
have shown that the biggest impact on states is the first, second and, at times, the third 
year after the recession ends. This is because the major decline in revenues and the 
explosion in the Medicaid rolls come very late in the economic cycle. 

• The second stage is the “jobless recovery,” which will prevent most slates from returning 
to their 2008 revenue levels until 2013 or 2014 and, in some cases, 2015. This means 
zero revenue growth over five to six years compared to the previous long-term average of 
6.5 percent per year - a huge reduction. 

• In the third stage, beyond 2015, states will have to meet many of the needs that were 
deferred over the preceding six years. While there are many unmet needs — including 
maintenance on structures, rebuilding “rainy day” funds and upgrading management 
information systems — the largest need is the retiree pension trust funds that now have 
significant unfunded liabilities. This is also the period when states should witness a 
rebound in state revenues, but the revenue path going forward is likely to be lower than 
the 6.5 percent experienced over the last 30 years. Finally, it is when states will see 
accelerated Medicaid growth. 

The Structural Deficit 

States have struggled with structural long-run deficits for some time because of their obsolete tax 
systems and the double digit growth of Medicaid, which is now 22 percent of state budgets. 
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However, they were able to make yearly adjustments to spending and revenues to maintain 
balanced budgets. After the “Great Recession,” this .structural deficit has become significantly 
larger and is caused by: 1) a revenue path going forward that will likely grow more slowly than 
that over the last 30 years; 2) retiree pension and health care unfunded liabilities that have 
ballooned over the last several years; and 3) state Medicaid spending that will grow rapidly over 
the next 10 years. 

State Revenues - Even if state revenues recover from the “Great Recession” later in this decade, 
the long-run outlook is likely a lower revenue growth than the 6.5 percent experienced over the 
last several decades. First, it is doubtful that the U.S. economy will grow as rapidly over the next 
decade as it has over the previous three decades. This is because of a combination of factors 
including higher interest rates associated with the huge federal debt, more regulation, higher 
taxes by all levels of government, diminishing workforce quality relative to U.S. trading partners 
and more international sovereign debt and currency volatility. Second, states have tax systems 
that were built for a manufacturing economy of the 1950s, not a high technology, service- 
oriented, international economy of the 2!" century. For example the sales tax, which represents 
about 40 percent of state revenues generally, only applies to goods, not services, and not to many 
goods sold over the Internet or downloaded ftom the Internet. Alternatively stated, new economy 
outputs are growing but avoiding taxation; old economy goods are not growing yet bearing the 
tax burden. This low elasticity for the sales tax is a major problem as new economy outputs 
increasingly erode the tax base. States can fix this problem by reforming taxes, but reform is 
politically difficult. 



Medicaid ~ Medicaid costs to stales in 2008 were about $152 billion or 22 percent of slate 
budgets. Enrollment has inercased by 6 million since the recession began and total Medieaid 
spending growth averaged 8.8 percent in fiscal year 2010 with enrollment growth of 8.5 percent 
- the highest rates of growth in eight years. States anticipate a spending increase of 7.4 percent in 
2011; however, this may be low because state estimates have been low for the last couple of 
years. According to the 2010 Actuarial Report on the Financial Outlook for Medicaid by the 
Office of the Actuary of the United States Department of Health and Human Services, the Patient 
Protection and Affordable Care Act (ACA) is projected to add 11.6 million people to the 
enrollment in 2014 and almost 20 million by fiscal year 2019. The actuarial report has state 
spending growing from $133.5 billion in 2010 (which is low because of the enhanced federal 
match from the Recovery Act) to $224.1 billion in 2014, which is the first year of the Medicaid 
expansion. This means that the combination of the higher case load growlh due to the “Great 
Recession,” the 2012 state fiscal year cliff when the enhanced federal match ends, and the ACA 
will require states to pay an additional $90 billion between 2010 and 2014. If the actuarial report 
is correct, states will pay another $100 billion over the five-year period of 2014 to 2019. 


Medicaid’s growth rate can be brought down in several ways. First, if many of the cost control 
provisions in the ACA work well. Second, if governors and states work with stakeholders in their 
states to create more transparency regarding price and quality of all health care in a state and 
they bring about changes in the current fee-for-service system. Third, if the federal government 
provides states with more flexibility in administering the program. 
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Pension Problem - Unfunded liabilities have grown substantially because of both the lower rate 
of return on investments and the fact that many states did not contribute to the retiree pension 
and health care trust funds over the last few years. In 2000, state and local pension obligations 
were essentially fully funded with an assumption of an 8 percent discount rate. By 2009, the 
unfunded liability was about 15 percent. By 2010, the total unfunded liability for state and local 
governments had increased to 23 percent of obligations. While this is a significant change, it 
must be remembered that current employer contributions arc only about 3.8 percent of state 
budgets. If this was increased to 5.0 percent, states could eliminate their unfunded liabilities in 
pension funds over time. 


This level of unfunded pension liabilities is a problem, but states are now making changes to 
reduce the liability. Between 2005 and 2010, 30 states made pension changes. In 2010, pension 
actions accelerated with at least 20 states making further changes. Actions states are taking focus 
on raising length of service requirements, extending the retirement age, increasing employee 
contribution rates and lowering cost-of-living adjustments (COLAs). Illinois and Missouri, for 
example, raised the retirement age to 67, and Massachusetts is calling for the same in 2011. 
Additionally, 11 states made benefit and contribution changes during 2010. For example, 
Colorado increased the employee contribution rates for fiscal year 2011 by 2,5 percentage points. 
The contribution changes affect active employees and new employees in seven states, while four 
states made changes affecting future hires only. Seven states made changes to COLAs. For 
example. South Dakota removed COLAs for retirees in the first year of retiremenf while Rhode 
Island and Virginia reduced COLA increases for new hires. Other states made significant 
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changes to their defined benefit systems. Michigan and Utah moved from defined benefit plans 
to hybrid plans during 2010. Utah has closed its defined benefit plan to new workers entirely. 


S hort-run State Action 

Given the fact that states are still looking at shortfalls of $ 1 74 billion over the next several years, 
governors and state legislators understand that they have to continue to downsize and consolidate 
state government. In lact, it is not enough to just cut budgets, consolidate agencies, and reduce 
the number of state employees. They also have to redesign the delivery system of all major 
functions of state government, from prisons to elementary and secondary education to higher 
education, to make state government more efficient and sustainable over the long run. 


While this will be difficult, I think that states will be able to work through these challenges over 
the next couple of years without any major crisis. States do have larger unfunded pension 
liabilities, but they have accelerated actions over the last two years and I am optimistic that they 
will be able to put solutions in place. 


This Fiscal Year 

Despite states’ difficult fiscal conditions, governors are not calling for new one-time help from 
the federal treasury. In fact, they encouraged the federal government to follow the lead of states 
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and make tough decisions necessary to get its fiscal house in order; tederal fiscal stability is 
critical to the long-term strength of states and the country. 


As federal lawmakers work to reduce deficits, reform programs and restore long-term stability, 
governors call on the Administration and Congress to adhere to the following principles for state- 
federal deficit reduction: 

• Federal reforms should be designed to produce savings for both the federal 
government and states. The shared responsibility for implementing and running state- 
federal programs should also mean shared savings when reductions or reforms are made 
at the federal level. 

• Deficit reduction should not be accomplished by merely shifting costs to states or 
imposing unfunded mandates. The structural deficit facing federal lawmakers cannot be 
solved by the states. Good fiscal policy must take into account the effects of federal 
action on state government to avoid actions that harm the ability of governors to manage 
state budgets. 

• States should be given increased flexibility to create efficiencies and achieve results. 

Decreases in funding should be accompanied by an increase in state authority to manage 
programs and find savings. For example, states must be allowed to consolidate funds 
from similar programs to provide better results. Federal mandates, even those that are 
paid for, fail to encourage state innovation or cost savings that can benefit both states and 


the federal government. 
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• Congress should not impose maintenance of effort (MOE) provisions on states as a 
condition of funding. MOE’s curtail state authority to control their own budgets and 
fiscal systems and, over time, discourage investment in state-federal programs. 


It is also important to indicate that states are opposed to Congress enacting any legislation 
that authorizes bankruptcy for states. No governor or state is requesting this authority and it 
is also true that such authority will likely increase interest rates, raise the cost of state 
government and create more volatility in financial markets. Governors are strongly opposed 
to such legislation. 


Lonaer Run 

It is up to states to fix their revenue and pension problems. After the next couple of years, 
however, the projected growth in Medicaid will continue to be a serious funding problem for 
states as there are three factors coming together during the 2010-2014 period that will 
accelerate the growth in state Medicaid spending. First, the Medicaid caseload has grown 
rapidly over the last two years because of the weakness in the economy. Second, states will 
lose the additional federal aid on July 1, 201 1. And third, the ACA will expand the Medicaid 
program. The federal government will need to work with states to change the Medicaid 
program to slow its expenditure growth for both levels of government and create a more 
efficient program, with a more equitable sharing of the costs between the federal government 


and states consistent with federalism. 



Conclusion 


Mr. Chairman, there are several conclusions wc can reach regarding the state fiscal situation. 
First, states have already cut $75 billion in spending and raised taxes by S33 billion over the 
last two years. Governors understand that they have more to do to make state programs 
sustainable over the long-run. They will be able to close the $175 billion in shortfalls over 
the next few years unless the economy slows considerably. Therefore, I see no crisis for 
states regarding pensions or other issues over the next couple of years. Second, governors are 
not requesting additional one-time fiscal relief, but would like more flexibility on programs 
and relief from maintenance of effort provisions. Third, after a few years the projected 
growth in Medicaid will be difficult for states to fund. 


Congress needs to focus on this issue and work with governors to change the Medicaid 
program to slow the growth in spending for both state and federal government, create a more 
efficient system and create a more equitable sharing of the costs between the federal 
government and states consistent with federalism. 


Mr. Chairman, I would be happy to answer any questions. Thank you. 
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Chairman CONRAD. Thank you very much. 

Mr. Edwards, thank you for your patience and thank you for 
being here. Dr. Edwards — I am not sure it is Doctor, is it? 

Mr. Edwards. I am not a doctor. 

Chairman CONRAD. But, you know, you have that credibility. You 
seem like a doctor. 

Mr. Edwards. I appreciate that very much. 

[Laughter.] 

Chairman CoNRAD. Chris Edwards, Directors of Tax Policies at 
the Cato Institute. Welcome back. 

STATEMENT OF CHRIS EDWARDS, DIRECTOR OF TAX POLICY 
STUDIES, CATO INSTITUTE 

Mr. Edwards. Thank you very much. Chairman Conrad and Sen- 
ator Sessions, for having me here today. I am going to talk a little 
bit about challenges for Eederal spending and then a little bit 
about challenges for State budgets, federally, we have seen an ex- 
traordinary increase in spending over the last decade, from 18 per- 
cent under President Clinton’s last budget to 25 percent today. I 
believe the spending explosion really is sucking the life out of the 
private sector economy, and the real problem I see is that the 
United States is no longer really a small government country. In 
my testimony, I have OECD data showing that total Eederal, State, 
local spending in the United States is now 42 percent. We used to 
be about 10 percentage points smaller than the average OECD 
country in terms of spending. Over the last decade, that gap has 
closed to just 5 percent. 

So I think, historically, our uniquely high living standards in this 
country were built partly on our relatively smaller governments 
and I think we are really risking becoming sort of just another 
stagnant welfare state in the years ahead, which I think is mainly 
going to result in less opportunities and higher tax burdens for 
young people. 

So we need to cut spending. Obama’s fiscal commission, of 
course, had lots of great spending cut ideas. I know. Chairman, you 
have been a real supporter of that report, as I am. I put together 
all kinds of spending cut ideas at Cato’s website, 
downsizinggovernment.org. And here is the thing that really 
strikes me, is that other countries have cut spending when they 
haveten into crisis. We see cuts in the U.K. right now. 

And I think Canadian reforms in the mid-1990s are a real model 
that we can look at. In the mid-1990s, Canadian government 
spending was up to 53 percent of GDP. Their debt was exploding. 
Then their liberal government really changed course and they 
chopped spending from their Eederal budget 10 percent in 2 years, 
which would be like us chopping $370 billion in just 2 years. Then 
they held spending fiat for a number of years after that. The result 
was dramatic. The Canadian economy 

Chairman CoNRAD. What years 

Mr. Edwards. Yes? 

Chairman CONRAD. And I apologize for stopping you, but 

Mr. Edwards. No, that is fine. 

Chairman CONRAD [continuing]. This is very interesting to us. 
We were talking about this actually in the committee yesterday. 
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Canada, with respect to a VAT, because they imposed a VAT at 7 
percent, actually have reduced it to 5 percent 

Mr. Edwards. Right. 

Chairman CONRAD [continuing]. And during this period, brought 
their debt as a share of GDP down from over 100 percent, 101 per- 
cent of GDP 

Mr. Edwards. Right. 

Chairman CoNRAD [continuing]. Down to 69 percent. So it was 
this combination of revenue and spending cuts, and the spending 
cuts were quite tough, were they not? 

Mr. Edwards. They were, again, 10 percent in 2 years. They 
brought the VAT in in the late 1980s under a conservative govern- 
ment. Then it was the left-of-center liberal government in the 
1990s that dramatically cut spending, as well as they privatized a 
lot of their government corporations. This was the liberal party, 
and the liberal party did two rounds of corporate tax cuts. So the 
politics are really kind of strange up there. But the Canadian econ- 
omy boomed for 15 years and I think we really need to look at 
what they did. 

Let me switch over to State and local budgets for a couple of 
minutes, and my views will, I think, contrast pretty sharply with 
Ray’s, I think. There have been a lot of horror stories in the papers 
over the last couple of years about how States are in a crisis and 
drastically slashing their budgets, and it is true State general fund 
budgets have been cut pretty substantially in 2009 and 2010, al- 
though they are growing again. But if you look at total State and 
local spending in Bureau of Economic Analysis data, it was never 
cut. Total State and local spending, according to the BEA, rose 55 
percent between 2000 and 2008. Then it was flat for 2009. Now it 
is growing again, 2010, 2011. So I do not 

Chairman CoNRAD. Does this 

Mr. Edwards. Yes? 

Chairman CoNRAD. I apologize. I just want to make sure I under- 
stand. You are talking now all States? 

Mr. Edwards. Yes, all States and local governments. So, you 
know, general fund budgets are only about half or so of State budg- 
ets. So if you look at total State budgets as well as the local to- 
gether, it has been a lot more stable than just the State general 
fund budgets, which as you know, they have to balance every year. 

So I think the States can solve their short-term problems. The 
real challenge, as has already been touched on here, is this long- 
term problem with debt. State bond debt. State and local bond debt 
has doubled over the last decade, from about $1.2 trillion to $2.4 
trillion. 

Unfunded pension liabilities, depending on what the accounting 
assumptions here, are $3 trillion or so. On top of that, as you prob- 
ably know, there is the problem of unfunded retiree health plans 
in the States, which I think is about another $1.5 trillion problem 
on top of the pension problem. 

I agree with these comments, and this is something I think the 
media often misses. These problems vary dramatically by State. So 
if you look at bond debt, you get States like Massachusetts that 
have very high bond debt. Other States, like Nebraska, have vir- 
tually no bond debt. I mean, Nebraska 
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Chairman CoNRAD. Let us talk about North Dakota. 

Mr. Edwards. You know, I should have brought the North Da- 
kota numbers. I do not know off the top of my head. Maybe you 
know, but 

Chairman CONRAD. Very low. 

Mr. Edwards. Right. 

Chairman CONRAD. Very low. 

Mr. Edwards. And so a lot of States, they rely on — their capital 
budgets rely on pay-as-you-go financing more than issuing debt. 

Pension debt, according to figures by economist Andrew Biggs, 
vary from 11 percent of GDP, again in Nebraska, up to 49 percent 
in Ohio. 

And I would say something else that is interesting is that State 
worker unionization rates vary dramatically in the States and this 
affects fiscal policy. So California, New York, two-thirds of State 
and local workers are unionized. Other States, like Virginia and 
North Carolina, they do not have unionization in their public sec- 
tors. So this affects fiscal policy because I think unions can affect 
the flexibility of managers to cut costs and make needed reforms. 

So I think the upshot here is that the States have taken widely 
divergent paths, which is OK. We have a Eederal system. I wish 
the poorly managed States would learn more from the well-man- 
aged States. But ultimately, I think, the States should be left to 
solve their own problems. I do not believe in Eederal bailouts be- 
cause I think that is unfair to the frugal States. 

But I must say, I also do not favor this idea that has been talked 
about in the last couple of months about a new Eederal statute for 
State government bankruptcy that some conservatives have been 
pushing. I think that is interference in State local affairs that we 
do not really need. I think the States have the tools at their dis- 
posal to solve their own problems without that sort of intervention. 

So that is all my comments, and thanks again. 

[The prepared statement of Mr. Edwards follows:] 
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Challenges to U.S. Economic Recovery: Federal and State Spending 
Statement of Chris Edwards, Director of Tax Policy Studies, Cato Institute, 
before the Senate Committee on the Budget 
February 3, 201 1 


Mr. Chairman and members of the committee, thank you for inviting me to testify today 
regarding challenges to U.S. economic recovery. My comments will focus on the challenge 
of controlling federal and state government spending in coming years. 

Advantages of Federal Spending Cuts 

The growth in federal spending over the past decade has been extraordinary. As a share of 
gross domestic product, spending soared from 18.2 percent in President Clinton’s last 
fiscal year of 2001 to 24.7 percent by fiscal 2011. The causes of this government 
expansion include the costs of overseas wars, expanded entitlement programs, growing 
spending on domestic programs such as education, and recent stimulus spending. 

Two years after passage of the $800 billion stimulus, that package appears to have been a 
very expensive failure. Note that the total Keynesian stimulus in recent years included 
deficit spending of $459 billion in FY2008, $ 1 .4 trillion in FY2009, $1.3 trillion in 
FY2010, and $1.5 trillion in FY201 1. Despite all that deficit spending, the unemployment 
rate remains stuck above nine percent and this recovery is sluggish compared to prior 
recoveries. 

Whether or not stimulus spending can goose the economy in the short-run, there is no 
doubt that it comes at the expense of future living standards because of the build-up of 
debt. Harvard’s Robert Barro has calculated that the future damage caused by the 2009 
stimulus bill substantially outweighed any short-term benefits it may have had.' Thus, to 
start getting federal spending under control, we first need to abandon the Keynesian 
approach to budget policy. 

Policymakers need to change their focus from short-term fiscal manipulations to long-term 
spending control. In the long-run, higher government spending reduces economic growth 
because it transfers resources from the more productive private sector to the less 
productive government sector. Those transfers impose distortions or “deadweight losses” 
on the economy, which are further costs of government spending. 


In his State of the Union address. President Obama promoted new government 
“investment” spending, but given that American governments already consume more than 
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40 percent of the nation’s GDP, it is extremely unlikely that the government could find 
new projects with sufficiently high returns to make them worthwhile. 

Policymakers should reject the idea that added spending is good and beneficial for the 
economy. It isn’t. In recent decades, the federal government has expanded into hundreds of 
areas that would be better left to state and local governments, businesses, charities, and 
individuals. That expansion is sucking the life out of the private economy and creating a 
top-down bureaucratic society. Cutting federal spending would also enhance personal 
freedoms by dispersing power from Washington. 

Policymakers shouldn’t think of spending cuts as a necessary evil needed to reduce debt. 
Rather, the government’s fiscal mess is an opportunity to make reforms, such as 
privatization, that would spur growth. After all, the United States is no longer a small- 
government nation, as revealed by data from the Organization for Economic Cooperation 
and Development.^ The OECD ealeulates that total federal, state, and local government 
spending in the United States in 2010 was 42 percent. For many years, America had about 
a 10 percentage point government size advantage compared to the OECD average, but that 
advantage has now shrunk to just 5 percentage points, as shown in Figure 1 , 



Historically, America’s robust economic growth and high living standards were built on 
our relatively smaller government than Europe and elsewhere. But if we continue down the 
current high-spending path, we will become just another sluggish welfare state. Projections 
by the Congressional Budget Office under its “alternative fiscal scenario,” show that 
federal spending will climb by another 1 1 percentage points of GDP by 2035 unless we 
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make major reforms.^ Such a spending expansion would doom young people to unbearable 
levels of taxation and an economy with few opportunities and little innovation. 

We need major federal spending cuts. We should cut entitlements, domestic spending, and 
defense. The president’s fiscal commission had lots of good spending cut ideas, and so do 
plans by various thinktanks and members of Congress. I’ve proposed cuts to balance the 
federal budget by 2020 at www.dovMisizingRovemment.org . And I’ve suggested that 
Congress cap the annual growth in total federal outlays to help force ongoing efforts to 
find savings.'' 

Some economists argue that spending cuts would hurt the economy. But consider a real- 
world experiment of substantial budget-cutting — the Canadian reforms of the 1990s.^ In 
the early 1990s, overspending had pushed the size of the Canadian government to 53 
ptercent of GDP, and government debt was soaring. The center-left Liberal government 
then reversed course and began cutting spending in 1 995, Over two years, they chopped 1 0 
percent from total federal spending — equivalent to Congress cutting spending about $370 
billion in two years. Then the government held spending at roughly the lower level for 
another three years. 

As spending was cut, the Canadian economy did not stagnate — it boomed. Indeed, it 
boomed for the next 15 years until it was hit by the recent U.S. -caused recession.^ 

Canadian government spending has fallen by more than 1 0 percentage points of GDP and 
the federal budget was balanced 10 years in a row.’ At the same time, the government 
spurred growth with pro-market reforms such as free trade, corporate tax cuts, and 
privatization. The Canadian model of sharp spending cuts and microeconomic reforms to 
boost growth is an excellent model for U.S. policymakers to follow. 

Current State Budget Woes 

In recent years, we’ve been deluged with news stories claiming that state governments are 
radically slashing their budgets and state tax revenues are plummeting. Those concerns led 
to state bail-out funding in the 2009 stimulus bill, and it is behind continued calls for added 
state aid. 

The reality is that overall state and local government spending has not been slashed. 
Certainly, governments have had to tighten their belts during the recession, but that is 
entirely reasonable as families and businesses have had to do the same. Furthermore, 
recent belt-tightening came after years of robust state spending growth. 

Data from the National Association of State Budget Officers (NASBO) show that state 
general fund spending rose 47 percent between FY2000 and FY2008.* Spending then fell 
1 1 percent during FY2009 and FY2010, but spending is now growing again and NASBO 
expects a 5 percent increase in FY201 1. 

However, state general fund spending is only part of a broader state budget picture. Figure 
2 shows that total state and local government spending rose 55 percent between 2000 to 
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2008, based on U.S. Bureau of Economic Analysis data.’ State and local spending leveled 
out in 2009 at $2.19 trillion, and then it started rising again. In 2010, it was up 2 percent. 
As a share of GDP, total state and local spending increased over the last decade — from 
14.1 percent in 2000 to 15.3 percent in 2010. Thus, despite two recessions during the past 
decade, state and local spending now consumes a larger share of the U.S. economy. 


Figure 2. Total State and Local Government Spending 
Trillions of Dollars 



2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 


Source: Bureau of Economic Analysis, National Income and Product Accounts, Table 3.3. Calendar years, 


While states have had to trim their general funds, the overall state and local budget 
situation is not as dire as news reports have suggested. It’s true that a number of states, 
such as California, have dug themselves into deep fiscal holes. But overall state revenues 
and spending are rising again as the economy expands. 

Some pundits are pointing to large “budget gap” figures to suggest that most states are still 
in a fiscal crisis. The Center on Budget and Policy Priorities, for example, claims that 
states currently face a $ 1 25 billion budget gap. But that is a speculative number, not hard 
data. If a state expects revenues and spending to rise 7 percent, but then a new forecast 
shows revenues rising only 3 percent, the state is said to have a 4 percent “gap” or 
“shortfall.” But spending is still rising by 3 percent, which is not a crisis. Budget gap 
estimates are partly artifacts of faulty economic forecasting and an inability of states to 
respond flexibly to changing circumstances. 

Paul Krugman recently penned a column focusing on CBPP data showing that even 
conservative Texas has a budget gap as large as California’s at up to $25 billion.” I was 
surprised by this, so I looked into it. The latest figures from the Texas state comptroller 
show general fund revenues at $35.4 billion in FY2010, and a projected $37.0 billion in 
FY201 1 and $37.9 billion in FY2012.'^ Texas revenues are certainly sluggish, but it’s not 
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clear where tire giant budget gap comes from. Indeed, if the state could simply hold 
spending flat for a while, there would be no gap or shortfall. 

The Real State Budget Crisis 

The real state budget crisis is not short-term budget gaps, but the longer-term problem of 
soaring debt and unfunded obligations in stale and local retirement programs. Figure 3 
shows that there has been a large increase in state and local government bond debt over the 
past decade. While state and local debt was fairly stable during the 1 990s, it has more than 
doubled during the last decade from $1.20 trillion to $2.42 trillion, according to the Federal 
Reserve Board. 



Source: Federal Reserve, Flow of Funds Accounts, Table D.3.. 


In addition to rising bond debt, state and local governments face huge unfunded costs in 
their pension and retiree health plans. Defined benefit pension plans have become a unique 
luxury of the public sector. In 2009, they were available to 84 percent of state and local 
workers, but to just 21 percent of private workers.''* Furthermore, public sector plans are 
generally more generous than the remaining private-sector plans.'’ Recent news articles 
have highlighted the excesses of public-sector pensions in many cities and states.'^ 

Official estimates show that state and local pension plans are underfunded (or 
overpromised) by about $1 trillion.” However, official estimates typically understate the 
poor shape of pension plans because they rely on optimistic assumptions to value future 
liabilities. Using more realistic assumptions, a study by Robert Novy-Marx and Joshua 
Rauh found that state and local pensions have an enormous funding gap of $3,2 trillion.'® 
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State and local governments also have large funding gaps in their employee retirement 
health plans, which likely total more than $1.4 trillion.*^ The combination of funding gaps 
in state and local pension and health plans amounts to roughly $40,000 for every 
household in the United States. That is the amount that taxpayers will be on the hook for 
over future years unless policymakers start cutting excessive benefit levels. 

However, an important caveat with regard to debt and unfunded obligations is that the 50 
states are in quite different fiscal positions. With respect to bond debt, some states borrow 
very little, while other states are heavily indebted. A report by Moody’s shows that state- 
level debt varies from more than 8 percent of state GDP in Hawaii and Massachusetts to 
near zero in Iowa, Wyoming, and Nebraska,^® Interestingly, those states with smaller union 
shares in their public sectors have lower per-capita debt loads.^' 

Large differences between the states are also evident in pension funding gaps.^^ Economist 
Andrew Biggs calculates that the median ratio of pension obligations-to-GDP is 27 
percent, but that ratio varies from a low of 1 1 percent in Nebraska to a high of 49 percent 
in Ohio.^^ 

State policy also varies widely with respect to public sector unionization, which affects 
state fiscal policy. While some states, such as New York, have more than two-thirds of 
their state-local workforces unionized, there are about a dozen states that do not allow 
public sector unionism at 311.^“ Virginia, for example, bans collective bargaining in the 
public sector. Looking ahead, unionization is important because state policymakers need 
the flexibility to deal with all the fiscal challenges that they face. Unions often resist efforts 
to cut costs in state and local governments. Optimally, the states would follow Virginia’s 
example and ban collective bargaining in the public sector. 

To sum up, some states have been quite frugal, while others seem intent on imposing large 
costs on future generations. The states have chosen different paths, but they are free to do 
so in our federal system. Hopefully, the mismanaged states can learn lessons from the 
better-managed states when it comes to policies such as employee pensions. Certainly we 
want to avoid federal interventions that would reward the spendthrift states and penalize 
the frugal states, such as federal bail-outs. 

However, I am also skeptical of calls for intervention in the form of a new federal 
bankruptcy statute for state governments. Such an intervention is not needed because the 
states already have the power to mend tlieir finances without help from Washington. 
Supporters of a bankruptcy law are rightly concerned about preventing a future bailout of 
the states, but I don’t see that the political incentives for a bailout would be much changed. 
The governor of California and other poorly managed states would still rather lobby for a 
federal bailout than to declare state bankruptcy. Also, Fm uneasy about the idea that the 
federal govermnent would make it easier for state governments to stiff their bondholders 
and other creditors. 

In sum, the recession has prompted the states to trim their general fund spending, but many 
states need to make larger reforms in coming years to reduee debt and unfunded 
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obiigations.^® States should cut low-value programs, such as business subsidies. They 
should privatize government assets, such as highways and airports, and use the proceeds to 
pay down state debt. They should encourage private financing for new infrastructure, as 
Virginia has done with the widening of the Capitol Beltway, 

State and local governments should put all new workers on defined contribution retirement 
plans, rather than defined benefit plans. They should change the formulas on current 
pension plans to make them less lucrative. They should increase employee premiums for 
pensions and heath care plans. They should reform accounting methods for their pension 
plans to use lower and more realistic discount rates for future liabilities. And the states 
with unionized workforces should end collective bargaining to give government managers 
greater fiscal flexibility. State policymakers have the power to make all these reforms 
without federal intervention. 

Thank you for holding these important hearings. I look forward to working with the 
committee on these issues. 

Chris Edwards 

Director of Tax Policy Studies 

Editor, www.downsizinggovemment.org 

Cato Institute 

202-789-5252 

ced wards@cato .org 
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Chairman CONRAD. Thank you. I am going to diverge from typ- 
ical practice because I have been asking questions as we have gone 
along here. So we will go to Senator Sessions for his questions, and 
then we will go to other members of the Committee, and I will 
withhold my questions until others have had a chance. 

Senator Sessions. Thank you, Mr. Chairman. It is, I believe, 
pretty much a truism of State and local and even the Federal Gov- 
ernment that financial crises provide the opportunity for improve- 
ment of efficiency and productivity. While money is flowing in gen- 
erously, we just add, we spend more, and we do not focus on the 
difficult task of productivity. 

Forgive a personal story. I was elected Attorney General, and my 
predecessor mismanaged the finances very badly. That is probably 
the only reason I could get elected. And it came out he was not able 
to pay the light bill right before the election. And it turned out to 
be a $5 million deficit on a $15 million budget. This was 1994, and 
people were not happy with Government them like they are today. 
And I did not want to ask the legislature for more money until I 
had done everything I could. 

So we examined the office. We found that one-third of the people 
had been hired outside the merit system. It was a 200-person of- 
fices, and I terminated 70 people and brought on seven new people. 
We closed offsites. We got rid of automobiles that people were driv- 
ing home, lawyers were, and we reorganized entirely, and the office 
today — and that was in 1994 — is well below 200 employees today, 
and I think doing at least as good, or better job of serving the tax- 
payers. 

So I just want to say that State governments are challenged, we 
are challenged. The idea that we cannot reduce 10 or 15 or 18 per- 
cent spending on most of our agencies is not accurate. We will be 
leaner, more effective, and more productive if the leaders get on 
board and do what they should do instead of, as the Interior De- 
partment does, close down the Smithsonian when you ask them to 
cut their budget. So this is big-time stuff. So I am not timid about 
the challenge and opportunity of tight budgets. 

Mr. Scheppach, the spending on the States, it has been sug- 
gested, has been too often driven by matching funds from the Fed- 
eral Government, and this has lured the State to commitments 
that now they are not able to meet, Medicaid I suppose being one 
of them. I see Governor Christie was having to make the choice 
about the tunnel, and he was attacked for turning down Federal 
money. And he said, “Well, I do not have the money to build a tun- 
nel. I do not have the money. I cannot help it if we are turning 
down money. 

In your opinion, have Federal policies seduced or encourage the 
States to undertake expenditures that they might not otherwise 
have? Is that part of the problem that we have? 

Mr. Scheppach. Yes. It is particularly acute, I think, in the Med- 
icaid area. If you trace Medicaid historically, what happened was 
the Federal Government would provide options to States, and those 
States who were a little wealthier than some others would exercise 
those options. And then you would have 25 or 30 States exercising 
the option, and then Congress would say, “Well, if it is easy for 
those 35, let us make a mandatory.” 
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And so we have been in this iterative process around Medicaid, 
and now, depending on how you measure it, you have 60 million 
people in Medicaid, and you are picking up another 20 million. So 
that is going to be 80 million people in Medicaid. And it is an en- 
gagement, and there are very few cost control strategies that 
States can utilize, and particularly around the long-term care and 
the dual eligibles. 

I mean, you would never build a system from scratch to say if 
you are in relatively good health and relatively high income, you 
are in Medicare. Now your health deteriorates and your income de- 
teriorates, and you get half of your services from Medicaid and the 
other half from Medicare. It makes no sense. People are confused. 
The incentives are all wrong because we do not do certain things 
to save money because we end up saving money from Medicare. 
And you do not do things in Medicare that make sense because the 
savings come to Medicaid. So you have expanded this program that 
at its very fundamental basis has huge problems. 

Now, we could talk about some of the other areas, you know, dis- 
cretionary grants. There are like 200 discretionary grants, from the 
big ones in education and highways right down to a lot of small 
ones. But it is true that at some point there are some of those that 
certain States really cannot utilize the money. Moving to broader 
block grants in areas where States had a lot more flexibility would 
increase efficiency. 

So, you know, I think you are right, but I think Medicaid is the 
biggest problem. 

Mr. Edwards. Can I make a comment on that? You know, an- 
other example of this is like in transit systems where the Federal 
Government has traditionally funded the capital costs, the new 
light rail systems and now new fancy high-speed rail systems. And 
the problem is that States get induced to build these really expen- 
sive systems, but the Federal Government does not fund the oper- 
ating costs. So these cities and States are going to be left down the 
road with these very fancy new systems when bus systems would 
have been cheaper with, you know, lower operating costs, and now 
they are stuck with all this expensive infrastructure. So there are 
others areas where this is a problem. 

Senator Sessions. I would agree, and I might as well be frank 
about it. I am going to oppose the high-speed rail idea. We do not 
have the money. I do not believe it is going to be effective. And you 
cannot pour money into projects that are not going to prove to be 
effective. We do not have the money. We do not have the money 
to do things we have to do much less new programs even though 
they may appear to be popular. 

I do want to say. Dr. Scheppach, that many of the Governors are 
doing great work. If we were running the Federal Government like 
many of the Governors are running their States, we would be a lot 
better off. I know Governor Riley in Alabama faced up to his prob- 
lems. I saw where Haley Barbour in Mississippi reduced spending 
9 percent. I see California now, a bit late, but they are stepping 
up some real reductions, and others are. Governor Christie I men- 
tioned in New Jersey. And that kind of leadership is what we need 
in Washington, and I do not think we have been getting it. 
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Dr. Zandi — my time is up — thank you for your work, and I just 
would say I saw the Case-Shiller housing index predicts another 
bad year for housing. Are you in agreement with that? 

Mr. Zandi. Yes, I think there will be more house price declines, 
on the Case-Shiller probably another 5 percent nationally. That 
would make the peak-to-trough decline in housing values about 35 
percent. So it will be another tough year for housing, yes. 

Chairman CONRAD. I am going to in my questioning time want 
to come back to that question, because as I look across the horizon 
here and we look at potential threats to this economic recovery, 
housing, the State and local, the European debt situation, and the 
Middle East, I would put those four at the top of the list. This 
Committee, we cannot do much about the Middle East. State and 
local, really I think Ray and Mr. Edwards have described very well 
the States are really taking on their own challenges. The European 
debt situation we cannot do a thing about on this Committee. The 
one thing where we might be able to make a difference is in the 
housing, and so I want to come back to that. 

With that, we will go to Senator Whitehouse. Then it will be Sen- 
ator Begich, Senator Merkley, Senator Thune on this side. So we 
will go to Senator Whitehouse, and then come back to Senator 
Thune. 

Senator Whitehouse. Thank you, Mr. Chairman. I would urge 
the distinguished Ranking Member to at least keep a bit of an open 
mind as to the potential for high-speed rail. I think if the same ap- 
proach that he indicated toward high- speed rail had been applied 
to high-speed road back when we were trying to build the highway 
system and we were trying to move goods and people around this 
country on local road, through stoplights, you know, over bumpy 
surfaces, and through local intersections, you would find that it ac- 
tually was worth spending that money because it carried follow-on 
economic effects that were far more than 

Senator Sessions. I recognize the Northeast could justify it more 
than a lot of the places I see it is being projected to go. 

Senator Whitehouse. That is all I needed to hear. I appreciate 
it very, very much. 

[Laughter.] 

Senator Whitehouse. Mr. Zandi, you have talked a little bit 
about the housing market, and when I look at the failure of the 
HAMP program by its own standards, let alone any outside stand- 
ard, when you look at the foreclosure crisis, when you look at the 
horrible nature of the short- sale market — I had Rhode Island’s re- 
altors in yesterday, and it is completely defective across the coun- 
try. They come in over and over again with stories about having 
a short sale ready at a price, the bank cannot get its act together, 
the short sale disappears; the bank then says, “OK, we are ready.” 
Sorry, buyer gone. So then they come back to the same bank with 
the same property later. Now it is $100,000 less. They try again. 
The bank cannot get its act together. Again, they do not get 
through the process. And finally, you know, here you are with 
$200,000 in value out of a house, the bank still in the state of con- 
fusion. 

Wherever you go in this process, whether it is through the 
HAMP or through foreclosure or through short sale, you see the 
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same thing, which is that no matter who you are, almost no matter 
who you are, you cannot get a person representing the owner of the 
mortgage who can make a decision. 

I had a witness in the other day in a Judiciary hearing who had 
been 20 months fighting through the HAMP program and through 
his bank’s modification program to try to get a change, and for 20 
months he never once got in touch with somebody who would even 
give him his last name or you could even call back to. 

I mean, if there is something that is sort of basic and American, 
it is that when you are dealing with somebody else, you ought to 
be able to get a person on the phone who can make a decision in 
your case instead of being stuffed into this nightmarish bureauc- 
racy. And for me that is confirmed by what I see at home in Rhode 
Island, which is that the local banks that held the loans, that have 
bank officers in the community, are not the problem. We do not 
have short-sale problems with them. We do not have foreclosure 
problems with them. All of the problems are in the big banks that 
sold off these mortgages, and now there is this incredibly complex 
infrastructure, and there is no way to cut through it. And whether 
it is you are a person in danger of foreclosure trying to keep your 
home, your realtor being driven nuts by having to spend 3 or 4 
hours on the phone trying to get an answer on a deal that they are 
beginning to lose faith would ever happen anyway, the HAMP ap- 
plicant trying to work through the process — they are run, whack, 
into this same bureaucratic nightmare. And I think it is a little bit 
like — ^you know the story about the men who each find an elephant, 
and one finds a leg and they think that the elephant must be a col- 
umn, and one finds a trunk and they think the elephant, you know, 
must be a snake hanging in a tree; the other one finds a tail and 
thinks it must be a broom. It is all the same elephant. 

And I wonder what your thoughts are — ^you have observed this — 
on this being a same elephant of a vast and completely 
unapproachable bureaucratic meltdown, basically, a nightmare that 
prevents intelligent decisions from being made, that prevents prop- 
erties from being cleared, that discourages participants, and that is 
in many ways a vicious cycle, because you are driving property val- 
ues down when that first buyer cannot get an answer from the 
bank on the short sale in time. The second buyer is going to be 
more fed up, and the seller is going to be more discouraged. 

So I think we are creating some of our own negative energy by 
not clearing the fundamental problem of the system, which is that 
at some point somebody should be able to have a human being with 
a first and a last name who can make a decision, who they can get 
in touch with. It seems to me it is as simple as that, and I would 
love your thoughts. 

Mr. Zandi. Well, I think your characterization of the problem is 
excellent, very good, and the frustration that you have expressed 
I have heard many times as well from 

Senator Whitehouse. Every one of us has heard it from our con- 
stituents. 

Chairman CoNRAD. This is how we started the conversation, ac- 
tually. 

Mr. Zandi. So I completely sympathize with what you were say- 
ing, and I agree 
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Senator Whitehouse. So how do we fix it? 

Mr. Zandi. I think there are few things that can be done to im- 
prove the modification/foreclosure process. I think Senator Merkley 
has actually done a fair amount of work in this area, and I will 
mention a few things. 

To your point about a point of contact, I think it would be pru- 
dent if mortgage servicers who are on the front line with the home- 
owner are required to have one individual as point of contact for 
each homeowner so when you call you get that same person. Right 
now you call, as you say, you can get numerous people, each one 
in a different part of the elephant, and they do not even under- 
stand the elephant. So it makes for a 

Senator Whitehouse. And each telling you to submit the same 
paperwork you have already submitted four times again. 

Mr. Zandi. And telling you you sent it to the wrong person the 
last time you did it. 

Senator Whitehouse. Right. 

Mr. Zandi. So I think this is a regulatory fix, I think. You can 
go to the — I do not know if it is legislative, but it is certainly regu- 
latory. Put pressure on the servicers to adopt one point of contact. 

Another thing that can be done, I think, to improve the process 
is end the dual tracking that is going on. Right now a person comes 
in with a problem; you are put through modification and fore- 
closure at the same time. So you are talking to someone about try- 
ing to get a mod, and then you get a letter in the mail saying you 
are in default, we are going to take you to a sheriffs sale. 

Senator Whitehouse. I met with maybe 14 of our realtors in 
Rhode Island a couple of months ago. Every single one of them had 
the experience of a short-sale agreement with the bank pending, 
and in the middle of it, another part of the bank whacked them 
with a foreclosure notice, blew up the short sale, and it ended up 
going into foreclosure inventory for way less than the short sale 
that the bank had itself agreed to. I mean, it is nutty out there. 

Mr. Zandi. Another fix, you do not dual track; you go through 
modification. If you fail the modification, then you go through fore- 
closure. They both do not occur at the same time. 

A third thing that could be done is a third-party review. A num- 
ber of States have adopted this approach. You know, this is a very 
complex process. Homeowners are ill equipped to navigate through 
this process. They need help. You know, I think there are TARP 
funds that are sitting out there that were, at least in theory, allo- 
cated for HAMP and HARP that will never be used. They could be 
redirected to provide some help in this area, and I think it saves 
everybody a lot of money if, in fact, they 

Senator Whitehouse. Dr. Zandi, I am going to cut you off there 
out of respect for my colleagues because we have gone over my 
time. But I am happy to follow the discussion afterwards and ap- 
preciate the thought you have given to this. 

Mr. Chairman, thank you. 

Chairman CONRAD. Thank you. Senator. 

Senator Thune. 

Senator Thune. Thank you, Mr. Chairman. I appreciate the tes- 
timony of our expert witnesses today, and like many of my col- 
leagues am very concerned about steps we can take to get the econ- 
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omy back on track and to deal with these problems of spending and 
debt which continue to explode on us; and if we do not start mak- 
ing some of the hard decisions now, I think the decisions will get 
that much harder. 

Mr. Zandi, I would like to ask you a question about how much 
you believe that the debt and the deficit is currently a drag on our 
economy. And if you do not believe it is today, when does that ef- 
fect begin? 

Mr. Zandi. I think the Nation’s fiscal challenges are our No. 1 
long-term economic challenge, that if we — you — do not address it 
quickly in a clear and credible way, it will have significant negative 
implications for financial markets and our economy quickly. I do 
not think it is this year, but I certainly think by 2012 and certainly 
2013, we are going to be seeing the ill effects of inaction. 

I would counsel, however, that while it would be very prudent to 
lay out a clear, credible path to fiscal sustainability — and we can 
talk about what that means if you would like now — I would not 
begin that process in 2011; that the recovery is still very fragile. 
And, in fact, imposing fiscal austerity in 2011, calendar year 2011, 
would be working at cross purposes with your own actions. The tax 
cut deal that you came to at the end of last year, in my view, was 
a very important piece of legislation, very positive, and for me 
sealed the deal for 2011 and 2012 that the economy is going to do 
measurably better because of that piece of legislation. 

It would also be working at clear cross purposes with the Federal 
Reserve. The Federal Reserve is maintaining a zero interest rate 
policy and quantitative easing through the mid-part of this year, at 
least. So I do not think it would be prudent to begin this process 
in 2011 but by 2012 and 2013, certainly. And, moreover, to lay out 
a path for the future to achieve fiscal sustainability in 2011 would 
be incredibly therapeutic. 

Senator Thune. And you say we can talk about what that means. 
What does that mean, in your view, path to fiscal sustainability? 

Mr. Zandi. Yes, I believe that your bogey, your target should be 
to reduce the deficit-to-GDP by 2.5 to 3 percentage points out 5 to 
7 years. I will explain how I get there. 

The deficit this year, in fiscal year 2011, will wind up being, in 
my view, somewhere around 9 percent of GDP. When the economy 
is functioning properly — and I think we are headed in that direc- 
tion — and functioning reasonably well, the deficit will settle in 
close to 5 percent of GDP. 

The deficit-to-GDP that we can manage — and I am not saying 
this is what I would espouse, but we can manage — is about 2.5 per- 
cent. At 2.5 percent of GDP, our interest payments will not swamp 
us. We can manage that. 

So we have to go from 5 percent in a well-functioning economy 
to 2.5 percent. You have to close that 2.5-percent gap. You have to 
close that in the next 5 to 7 years. If you can lay out a clear and 
credible path to doing that, then you will forestall the consequences 
that will occur in financial markets and into the broader economy. 

We do not solve our problems forever. There is Medicaid and 
Medicare and health care costs that need to be readdressed, but I 
think the immediate target should be reducing the deficit by 2.5 
percent of GDP. 
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Senator Thune. You talked about the potential for sovereign debt 
crisis in the euro zone. What do you think the potential is for a 
debt crisis here in the U.S.? 

Mr. Zandi. I think if there are no significant policy changes over 
the next couple years, certainly over the next couple, 3 years, then 
those risks would be very, very high and rising quite quickly. So 
I think we have a window. We have latitude. Our economy is mov- 
ing in the right direction, but we have 2 to 3 years to get our act 
together. 

Senator Thune. You mentioned the Fed’s policies on quantitative 
easing. What effect do you believe those are having on both infla- 
tion and growth? 

Mr. Zandi. I think the quantitative easing was the appropriate 
thing to do. I think it is a net positive. There are negatives. You 
know, obviously it has contributed to higher commodity prices. It 
complicates the conduct of moneta^ policy overseas, particularly in 
emerging economies. But the positives, including lower long-term 
interest rates, the 10-year Treasury yield is 3.5 percent, fixed mort- 
gage rates are below 5 percent, and the stock market is up signifi- 
cantly, and I think in part because of the QE, the positives trump 
the negatives in a measurable, meaningful way, and it was the ap- 
propriate thing to do. 

I do not think we will need — based on what is happening to the 
economy today and my expectations, I think we do not need any 
further QE. And I think it would be appropriate for the Federal Re- 
serve to start tightening monetary policy, probably sometime in 
2012. But what they have done so far, in my view, has been en- 
tirely appropriate. 

Senator Thune. Mr. Edwards, in order for the markets to think 
that Congress is credible on cutting spending, what do you think 
those reductions have to be? And when do they have to take effect? 

Mr. Edwards. Well, I mean, the basic mathematics is we have 
to get the deficit down to about 3 percent of GDP in order to sta- 
bilize debt. 

I disagree with Mark really on the timing of this. You know, the 
view that we have to wait until we start growing again to start cut- 
ting spending does not make any sense to me, because, you know, 
we all assume that — ^you know, we look at the CBO projections and 
we all assume that everything is going to be hunky-dory again in 
a few years because we are going to be growing again. But we 
might have another recession in 2014, 2015, and, again, folks like 
Mr. Zandi are going to be coming and saying, oh, no, we need to, 
you know, spend more money and we cannot cut spending now. 

So there is always going to be an excuse for not cutting spending. 
The longer we wait, the higher Federal debt becomes. It is going 
to be harder to solve the problem. And I think cutting Federal 
spending moves resources from the less efficient Government sector 
to the more efficient private sector. So I think it helps growth. 

I talked a few minutes ago about Canada. Canada’s experience 
was that they dramatically cut government as a share of GDP by 
about 10 percentage points. The economy did not go into recession. 
It boomed for 15 straight years. 

Senator Thune. What does $4 gasoline or, worse yet, $5 gasoline 
do the economic recovery? 
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Mr. Zandi. I think that would be — if that were to occur now, in 
the next 6 to 12 months, I think that would be — I do not think $4- 
a-gallon gasoline would be enough to put us back into a recession, 
but it would be awfully painful. It is a tax increase, right? If you 
put more into your gas tank, you have less to spend on everything 
else. And just for context, every penny increase in a gallon of gaso- 
line costs the American consumer $1.5 billion over a year. So, you 
know, you add it up, you go from $3 a gallon to $4, that is a $150 
billion tax increase in 2011. That would be very difficult, particu- 
larly for lower-income households who obviously do not have a lot 
of latitude. In parts of the country like the South, the hardest-hit 
group will be low-income households in the South because that is 
where they drive the most, and a high share of their budget goes 
to gasoline. 

Senator Thune. Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. Senator. 

Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair, and thank 
you to all of you for sharing views. It is very helpful. 

Dr. Zandi, there was a quote in your testimony which was, 
“Nothing works well in the economy when house prices are falling.” 
And you placed a lot of emphasis on addressing the housing mar- 
ket, and I appreciate that you are bring that to the forefront. We 
are still in this period where we have had 300,000 foreclosure fil- 
ings a month for the last 20 months, and certainly in my home 
State, every community is affected by this. And it is not just a dis- 
aster for the family, but that empty house is helping to further 
drive down the value of adjacent homes, certainly discouraging con- 
sumer confidence, and it is certainly having a broader impact since 
the construction industry is not going to recover as long as there 
is a lot of empty homes. 

I do appreciate your drawing attention to the several different 
ways of helping to take on the foreclosure crisis, the single point 
of contact, and ending the dual track. I want to note that, after 
talking with a lot of homeowners back in Oregon, it is not simply 
that the bank cannot complete the last stage, which is the actual 
foreclosure on the dual track; it is that they suspend all the steps 
on the dual track during a time period in which they review and 
conclude up or down whether a modification is going to work. And 
I assume that that is the — but I wanted to ask if you are talking 
about suspending the entire track or just the final step. 

Mr. Zandi. Precisely what you say. I think the entire foreclosure 
process, from default through to sale, should be suspended until it 
is determined that the borrower cannot qualify for any form of 
modification, HAMP or private mod. 

Senator Merkley. And then there were three ideas that I had 
put out in the paper that you referred to about further interven- 
tion, and one was the fire break before foreclosure, mediation, man- 
datory mediation that you addressed — in other words, an expansion 
of short refi programs, which you addressed. A third was to revisit 
the power of bankruptcy judges, at least in a very constrained for- 
mat with appropriate sideboards on it, maybe take it in a little nar- 
rower direction than we did last time Congress took a look at it, 
primarily not because those judges will exercise that power, be- 
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cause they do not exercise that power much in the other areas that 
they can modify contracts, but because it gives an incentive to close 
the deal. 

And so since that was one point that I brought forward that you 
did not address, I just wanted to get your thoughts on that. 

Mr. Zandi. I think that it is a good idea. As you know, right 
bankruptcy judges can reduce the debt owed for everything but a 
first mortgage, and that, in my view, should be changed. 

Now, there had been some effort in times past during this crisis 
to make that change on a historical basis, so loans that were al- 
ready originated, allow bankruptcy judges to change the terms on 
those loans. At this point, I do not think that is appropriate. But 
changing the bankruptcy reform law for the future, you know, for 
future loans, I think that would be entirely appropriate. In fact, I 
think that would be therapeutic and would make for a better sys- 
tem. 

Senator Merkley. So let me press that a little bit because the 
problem seems to be — and we have folks calling our offices every 
day in Oregon describing how difficult it is to deal with the 
servicers — is to create a little bit of countervailing incentive for the 
servicers to close the deal. And, in fact, at this point I want to men- 
tion that there seemed to be a number of perverse incentives for 
the servicers. 

I just did a tour of Oregon in four different cities where I did a 
presentation with homeowners who have been affected, and I heard 
the same stories we have been hearing in our office, which is, “I 
called the bank to tell them we had a decrease is income. They 
said, ‘Hey, you are preapproved. Stop making your payments for 3 
months.’” And, really, they were calling the servicer, if you will, 
and not always a bank. 

But it turned out that the servicer charged a huge amount of fees 
once they reduced their payment or stopped making their pay- 
ments, fees that the servicer would not otherwise have had access 
to. 

Then there was a recent article also noting that servicers make 
a tremendous amount of money when they put on substitute prop- 
erty insurance, sometimes charging up to 10 times what a home- 
owner would normally pay, and the servicer gets a huge fee back, 
hidden to the homeowner in that regard. And so servicers kind of 
have an incentive to get families into trouble, almost, and I am not 
sure that has been thoroughly explored. It is certainly a new ele- 
ment to me. I had not come to think that this was part of the chal- 
lenge with servicers. But any comment on that would be helpful, 
but, also, that is why I felt lifeline bankruptcy power, even on ex- 
isting loans, would be helpful because it creates a countervailing 
incentive to close the deal and help address these problems. 

Mr. Zandi. Well, this is what I would suggest. FDIC Chair- 
woman Sheila Bair has recently proposed the establishment of a 
fund financed by the mortgage servicers and mortgage companies 
designed in the same way as the BP fund. So if you are a home- 
owner who has been wronged by this process, you can go before 
this commission and air your grievances, and if it is determine that 
you have been wronged, then the fund would pay you a fee. 
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I think this would be an appropriate way of getting the attention 
of the servicers and the mortgage companies, and it would provide, 
as you said at the beginning of your comment, the catalyst for get- 
ting them to work on this process in a more effective and prudent 
way. 

So that would be my approach as opposed to there are potentially 
significant unintended consequences from going back and rewriting 
bankruptcy law on existing mortgages that are — you really have to 
think that one through. You know, in deep crisis, I was sympa- 
thetic to that argument, particularly when the private label securi- 
ties market was at the heart of the problem. But, increasingly, that 
is no longer the problem. It is the loans on the books of the banks, 
at Fannie Mae, Freddie Mac, and the FHA. So I am less sympa- 
thetic to that, and I do not think that would be the way I would 
go. 

Senator Merkley. I would ask everybody else to weigh in except 
my time has expired, so thank you very much. 

Chairman CONRAD. Thank you very much. 

Senator Begich. 

Senator Begich. Thank you, Mr. Chairman. 

I want to followup on 

Chairman CoNRAD. Can I just say, for Senator Cardin’s benefit. 
Senator Begich was here earlier. 

Senator Begich. I apologize. I had to rush out and make a quick 
call, so thank you, Mr. Chairman. 

Let me, if I can, followup on a couple of things. One, Mr. Ed- 
wards, I agree with you in regards to States and bankruptcy that 
we should not go down that path. That would be very — I mean, 
even the talk of it right now, from what I understand, talking to 
multiple people who deal in the business of municipal bonds. State 
bonds, tax-free bonds, it is having an effect on the market, and I 
know States are probably feeling that, even though they will not 
say that the rates have been adjusted upwards, but there is some 
risk now being calculated into what we might do or not do. So even 
the notion of talking about it, I think, is not very healthy for what 
we need to get through. So I want to say I agree with you in that 
regard, that we should not be going down that path. 

I would be interested in each one of your quick comments on 
that. Obviously, Mr. Edwards, you have already made a comment. 
If each one of you could just quickly comment on the idea of States 
walking down that path of declaring bankruptcy, which again, I 
think it would be a huge mistake. 

Mr. SCHEPPACH. Senator, I can tell you that we have discussed 
it and we have — basically. Governors are pretty united in opposi- 
tion to that legislation. Nobody is asking for it. Nobody wants it. 
And we agree with you that the mere conversation around it is 
foreseeing a small risk premium to be built into the bonds. So we 
are very strongly opposed to it across the board. 

Senator Begich. I know they call it on the market sometimes 
headline risk. Go ahead. 

Mr. VON Wachter. So I second the views of Mr. Edwards and 
Dr. Scheppach. I agree that we should not talk about bailouts. 
However, there are some areas where there is a close connection 
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between Federal and State funding. When I give an example, it is 
the unemployment insurance system 

Senator Begich. Sure. 

Mr. VON Wachter [continuing]. Where the Federal Government 
stands in by design of the system after the States run out. And one 
thing that this administration has already done, has given an im- 
pulse to the reform of State-level unemployment insurance systems 
to funding from the ARRA. And one additional step that could be 
taken to help the long-term sustainability of these programs and 
sort of then relieve both State budgets and the Federal budget is 
to mandate a higher wage base. The wage base 

Senator Begich. I do not want to get into the program. I specifi- 
cally narrowed in on the fact that States could declare bankruptcy. 
In other words, I understand the program. You are right. There are 
partnerships and relationships that the Federal Government has. 

Mr. VON Wachter. The UI system is particular because inherent 
in the system is the States can essentially lend — would borrow 
from the government 

Senator Begich. Sure. 

Mr. VON Wachter [continuing]. Once the trust funds went out, 
right. 

Senator Begich. Right. 

Mr. VON Wachter. So there is a typical system where you see 
them in a small way. So States have not an incentive to buildup 
sufficient trust funds because they know they can come get more 
from the government. So this is a system where it is more concrete, 
but concrete steps could be taken to avoid the behavior that the in- 
centive — the availability to borrow later on creates setting too low 
a tax base and collecting taxes. So the same thing happens, then, 
at a broader level, the State budgets. But the possibility to possibly 
be bailed out. But it probably leads to a pay-as-you-go in situations 
where you really should be building up funds 

Senator Begich. Building up a fund. 

Mr. VON Wachter [continuing]. In good times for bad times, and 
in many States, you see the opposite. Taxes are low in good times 
and then they have to rise in bad times. And so talking about bail- 
outs would encourage that and we want to go in the other direc- 
tion, and UI is a particular example. 

Senator Begich. Dr. Zandi? 

Mr. Zandi. Yes. I do not think that is a good idea. I think the 
bankruptcy 

Senator Begich. Bankruptcy. 

Mr. Zandi. Yes. I think that the States have all the tools they 
need and that this would be an error. 

Senator Begich. And I appreciate that. I just, again, want to 
kind of put that out there because I think we create a problem by 
going down the path of discussion when we know Governors are 
not asking for it. No one is asking for it, really, and it is just a very 
bad thing. 

Let me go into two other areas, but first, I want to give a 
thought. I, like Senator Sessions, in a different way, I was elected 
a mayor of a city that walked into a $215 million budget with a 
$33 million hole in it and we had to resolve it. We had a three- 
prong attack. One was spending issues. One was revenue. One was 
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also investment in basic core infrastructure — water, sewer, roads, 
so forth. I have turned down — when I was mayor, I turned down 
the Federal resources when offered for the simple reason we do not 
have the money, and so you cannot do it, and also sustainability 
of those resources. 

I guess I want to — Senator Sessions brought up a good point, and 
you are right, there is kind of this addiction, and the reality is, it 
is really up to the Governors and, I would say, mayors, which have 
actually a larger amount of the debt out there than States do in 
the sense of what is out there, but they have just got to say no. 
It is about leadership. For them just to say, well, maybe I will get 
10 percent from the Feds, there are many times I just said no. And 
what we did, we actually changed our policy. We never used one- 
time resources for ongoing expenses. That was — I had to tell the 
local city council, which was hard for them to get off of that gravy 
train. Once we did that, we created stability, and that is — I mean. 
Governors, mayors — mayors, and I am biased, I am a former 
mayor, I am not a Governor, never have been — we have to do it be- 
cause otherwise we will get yelled at at the grocery store. So we 
do not get really a choice. There is no more hiding us. 

So I guess part of it is this gap of sometimes leadership just to 
say no, even when your constituents may think it is a wise thing, 
but getting off these one-time moneys are, to me, the right way to 
deal with budget, even from the Federal end. You know, we use 
one-time moneys to kind of solve a problem and then hope it all 
works out next year. That is very dangerous. 

But one thing I want to mention and make sure I heard you 
right, because I think I heard the same statistic, the pension 
issue — and our State had to deal with it. We dealt with it. Cities 
dealt with it. We are more sound than ever before. But really, 
when you figure it all out, it is about 4 percent or whatever the 
percent is. It is a small percentage of the overall budget and I want 
to echo and make sure I heard what you said. 

States are managing their way kind of through it painfully. But 
should there be a more consistent rules of the game on how they 
do this, because each State does it differently. And you are right. 
It is very convoluted, and especially to the bond markets, to under- 
stand how stable is that State, how stable — can you give some 
thoughts on that? I am not suggesting more regulation, but I am 
just trying to figure out, how do you get some more uniformity here 
so the financial markets can respond the right way when crediting 
and scoring States for their bonds as well as cities. 

Mr. SCHEPPACH. The problem is that the pension things are pret- 
ty much considered to be legal contracts 

Senator Begich. Correct. 

Mr. ScHEPPACH [continuing]. And each State 

Senator Begich. Ours is actually vested in our Constitution. 

Mr. SCHEPPACH. OK. Yes, you are right. 

Senator Begich. That is how legal it is. 

Mr. SCHEPPACH. But sometimes it includes issues. A lot of times, 
for example, the COLA is not in the contract, so you have a lot of 
flexibility there. Or it may be that the age is not in it and other 
components of it. 



453 


So I think they are working through it. As I say, we had 30 
States in the last 5 years and we have ten now, and they have 
moved from sort of these small incremental to bigger. The basic 
problem, though, is that they still have defined benefit as opposed 
to defined contribution 

Senator Begich. Right. 

Mr. SCHEPPACH [continuing]. Although some, like Utah, are be- 
ginning to move at least hybrid types of systems. 

Senator Begich. That is what we have done. 

Mr. Scheppach. So, I mean, I think the rating agencies are able 
to look at the liabilities there and the liabilities on bonds and make 
informed decisions. So I do not know that uniformity is really nec- 
essary. I am pretty confident in this area that there is serious focus 
on this right now. 

Senator Begich. And I will end on this, because my time has ex- 
pired, but I know there are always these headlines about the crisis 
in the States. But really, what you are stating, and I want to make 
sure I am hearing you right, the majority of the States have really 
started to deal with this because they recognize the ongoing cost 
is not millions, but billions. Is that a fair statement? 

Mr. Scheppach. Yes, I think it is, and it is — I think States 
should be given some credit. They have cut spending by $75 billion 
over the last two years. That is not from what I would argue is 
CBO’s sort of inflated baseline. That is against actuals. 

Senator Begich. That is real dollars. 

Mr. Scheppach. That is pretty tough stuff. And I think they un- 
derstand that they have a lot more to do, but I think they are pre- 
pared to do it. 

Senator Begich. Very good. Thank you. 

Thank you, Mr. Chairman. I know my time is up. 

Chairman CoNRAD. I thank the Senator. 

Senator Cardin. 

Senator Cardin. Thank you, Mr. Chairman. Let me thank you 
for the series of hearings that we have held on the national deficit, 
and I want to thank this panel. 

Dr. Scheppach, I want to followup on Senator Begich’s point be- 
cause we have talked about the States, but I do not think we have 
talked enough about the risk factors of municipal and county gov- 
ernments. And if you are a Governor, you have proprietary interest 
to avoid a problem with a county or a municipality within your 
State. Today, our State governments have limited capacity as to 
how they can respond. They have to take care of their own budgets. 
So they are not as well prepared as perhaps they would need to 
be to avoid a consequence in their State that could have impact not 
just on that town or on that county, but could have impact on the 
entire State, in fact, could have impact well beyond the borders of 
one State. 

So I just want to get your assessment as to how much attention 
the Governors are paying to the problems of municipal and county 
governments, as they are obviously in a more difficult position. 

Mr. Scheppach. I hate to say this. In a sense, they are into sur- 
vival for themselves, to some extent, focusing on their own prob- 
lems. There are some States, like Pennsylvania, who actually had 
laws that did not necessarily require but allowed them to help mu- 
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nicipalities and so on, but a lot of States do not have that. So I 
think that they are not focusing on that issue a lot, although per- 
sonally, I think, because I looked at it to some extent relative to 
the States, it is a bigger problem. But again, I think if there are 
some that go into default, my sense is that they are going to be 
fairly small, that, again, you look historically and there has not 
been a lot of defaults in this particular area. So particularly if we 
begin to get some positive revenue growth, I think they will be able 
to work through this, as well. 

Senator Cardin. I think that is a pretty direct, honest answer, 
and I appreciate that. We are all in a mode right now of survival, 
and that is true at the national level, also. But I would just like 
to remind my colleagues of the concept of federalism, that the Fed- 
eral Government has responsibility as it relates to the States, 
working with the States. But I also believe that our municipalities 
and counties, which are creatures of our State, the State has a re- 
sponsibility to work with our municipal governments. They have no 
other place to go. 

A lot of Governors are now — at the national level, we are clearly 
going to be providing less resources to our States. There is no ques- 
tion. At the State level, you are going to be providing less resources 
to the counties. The counties are going to be providing less help to 
municipalities. The municipalities do not have anywhere else to go. 

So I think we all need to understand, as we look for this credible 
plan to deal with our national debt, that it is the same people who 
live in municipalities, counties. States, and the Federal Govern- 
ment and that it does not do a person in Baltimore City any good 
if the plan is credible at the national level but dumps its problems 
to the taxpayers of Baltimore City and the people who live in Balti- 
more City and they have no chance of survival under the policies 
taken by the Federal Government and the State government. 

So I like the language that our Chairman has used, and I think 
this is worth repeating. The Chairman said that we need a credible 
plan. It does not have to be a radical change overnight. We need 
a credible plan that gets us to the numbers that, Mr. Edwards, you 
were referring to. We want to get to those numbers. So I think we 
need to be mindful that we do not want to see the people of our 
nation harmed because we have taken care of our own problem at 
the national level, but we have dumped everything off on the 
States, or the States have dumped it off on local governments. 

Dr. Zandi, I want to get back to the mortgage issue because it 
is still a huge problem in our community and all communities, and 
your exchange with Senator Merkley. Do we have a structure in 
place that could implement the policy that you are suggesting? 
That is, do we have a credible way of being able to determine 
whether a potential person who is subject to foreclosure quickly 
could determine whether they are entitled to some form of help? 

Mr. Zandi. No. I do not think we have a mechanism in place that 
is appropriate and is helpful enough. Some States have been more 
aggressive than others. I think the State of Connecticut, New York, 
I think probably New Jersey put in processes with third parties in- 
volved to try to facilitate this for homeowners, but it is not some- 
thing that is being done nationwide or in parts of the country 
where the foreclosure problem is particularly acute. It is a problem 
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coast to coast, but in some places, it is obviously very acute. So, no, 
I do not think that we have addressed that adequately enough. 

Senator Cardin. So if we were just to put in a moratorium with- 
out having a process in place, is that really going to help the situa- 
tion or not? 

Mr. Zandi. No. I am not advocating that we have a moratorium. 
I am advocating that we, through the regulatory process, require 
some changes in the way the mortgage services conduct their busi- 
ness. So one point of contact, no dual tracking, a third-party re- 
view, a fund established to compensate homeowners that are 
shown to be wronged in the process. I think if you do those things, 
and I do not think — it is going to be very difficult to do this legisla- 
tively, but through the regulatory process, I think that that would 
be helpful and make a difference in facilitating the foreclosure 
modification process. 

I think we are at a point now where we have some tools. We 
have just got to make them better. We need to work through this 
process as fast as we can. We need to get on the other side of this 
so that the housing market can begin to function properly and 
house prices start to rise. And we need to work through the fore- 
closure modifications. 

Senator Cardin. Well, I agree. We are still in a very, very dif- 
ficult position on these issues, and there is uncertainty in the mar- 
ketplace, also, which is not helpful. So the further we could clarify 
this, and I agree with you, I think we have enough tools out there. 
We just need to make sure that they are used and that the regu- 
lators do their jobs. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Let me — I had deferred my questioning time, 
because we were late because of the prayer breakfast this morning, 
to members being here, so I kind of asked questions as we went 
along, but I want to come back to some of the fundamental ques- 
tions I wanted to ask. 

As I see it, in terms of the work of this committee, one of the 
most important things we can do is contribute to getting on a more 
sustainable course. How serious a threat do you believe it is to our 
long-term economic strength to having deficits of 10 percent of 
GDP this year and being on a course to a debt that would be 233 
percent of GDP, according to CBO, if we stay on the current trend 
line? Dr. Zandi, how big a threat do you see that to our long-term 
economic security? 

Mr. Zandi. It is lethal. I mean, I think if you do not make 
changes to change those forecasts in a substantive way, our na- 
tion’s economy will be — and our living standards will be diminished 
for generations to come. So I think it absolutely, positively has to 
change. 

Chairman CoNRAD. Well, that is about as clear as it can be. Le- 
thal is pretty strong. And, frankly, I agree with it. I believe that. 

So then the question becomes a matter of timing. I personally be- 
lieve, and the commissions, all of the bipartisan commissions have 
come to roughly the same conclusion, that is, do not make big 
changes right now, but put in place a plan that makes big changes 
over this decade. In the case of the Fiscal Commission, we reached 
a determination we needed to reduce the deficit $4 trillion over 
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that period of time — four trillion. That is real money. What do you 
say with respect to timing and size of the changes that are re- 
quired? 

Mr. Zandi. I think the Fiscal Commission laid out a very good 
road map for you. There are two commissions, and both roughly 
came to the same place and laid out roughly the same path, and 
I think we should move in the direction that they have laid out for 
us. 

So the deficit-to-GDP, let us call it nine, 10 percent this fiscal 
year. If we can get that down to two to 3 percent of GDP by the 
end of the decade and do that in a way that everyone believes we 
are going to do that — and we do not have to do it in 1 year. We 
can do it over that period. 

And we do not have to begin now, and we should not. We should 
start that process when the economy is moving forward in a clear 
and definitive way, and my benchmark for that would be a falling 
unemployment rate. As soon as the unemployment rate is defini- 
tively moving south, I think at that point we can conclude that we 
are off and running and we need to then refocus and start imposing 
real fiscal discipline and austerity. Before that point in time, I 
think it would be — we will probably make our way through, but it 
would be, I think, a risk that we should not take. 

And so, therefore, in 2011, I think you have done what you need 
to do. I think we are in good shape. I would not change fiscal pol- 
icy, the thrust of fiscal policy for calendar year 2011. But beginning 
in 2012 and through the end of the decade, I think at that point, 
we need to very, very disciplined with respect to reducing those 
deficits, get it down to 2 percent of GDP. 

Chairman CoNRAD. So in dollar terms, what size of package 
would be required? 

Mr. Zandi. So if you meet my, sort of the numbers I gave you 
earlier, and your bogey is two-and-a-half percent of GDP, that is 
$375 billion a year in today’s dollars, right. So to get that down to 
zero, that $375 billion to zero in five to 7 years, that is $50 billion 
a year in today’s dollars. Obviously, it is more dollars in the future, 
but that is roughly what you need to do. It has to be very clearly 
done. 

Chairman CoNRAD. It has to be credible that it is going to be 
done. 

Mr. Zandi. Credible, and I think there are many elements of 
credibility. I mean, one is, and again, I am hearkening back to the 
commission 

Chairman CoNRAD. So we are talking — just in dollar terms of the 
total package, you are very close to the kind of $4 trillion number 
that the commission came up with. 

Mr. Zandi. Yes. Exactly. 

Chairman CoNRAD. Dr. Scheppach? 

Mr. Scheppach. The only point I would make is that, let us face 
it, 95 percent of our problem is health care costs. We kind of know 
what to do in Social Security when we get the political will. So I 
think the structure of the package is also very, very important. 
Again, you can cut domestic discretionary and get the generated 
savings there, but I suspect you are not going to get the impact on 
financial markets if it is a package of domestic discretionary. It 
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seems to me it has to be health care, and that is a problem because 
I do not think we know how to do that and we have some more 
experimentation. But I think 90 percent of that problem is health 
care. 

Chairman CoNRAD. You know, let me just say this. All roads lead 
to health care, but what the commission concluded, and I think cor- 
rectly so, everything has to be on the table. You have to do rev- 
enue. You have to do domestic discretionary spending on both the 
defense and non-defense side. I will tell you, testimony before the 
commission on some of the things that are happening at the De- 
partment of Defense was startling in terms of cost. You have to do 
the entitlements. And obviously, the biggest entitlement, the place 
where we have the biggest unfunded liability is in the health care 
accounts. 

Now, I know I do not want to reopen the health care debate, but 
I would say this to my colleagues. I was deeply involved in that ef- 
fort, however imperfect it is. We took every idea, virtually every 
idea for reducing health care expenditure that analysts gave us 
from whatever perspective. 

So the best analysts — in fact. Senator Gregg and I wrote a letter 
to CBO and asked them, what are the things that we could do that 
would ^ve us the biggest bang for the buck at reducing health care 
expenditure? CBO came back and told us. No. 1, you have to 
change the tax treatment of health care, and economists from al- 
most every philosophical perspective said that is the case because 
you are encouraging over-utilization. 

No. 2, they told us, you have to change the payment method- 
ology. You have to quit paying for procedures and you have to move 
to paying for health care outcomes. 

Third, they told us, you have to put in place some ongoing mech- 
anism to get the ideas that work in terms of bringing down costs, 
getting them implemented. And so we put in place this whole new 
institution to try new things, and if they work, to implement them 
nationally. 

I am sorry. Did you want to add a point to that? 

Mr. SCHEPPACH. Well, the only point I would mention, and this 
is not a position of the organization, but having spent a fair 
amount of time on this, I almost think one thing that you ought 
to look at is to — ^because we now have all-payer data systems in a 
bunch of States which means we have a much better sense of what 
is driving the cost of health care, and it has to be done for every- 
body. One of the things I am concerned about, if you cut Medicare 
or Medicaid, it just gets shifted to the ERISA firms and so on. 

I almost think it has to be done State by State now, and one 
thing that may be worth looking at is you provide some incentives 
to States if, in fact, they begin to reduce the rate of increase in 
health care costs for everybody in the State, because I think it has 
to be addressed across the board. Some States may want to regu- 
late. Others may want to do transparency. But I think it is an ap- 
proach that may be worth looking at. 

Chairman CONRAD. All right. Senator Portman has joined us. 
Welcome. Why do you not take your time. And let me just indicate 
that Dr. Zandi needs to leave here at right about noon, so why do 
you not proceed. Senator Portman. 
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Senator Portman. Thank you, Mr. Chairman, I appreciate it, 
and thank you for allowing me to come and speak. I have not fig- 
ured out how to he at three hearings at once yet, so I apologize I 
did not get to hear all of your testimony, but I really wanted to 
come by and have the opportunity to speak briefly and hear from 
you. 

I love the fact we are talking about health care, and I think, Ray, 
you just mentioned the 95 percent figure. I am not sure that is ac- 
curate, but you should know that at this very table last week. Dr. 
Elmendorf said that health care is the No. 1 fiscal concern he has, 
and that is not a surprise because it is and it does drive the cost 
of Medicare and Medicaid, of course. 

I have a more sort of fundamental question for you about the im- 
pact of current deficits on our economic growth. There is all sorts 
of data out there about the future impact of the enormous debts 
that we are building up, and the CBO projections are sobering, to 
say the least. But what is the impact today? What we do not talk 
about enough, I think, and maybe you can correct me on this, but 
I believe that we are crowding out private investment. I believe 
that with a $1.5 trillion debt this year projected, or deficit this year 
projected and a debt that is on track to double in the next 10 years, 
that we are impacting our ability to get out from under the difficult 
economic conditions we have been in over the last couple of years. 

I just wonder if you could comment on that. I have heard people 
say that with a $1.5 trillion deficit, building on the $1.3 trillion and 
$1.4 trillion the last couple years, that there is maybe a point or 
point-and-a-half off of GDP. Do you agree with that? And if you 
could take it to the next level for me in terms of its impact on the 
economy, which would be the impact on jobs. What does that mean 
in terms of job growth in this country as we are struggling to deal 
with this exorbitantly high unemployment number even as the 
economy is beginning to grow? 

So I would start with Dr. Zandi, if it is OK, and then if we could 
work down the panel. 

Mr. Zandi. I do not think the current budget deficit is crowding 
out private investment. I do not see evidence of that. The 10-year 
Treasury yield is 3.5 percent. B-double-A corporate borrowing 
yields are incredibly low. Even junk corporate bond yields are very 
low by historical standards. I do not think the cost of financing is 
an issue for companies. 

In fact, I think the large budget deficit is helpful in that it is 
supporting demand. For example, the tax cut deal that you came 
to at the end of last year, I think, has a very important provision 
that will cost money but will be very important to supporting in- 
vestment in 2011, and that is expensing of any investment, and I 
think that is a very under-appreciated aspect of that deal that will 
provide a lot of investment and actually will add a lot of jobs. Busi- 
nesses will go out and buy an airplane and they have to fill it, or 
they buy a piece of machinery and they have to install it and they 
have to man it. So I think that was very appropriate and very good 
policy. 

Now, having said all of that, I think I would entirely agree that 
we need to reduce these budget deficits moving forward when the 
economy is clearly off and running, and I think we are very close. 
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If everything sticks to my script, by next year, we should be in a 
measurably better place and the fiscal austerity that I think is im- 
portant should begin at that point and we should engage in the 
kind of discipline necessary to ensure that we do not crowd out pri- 
vate investment because we will if the Federal Government does 
not pull back quickly once the economy is moving forward. 

Senator Portman. Dr. von Wachter? 

Mr. VON Wachter. So I agree with what Dr. Zandi said earlier, 
that we should be ready, or put mechanisms in place today to gain 
fiscal stability conditional on the unemployment rate falling. We 
should not start tightening our belts at a moment when we may 
need to do important investments, for example, support unem- 
ployed workers and help them when the time is coming, when their 
businesses are starting to hire to help them get out in the labor 
market. 

For example, we were talking earlier about the housing market. 
The difficulty, the regulatory difficulties in the housing market 
may take longer to fix. So if job growth is picking up beforehand, 
we want to be ready to, for example, give people unemployment in- 
surance mobility bonuses to take up jobs in other regions. So we 
have to be able to spend and invest in areas that allow us to grow, 
to get out of the current situation, to then achieve fiscal sustain- 
ability when the unemployment rate is down. 

Senator Portman. Dr. Scheppach? 

Mr. Scheppach. Yes. I would probably agree with Mark, but I do 
think the faster you can enact the changes, the better, even if they 
are not going to go into effect really for a year or a year and a half. 
So to the extent that you can put together a package now and do 
it, I think that is very, very positive. 

Senator Portman. Mr. Edwards? 

Mr. Edwards. I think the way — you know, I agree with Mark 
that the usual way economists think about crowding out is through 
interest rates. The government borrows more. Real interest rates 
go up. Less investment flowing to the private sector. But you can 
also think about it — and I agree that you do not really see that 
now. 

But Federal spending crowds out real resources in the private 
sector. You can think about it this way. If the Department of De- 
fense is — the procurement budget is going way up or the size of our 
force structure is rising, you are taking very high-skilled and tal- 
ented people out of producing stuff for the private sector for private 
markets and they are producing in the government sector. So the 
spending crowds out real resources, even as a separate sort of a 
mechanism from interest rates. 

I would say, in going back to the previous question on when we 
need to make these cuts, we should not think about this in terms 
of one big change, one big giant reform. We obviously have to do 
incremental stuff over time. This year. Congress can cut some de- 
fense. Next year, we can raise the Social Security retirement age, 
and on and on. I do not envy the job of House and Senate members 
over the next few years. It is going to be very painful to be a Mem- 
ber of Congress because you are going to have to cut every year. 
There is no more getting elected and just promising all kinds of 
goodies. That is all going away, I think, for 
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Senator Sessions. Well, as for paying and not cutting, as the 
past election showed, some people got shellacked in the past elec- 
tion — 

Mr. Edwards. Right. 

Senator Sessions [continuing]. And a lot of that was because we 
spent too much. So the myth that somehow it is harder to cut than 
it is to spend 

Mr. Edwards. Right. 

Senator Sessions. I should not have interrupted. Excuse me, Mr. 
Chairman. 

Mr. Edwards. So one 

Chairman CONRAD. No, I think that is a very important point, 
because, frankly, we have — one thing Senator Sessions and I abso- 
lutely agree on is the need to put in place a credible plan as soon 
as possible. A place where we may have a difference is the timing 
and the make-up of the plan. We do not have a difference on the 
absolute essential need to put in place a plan that is serious and 
credible. 

Now, the place where I might differ from what I just heard you 
say is I think you need to have a plan that takes a series of votes 
now that makes these changes over time. That is, I do not want 
to see us in a situation where we do a little bit here and then we 
hope somehow that there is going to be a little more done, because 
my experience around here is you had better act while you have 
the window of opportunity and you had better put in place a mul- 
tiple-year plan that has real discipline associated with it. This op- 
erating year by year around here is, I think, one of the things that 
gets us into trouble. 

Mr. Edwards. Yes. I mean, I sort of partly agree with that, and 
I think you can think about mechanisms you can put in place to 
kind of force changes. I think David Malpass might have testified 
here the other day that he is proposing an idea that he puts sort 
of a cap on public debt as a share of GDP which would force sort 
of constant annual changes to get under that limit. 

I proposed the idea in my testimony of putting a cap on the 
growth in total annual outlays. You pick a number, three or 4 per- 
cent, put it into a statute. Congress has to make sure outlays do 
not rise more than that every year, which would sort of be like the 
1990 BEA, except it would be the overall budget. And again, that 
would force change, force Congress to focus on discipline every 
year. 

Chairman CoNRAD. We need to shut down because we had prom- 
ised witnesses that they would be out by about noon, and I apolo- 
gize we are a little beyond that. But I want to thank this panel, 
just outstanding and we very much appreciate your taking the time 
and energy to present to us here this morning. Thank you. 

The committee is adjourned. 

[Whereupon, at 12:06 p.m., the committee was adjourned.] 
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U.S. Senate, 

Committee on the Budget, 

The committee met, pursuant to notice, at 2 p.m., in room 608, 
Dirksen Senate Office Building, Hon. Kent Conrad, chairman of the 
committee, presiding. 

Present: Senators Conrad, Murray, Wyden, Stabenow, Cardin, 
Whitehouse, Merkley, Begich, Coons, Sessions, Enzi, Crapo, En- 
sign, Cornyn, Graham, Thune, Portman, Toomey, and Johnson. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to say for my colleagues, there will be a full turnout of 
the committee for this hearing, but we have a series of things going 
on simultaneously. The Tuesday caucuses of both parties are still 
underway. There is an event at the White House that has mem- 
bers. The Finance Committee is meeting with the Secretary of 
Health on the President’s budget simultaneously. And we have a 
vote scheduled at 2:35. 

Senator Sessions. But you are minding the store. 

Chairman CoNRAD. We are minding the store. Senator Sessions. 

I want to indicate that because of the kind of turnout we are an- 
ticipating and because of the interruption for the vote, my intention 
will be to do 5-minute rounds, and then if we get a chance, we will 
go deeper, have a second round. But with all these hurdles, I think 
9iat is the only way we can get through this afternoon. 

I want to welcome everybody. Today’s hearing focuses on the 
President’s budget proposal for 2012. Our witness today is the 
0MB Director, Jack Lew. Welcome back to the committee. Jack. 
You are no stranger here. Thank you again for agreeing to take on 
this very challenging task at this difficult time. I am sure when 
you finished your first term, you never imagined you would be 
serving again and that it would be at a time when the Nation faces 
a 1-year deficit of over $1.5 trillion. When you last left, you left a 
balanced budget. In fact, you left surpluses, and I think you can 
be forever proud of your legacy. 

This is a challenging time for the country and the budget cer- 
tainly reminds us of that fact. I have said consistently over the last 
2 years that during the financial crisis and economic downturn, I 
think the administration acted quickly and decisively to make deci- 
sions that rescued us from a financial collapse. And I would credit 
the ending days of the previous administration for starting to put 
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in place those policies to prevent what I believe would have been 
a financial collapse. 

At the same time, I have been critical about the need for simi- 
larly decisive action now to pivot to dealing with our long-term 
debt threat. Make no mistake, we are at a critical juncture. We are 
borrowing 40 cents of every dollar we spend. Spending is at the 
highest level of a share of our economy in more than 60 years and 
revenue is at its lowest level as a share of the economy in over 60 
years. Not surprisingly, we are seeing deficits, then, at record lev- 
els. Deficits are now projected to be over 10 percent of GDP this 
year. 
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This next chart depicts the gross Federal debt as a percent of the 
economy under the President’s 2012 budget. It shows the debt 
reaching 100 percent of GDP this year and rising slightly through- 
out the remaining budget window. It is important to remember 
that many economists regard anything above 90 percent as the 
danger zone. And let me repeat what I have said at every meeting. 
The findings of economists Carmen Reinhart and Ken Rogoff in 
their book about 200 years of financial crisEs, and I quote, “We ex- 
amine the experience of 44 countries spanning up to two centuries 
of data on central government debt, inflation, and growth. Our 
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main finding is that across both advanced countries and emerging 
markets, high debt-to-GDP levels, 90 percent and above, are associ- 
ated with notably lower growth outcomes.” 


Gross Debt as Percent of 
GDP Under Obama Budget 
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So, look, these deficits and debt are not just numbers on a page. 
They are the fundamentals that have a lot to say about our future 
economic prospects. What is the economic opportunity going to be 
for our people? What are the job creation opportunities going to be? 
What is the economic position of our nation going to be? 



465 


Economists Reinhart and Rogoff 
on Danger of Gross Debt Above 
90 Percent of GDP Threshold 

“We examine the experience of 44 countries 
spanning up to two centuries of data on 
central government debt, inflation and 
growth. Our main finding is that across 
both advanced countries and emerging 
markets, high debt / GDP levels (90 percent 
and above) are associated with notably 
lower growth outcomes.” 

-Carmen M. Reinhart and Kenneth S. Rogoff 
“Growth in a Time of Debt,” American 
Economic Review: Papers & Proceedings 
May 2010 


And unfortunately, as disturbing as the current situation is, the 
long-term outlook is even more dire. It is this deteriorating long- 
term outlook that is the biggest threat to this nation’s future eco- 
nomic strength and security. 

Now, let me give credit where credit is due. The President’s 
budget does include modest steps for addressing the fiscal situa- 
tion. Here are a few key savings that I have identified in the Presi- 
dent’s budget. 

No. 1, a 5-year non-security discretionary freeze with estimated 
savings of $400 billion. That is not insignificant and I praise the 
administration for it. 

They also have paid for the doc fix for 2 years with specific off- 
sets. That, too, is an advance. 

Third, they have advocated significant changes to the Pell Grant 
program, eliminating the second Pell Grant payment and ending 
in-school interest deferment for graduate students. 

Fourth, they have improved the ability of States to repay the un- 
employment insurance fund. 

And five, they have authorized the Pension Benefit Guaranty 
Corporation to raise premiums to better ensure the program’s long- 
term solvency. 





466 


Savings Proposals 
in Obama Budget 

• 5-year non-security discretionary freeze 

• Health care - pay for Doc fix for two years 
with specific offsets 

• Education - eliminate second Pell payment; 
end in-school interest deferment for graduate 
students 

• Ul - improve ability of states to repay Ul loans 

• PBGC - authorize PBGC board to raise 
premiums 


Critically important steps. I applaud the President for those pro- 
posals. I wish there had been even more. I supported the deficit 
and debt reduction plan assembled by the President’s Fiscal Com- 
mission, and while not perfect, continue to believe that it provides 
a better way forward beyond the next 2 years. I give the President 
good marks for the next 18 months to 2 years. What I am con- 
cerned about is the longer term, and over the next decade, I believe 
we need a package of debt reduction approaching what the Fiscal 
Commission laid out of some $4 trillion. 

What we need, I believe, is an entire package with everything on 
the table that deals with fundamental reform of our tax system, 
and we have to address the entitlements, because with a doubling 
of people eligible over the next coming years, we are on an 
unsustainable course. I believe what is needed is bipartisan rec- 
ognition that we have to face up to the budget realities. Both sides 
have to be willing to move off their fixed position and find common 
ground, and that means we must look beyond the mere 12 percent 
of the budget that is being focused on when we look at just non- 
security discretionary spending. That is only 12 percent of the 
budget. That cannot carry the full load of facing up to the debt 
threat. You cannot solve this problem by looking at just 12 percent 
of the budget. This problem is too large and too important. 
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Let me concluiie by citing recent testimony from Feiieral Reserve 
Chairman Bernanke in which he cites the benefits of acting now. 
Specifically, he stated, “Acting now to develop a credible program 
to reduce future deficits would not only enhance economic growth 
and stability in the long run, but could also yield substantial near- 
term benefits in terms of lower long-term interest rates and in- 
creased consumer and business confidence.” 
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Fed Chairman Bernanke on 
Economic Benefit of Acting Now 
to Address Long-Term Debt 

“Acting now to develop a credible 
program to reduce future deficits 
would not only enhance economic 
growth and stability in the long run, 
but could also yield substantial near- 
term benefits in terms of lower long- 
term interest rates and increased 
consumer and business confidence.” 

- Federal Reserve Chairman Ben S. Bernanke 
Testimony before House Budget Committee 
February 9, 2011 


I hope people are listening. I hope my colleagues are listening. 
We cannot afford to wait until markets collapse, and I say to my 
colleagues, that is the course that we are on. I believe it without 
question, that we are on a course that will lead to a financial dis- 
aster, and it is our responsibility to bring the country back from 
the brink. It is our obligation and it has to start here. 

With that, we will turn to Senator Sessions for his opening state- 
ment, and I want to at this point thank Senator Sessions and his 
team for the courtesy that they have given us in working out the 
scheduling of hearings going forward. It has been a very positive 
and constructive working relationship. I want to thank Senator 
Sessions and your entire team for the cooperation. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you. Thank you. We have a lot to do 
and you have had a lot of hearings and a lot of work. We have no 
choice but to support you in that and we will continue to do so. 

Mr. Lew, thank you for joining us at this hearing, and it is an 
important one at a critical point in history. 

Yesterday, the President submitted his formal budget to the Con- 
gress, as law requires. It is the President’s third budget and the 
last budget that will cover a full year of his current term in office. 
It was one of his last chances to put forward a serious proposal to 
address our growing financial crisis. 

Our crushing debt undermines confidence in our economy, weak- 
ens our standing in the world, and results in devastating job losses 
to Americans. A recent study showed that our debt may already be 
costing us a million jobs a year. Nearly every expert that has testi- 
fied before this committee has sounded the warning call. So, too. 
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has the International Monetary Fund, Moody’s, our own Federal 
Reserve. All have cautioned us to turn back from the abyss of run- 
away spending and debt. 

And yet the President has submitted a budget yesterday that 
fails to change course. It was a very un-serious response to a very 
serious problem. The President’s budget would increase spending 
every single year, doubling the nation’s debt by the end of his first 
term and tripling it by the end of his budget. It would also impose 
$1.6 trillion in new taxes on families and b^usinesses, a further bar- 
rier to jobs and growth. 

Erskine Bowles, the Democratic Co-Chair of the President’s own 
Fiscal Commission did not mince words Sunday. Speaking to the 
Washington Post, Mr. Bowles said that the budget goes, quote, “no- 
where near where they will have to go to resolve our fiscal night- 
mare.” 

Across the nation, editorials rebuked the President for not rising 
to the occasion. The Washington Post said the President punted. 
The Los Angeles Times said the budget landed with a thud. USA 
Today said the budget was a shame and economically risky. The 
Wall Street Journal said it was transparently cynical. The New 
York Times said the budget is most definitely not a blueprint for 
dealing with the real long-term problems that feed the budget def- 
icit. Investors Business Daily said the President’s plan, quote, “will 
lead inevitably to a weaker economy and perhaps even default.” 

My goal here is not to excoriate the President, but for me, it is 
a point of sadness, not satisfaction, that we have seen such a weak 
response. A historic opportunity has been lost. Maybe it can be re- 
covered, but at this moment, it has been lost. Like when President 
Nixon went to China or President Clinton signed welfare reform, 
this could have been the President’s moment to rally diverse polit- 
ical factions behind a common cause. I believe the country is ready. 

Our nation is confronted with a defining challenge. Our financial 
future hangs in the balance, but the President has suggested he is 
waiting for Congress to put forward a serious proposal first. That 
is not leadership. It is going to be hard for Congress to fulfill that 
role without Presidential leadership. 

Did Winston Churchill say he was waiting for Parliament to 
come up with a plan to win the war? When a nation is faced with 
any threat, great or small, financial or military, it is the job of the 
nation’s chief executive to step forward with a plan. But not only 
has the President failed to lead, but his administration, sad to say, 
has consistently attacked Republicans when they do step up and 
put forward bold ideas to reduce spending or address our spiraling 
debt. 

In recent days, it seems the White House has been more inter- 
ested in spend than in honest conversation about the serious chal- 
lenges we face. What the President does not seem to realize is that 
the fight over our budget is about much more than politics. It is 
about economic survival. 

But while I am deeply disappointed, my confidence in the future 
is not diminished. If Washington does not change direction, the 
American people will change the direction of Washington. We see 
Governors like Governor Christie and Governor Cuomo in New 
York gaining popularity and strength from making tough choices. 
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Significant spending reductions may not be easy; they are, indeed, 
not. But they will make us stronger and more prosperous. It is a 
tough road, but it is the right road. It is the road which leads to 
a better future. It is the road we have to be on, Mr. Chairman. 

Chairman CoNRAD. Thank you. Senator Sessions. 

Now we will turn to Director Lew for his opening statement. 
Then we are going to go to questions. 

I would say to my colleagues, again, because we face a vote at 
2:35 and because of the notice by our colleagues that all of them 
intend to be here, we are going to do five-minute rounds and we 
will try to get to a second round. 

Director Lew, please proceed. And again, welcome back to the 
committee. 

STATEMENT OF HONORABLE JACOB J. LEW, DIRECTOR, U.S. 

OFFICE OF MANAGEMENT AND BUDGET 

Mr. Lew. Thank you, Mr. Chairman, Senator Sessions. Thank 
you both for the kind words personally about me. It is good to be 
back here. I remember very fondly my last testimony as Director 
on the last day I was in office and I had a chart that projected a 
surplus of $5.6 trillion over the next 10 years. How far away that 
seems, and that is what we are going to be talking about today, 
how we can turn the tide. 

After emerging from the worst recession in generations, we face 
another historic challenge. We need to demonstrate to the Amer- 
ican people that we can live within our means and invest in the 
future. We need to work our way out of the deficits that are driving 
up our debt and at the same time make tough choices to out-edu- 
cate, out-build, and out-innovate so that we can compete with our 
rivals around the world. This is what it is going to take to return 
to robust economic growth and job creation in the future. 

This is the seventh budget that I have worked on at the Office 
of Management and Budget and it is the most difficult. It includes 
more than $1 trillion of savings from policy, two-thirds from lower 
spending, and it puts the Nation on a path toward what we are 
going to call for the moment fiscal sustainability. That means that 
by the middle of the decade, the government will no longer be add- 
ing to our debt as a share of the economy. Clearly, it is not far 
enough. We all agree there is more work to do. But in order to 
start bringing down the debt, we have to stop adding to it, and this 
budget would get us there. 

By the middle of the decade, we will be able to pay for our cur- 
rent bills and remain in what is called primary balance for many 
years after that. The President has called this budget a downpay- 
ment because there is still going to be work to do to deal with our 
debt and to address the long-term challenges. But we cannot start 
to pay down the debt until we stop adding to it. 

The budget lays out a strategy for significant deficit reduction. 
It is the most significant deficit reduction in a comparable period 
since the end of World War 11. It will bring our deficit into the 
range of 3 percent of the economy by the middle of the decade and 
stay there for the rest of our budget window. 



471 


Changing this trajectory of our fiscal path is a significant accom- 
plishment, but to do it, it will take tough choices and I would like 
to just highlight a few of them. 

The budget, as you have noted, includes a 5-year freeze on non- 
security discretionary spending. This will save $400 billion over the 
next decade and it will bring spending for this part of the budget 
down to the level it was at when President Eisenhower was in the 
Oval Office. To achieve savings of this magnitude, it is going to re- 
quire more than just cutting waste and fraud and abuse and dupli- 
cative programs. We clearly need to start there, but we will not get 
the job done if that is all we do. 

We are going to need to make cuts in places where, if we were 
not facing the kinds of difficult fiscal challenges that we face, we 
would not be making cuts, places like the Low Income Home En- 
ergy Assistance Program and Community Development Grants for 
cities and counties. 

In national security, where we are not freezing the budget, we 
are also making real cuts. Defense spending over the past decade 
has been growing faster than inflation and we can no longer afford 
to sustain that. This budget will cut $78 billion from the Pentagon 
spending plan over 5 years, which will bring defense spending 
down to zero real growth. This is a level that the Secretary and the 
military leadership believe we can do without harming our national 
security, but it will require reductions, and reductions in weapons 
programs that we do not need and we cannot afford. 

We also have additional savings that come from bringing our 
troops home. The troops coming home from Iraq will mean that the 
spending on overseas contingency operations will go down, and 
when you look overall at our defense spending, that means they 
will be 5 percent — more than 5 percent below the request level last 
year. 

As has been noted before and I think we hopefully all agree is 
the case, just cutting discretionary spending will not solve our fis- 
cal problems, and this budget deals with many other issues and it 
deals with mandatory spending and revenue to help deal with our 
fiscal challenges. 

I would like to use two examples of what we are doing in this 
budget to confront these fiscal challenges. For the past number of 
years, there are two areas where Congress has year after year 
taken legislative action for reasons that have bipartisan support. I 
think there is, for good reason, bipartisan support that we should 
not see Medicare reimbursement rates for doctors go down by 30 
percent and we should not see middle-class families be pushed into 
the Alternative Minimum Tax. The problem is that the legislation 
to deal with that has not been paid for, and until last December 
when, frankly, there was a very good and right decision to pay for 
the doc fix, it had not been paid for. 

This budget says we have to stop that. We have to start paying 
for this. And we have specific savings proposals, as the Chairman 
noted, that would pay for the doc fix for the next 2 years. That 
means $62 billion of savings in mandatory programs, dozens of spe- 
cific program changes so that we can have a $62 billion offset to 
pay for 2 years of the doc fix, so between action taken last year and 
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that, we will be able to have time to work toward a new sustain- 
able set of reimbursement policies. 

In the case of the Alternative Minimum Tax, it has not been paid 
for in the past. This budget proposes to pay for it and it proposes 
to do so by putting into the tax code a provision that would limit 
the value of itemized deductions for the top taxpayers, that is fami- 
lies of $250,000 and above, so that they would get the same benefit 
for their itemized deductions that the bracket just below them gets. 
This would return the value of deductions to where it was in the 
Reagan administration. It would be a step toward doing something 
that the Commission proposed, which is that we start to control 
spending in the tax code. These are both downpayments on long- 
term reform to reduce the deficit further and the administration 
looks forward to working with the Congress. 

The President has in the State of Union and the budget made 
clear that we are going to need to work together to solve a number 
of additional problems. In the State of the Union and the budget, 
the President called for deficit-neutral corporate tax reform so that 
we can simplify the system, eliminate special interest loopholes, 
level the playing field, and importantly, lower the corporate tax 
rate for the first time in 25 years so that American businesses will 
be more competitive. 

And while it does not contribute to our deficits in the short- or 
medium-term, the President has laid out his principles to strength- 
en Social Security and he has called on Congress to work in a bi- 
partisan fashion to address this compact for future generations. 

As we take these steps to live within our means, we also invest 
in areas critical to the future economic growth and jobs creation. 
We invest in education, innovation, clean energy, and infrastruc- 
ture. But even in those areas, we have had to make tough tradeoffs 
in order to fund our high-priority programs. 

As the Chairman noted in his opening remarks, we worked hard 
to maintain the Pell Grant levels that we worked together to put 
in place so that nine million students can get a Pell Grant of 
$5,550 a year. We pay for it in this budget with $100 billion in sav- 
ings, primarily from ending the summer school Pell Grant and by 
changing the way we treat interest when graduate students have 
loans while they are in school. 

In the area of innovation, we support $48 billion in research and 
development, which includes $32 billion for the National Institutes 
of Health and it meets visionary goals to bring a new clean energy 
economy into place. To help pay for these investments, lower-pri- 
ority programs are cut, and we do eliminate 12 tax breaks for the 
oil, gas, and coal companies that will raise $46 billion over 10 
years. 

And to build the infrastructure that we need to compete, the 
budget includes a proposal for a $556 billion Surface Transpor- 
tation Reauthorization bill, and the plan consolidates over 60 dupli- 
cative programs which have often been earmarked into five, which 
demand more competition for funds, and we insist that it be paid 
for, because we cannot afford to do this if we do not pay for it. 

Mr. Chairman, I have no illusions, and we have very difficult 
challenges ahead. We need to make tough choices if we are going 
to put our country back on a sustainable fiscal path. As we make 
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these choices, it is important that we not cut the areas that are 
critical to helping our economy grow and make a difference in fami- 
lies and businesses. 

Finally, cutting spending and cutting our deficits is going to re- 
quire that we put our political differences aside and that we work 
together. I look forward to working with you as we craft a set of 
policies so that we can live within our means and invest in the fu- 
ture. 

I thank you and look forward to answering your questions. 

[The prepared statement of Mr. Lew follows:] 
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TESTIMONY OF 
JACOB J. LEW 
DIRECTOR 

OFFICE OF MANAGEMENT AND BUDGET 
BEFORE THE 

SENATE COMMITTEE ON THE BUDGET 
February IS, 2011 

Chairman Conrad, Ranking Member Sessions, and Members of the Committee, thank you for 
inviting me to testify this afternoon about the President’s Fiscal Year 2012 Budget. 

As the President has said, now that the country is back from the brink of a potential economic 
collapse, our goal is to win the future by out-educating, out-building and out-innovating our 
competitors so that we can return to robust economic and job growth. But to make room for the 
investments we need to foster growth, we have to cut what we cannot afford. We have to reduce 
the burden placed on our economy by years of deficits and debt. 

This is the seventh budget I have worked on at OMB and the most difficult. It is a budget of 
shared sacrifice across the Federal government. It is a budget that makes tough choices to begin 
to tackle our major fiscal challenges. It is a budget that transitions from rescuing the economy to 
investing in our future. It is a budget that lives within our means in order to compete effectively 
in the world economy. 

Then and Now 

The world has changed since I last served at OMB. When I left OMB in January 2001, we had 
balanced the budget and projected a surplus of $5,6 trillion over the next decade. In fact, we 
projected that the U.S. would effectively be debt-free by 2013. Unprecedented economic growth 
was certainly a key driver of budget surpluses. But in a virtuous cycle, a commitment by the 
President and the Congress to maintain a surplus reinforced expectation of Federal fiscal 
responsibility, which had a positive impact on interest rates and further helped to spur economic 
growth. This surplus was the result of year after year of fiscal discipline including budget 
agreements in 1 990, 1 993 and 1997. Presidents and congressional majorities from both parties 
reached across the aisle to make tough policy choices. 

When I returned as OMB Director last November to a projected deficit of $10.4 trillion — a 
sixteen trillion dollar swing in just over ten years — the fiscal picture could not have been more 
different. Large deficits were driven by two main factors: first, the worst economic downturn in 
a generation and pmlicy response necessary to rescue the economy, and second, the decision in 
prior years to give two large tax cuts without offsetting them and to create a Medicare 
prescription drug benefit without paying for it. 
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Clearly, the challenges we face today are very different than those we faced more than a decade 
ago, when many of us worked together to balance the budget. 


Our Record 

BrJnsine the Economy Back from the Brink 

It is useful to begin by reviewing the state of our economy, because it shows how far we have 
come but also how far we need to go. 

When the President took office the economy was in freefall. Real gross domestic product (GDP) 
was dropping at an annual rate of 4.9 percent after falling at an annual rate of 6.8 percent the 
previous quarter. The economy was losing an average of 783,000 private sector jobs per month. 
A steep decline in the stock market combined with falling home prices led to a significant loss of 
household wealth. Between the third quarter of 2007 and the first quarter of 2009, the real net 
worth of American households declined by 28 percent - the equivalent of one year’s GDP. 

In the last year, we have seen some encouraging signs that the trajectory has changed and that a 
recovery is beginning to take hold. An economy that had been shrinking for nearly a year is now 
growing again — over the past six quarters, through the first quarter of FY 201 1, real GDP has 
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grown at an average rate of 3.2 percent. After nearly two years of job losses, more than one 
million private sector Jobs were added to the economy in 2010. Capital and credit markets arc 
functioning and gaining strength. And after teetering on the brink of liquidation Just two years 
ago, America’s auto industry is posting healthy gains and returning money to the taxpayers W'ho 
helped it through a period of turmoil. 

What changed? 

Just 28 days after taking office, the President signed into law the Recovery Act to create and save 
Jobs and to invest in an economy able to compete in the 21”’ century. Approximately onc-third, 
or $288 billion, of the Act’s funds went to tax cuts for small businesses and 95 percent of 
working families. Another third, or $224 billion, was used for emergency relief for individuals 
and state and local governments. The final third was invested in projects to create jobs, spur 
economic activity, and lay the foundation for future sustained grow'th. 

This investment had a powerful impact. The White House Council of Economic Advisers (CEA) 
estimates that the Recovery Act raised the level of GDP as of the third quarter of 2010 by 2.7 
percentage points, relative to what it would have been absent intervention, and raised 
employment relative to what it otherwise would have been by between 2,7 and 3,7 million Jobs 
in the same time frame. 

And we have acted together to build on this growth. In March 2010, the President signed the 
Hiring Incentives to Restore Employment (HIRE) Act that provided subsidies for firms that hired 
workers who were unemployed for at least two months and other Job creation incentives. In 
August, he signed into law $10 billion in additional aid to States to prevent the dismissal of 
160,000 of teachers, police officers, and firefighters nationwide. In September, the President 
signed the Small Business Jobs Act. At the end of 2010, the President signed into law a 
bipartisan agreement on taxes that prevented a tax increase for middle-class families, extended 
unemployment insurance benefits for millions of Americans hardest hit by the recession, 
provided powerful incentives for business investment and Job creation, and temporarily reduced 
the payroll tax which also would help spur macroeconomic demand. Economists from across the 
political spectrum agree that this bill will boost economic growth in 201 1 by 0.5 to 1.2 
percentage points. 

From the Recovery Act to our financial stabilization plan, the President’s tough choices over the 
past two years have helped to save the economy from a second Great Depression. But we are 
keenly aware that the recovery is not happening fast enough for the millions of Americans who 
are still looking for Jobs, and our immediate task is to accelerate economic growth and Job 
creation to get our fellow Americans back to work. That is why the President has proposed an 
up-front investment of $50 billion in building new roads, rails, and runways to upgrade our 
infrastructure and create new Jobs. It is why the President is making key investments in 
innovation, clean energy, and education that will create jobs and make our workforce more 
competitive. And that is why the President laid out a commonsense approach to regulation that 
is pragmatic and evidence-based, and that will protect our health and safety and help lay the 
groundwork for economic growth and job creation. 
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Restorine a Sound Fiscal Policy 

While taking steps to rescue the economy, the President has also worked to restore accountability 
and fiscal responsibility'. In his first Budget, the President confronted directly the fiscal situation 
we inherited, eliminating trillions of dollars in budget gimmicks. Me made a commitment to 
re.storing fiscal responsibility, while recognizing that increasing the deficit in the short term was 
necessary to arrest the economic freefall. The President pledged to cut the deficit he inherited in 
half as a share of the economy by the end of his first term, a commitment this Budget keeps. He 
signed into law pay-as-you-go (PAYGO) legislation that returned the tough budget rules of the 
1990s to Washington. The principle behind PAYGO is simple: all new, non-emergency 
entitlement spending and revenue losses must be offset by savings or revenue increases, with no 
exception for new tax cuts. 

In addition, the President signed into law the landmark Affordable Care Act (ACA), enacting 
comprehensive health insurance reforms that will hold insurance companies more accountable, 
lower health care costs, guarantee more health care choices, and enhance the quality of health 
care for all Americans while reducing the deficit. According to CBO analysis, the Affordable 
Care Act will save more than $200 billion over the next ten years and will reduce the deficit by 
more than $1 trillion over the second decade. This is more deficit reduction than in any 
legislation since the 1990s. At the same time, the ACA’s savings provisions tackle the single 
biggest contributor of our nation’s long-term deficits — rising health care costs. 

While taking major steps to bring down our deficits, the President also demanded that the 
Government spend every taxpayer dollar with as much care as taxpayers spend their own dollars. 
The President proposed legislation to create an expedited rescission authority so that unnecessary 
spending can be struck swiftly and constitutionally. Through his Accountable Government 
Initiative, the Administration has launched a host of initiatives to streamline what works, cut 
what does not, and eliminate wasteful spending. These initiatives include focusing agencies on 
identifying and delivering on their top priorities, a comprehensive strategy to reform 
Government contracting that will save $40 billion by the end of 201 1, an initiative to reduce the 
amount of improper payments made by the Government by $50 billion, a review and reform of 
information technology use and procurement, an initiative to reduce administrative overhead by 
billions and improve performance, and an effort to dispose of billions of dollars of unneeded and 
under-utilized real property assets. 

Each year since entering office, President has asked his Administration to go line-by-line through 
the Budget to identify programs that are outdated, ineffective, or duplicative. In his first two 
Budgets, the President identified more than 120 terminations, reductions, and savings, totaling 
approximately $20 billion in each year. These terminations ranged from a radio navigation 
system for ships made obsolete by GPS to new F-22 fighter jets. While recent administrations 
have seen between 15 and 20 percent of their proposed discretionary cuts approved by the 
Congress, the Administration saw 60 percent of its proposed discretionary cuts become law for 
2010. 

Finally, in April 2010, the President created the bipartisan National Commission on Fiscal 
Responsibility and Reform, and charged the Commission with identifying policies to improve 
the fiscal situation in the medium term and to achieve long-term fiscal sustainability. The 
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Commission made an important contribution, beginning the process of building a bi-partisan 
consensus on the nature of the challenge we face and expanding the debate to include a broader 
range of options. While the Administration doesn’t agree with every recommendation in the 
report, there are many areas of this budget that reflect the work of the Commission. 


Living within our Means and Investing in the Future 

Now that the country is back from the brink of a potential economic collapse, our goal is to win 
the future. But we cannot do so if we arc saddled with increasingly growing deficits. This 
Budget builds on recent progress and lays out a comprehensive and re.sponsible plan that will put 
us on a path toward fiscal sustainability for the rest of the decade — a down payment that will 
build a strong foundation to tackle our long-term challenges. 

The projected deficit this year is nearly 1 1 percent of GDP, the highest level since W'orld War II, 
reflecting the severity of the recession and our temporary measures to generate jobs and growth. 
The Budget lays out a path of rapid deficit reduction — the most deficit reduction in a comparable 
period since World War II. In the second half of the decade and beyond, debt is no longer 
growing as a share of GDP — a key indicator of fiscal sustainability. Redirecting our fiscal path 
on this downward slope is a significant accomplishment, one which will take tough choices and 

2012 BUDGET OVERVIEW 
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shared sacrifice — and is essential for the long-term competitiveness of the American economy. 

The first step to reducing our deficit is maintaining a strong economy, which is a key priority for 
the Budget. As the baseline projections show, with economic growth we begin to make 
substantial progress at reducing the deficit even before we make additional policy changes. 
However, even with a sustained recovery, simply continuing current policies does not get the job 
done - it would leave us with deficits of between 4 and 5 percent of GDP — with debt growing at 
an unsustainable rate through the end of the decade and beyond. 

To stay on a path towards sustainable deficits on the order of 3 percent of GDP, we make tough 
choices across all areas of the Budget to identify more than $ I trillion in savings - two thirds 
from spending reductions. This requires deeisions beyond just separating the good programs 
from the bad. It means broadly sharing sacrifices in all areas of the Budget in order to make 
critical investments in areas most important to growth and competitiveness. And it means 
reducing spending in areas where we continue believe there is still important work to do. It 
cannot be achieved by simply looking at discretionary spending - we need to look at mandatory 
and revenue policies as well. An overview of key decisions in the FY 2012 Budget is as follows: 

• Non-security discretionary. The Budget proposes to freeze non-sccurity discretionary 
spending for five years, which saves more than $400 billion over the next decade and 
brings this eategory of spending to its lowest level as a share of the economy since 
Dwight Eisenhower was in offiee. 

• Security discretionary. The Budget reflects tough decisions in areas outside of the non- 
seeurity freeze — bringing Defense spending down from a long period of signifieant real 
growth to zero real growth, saving $78 billion over the next five years relative to last 
year’s plan. Reflecting the winding down of military operations in Iraq, the Overseas 
Contingency Operations (OCO) budget for IX)D in 2012 will be about 26 percent lower 
than levels in the President's 201 1 request. As a result, the overall defense budget, 
including OCO. will be down by 5.2 percent from last year’s request. 

• Health care. The Budget fully pays for a two-year extension of current Medicare 
physician payment rates with $62 billion in health care savings, preventing a payment cut 
of over 25 percent. The Budget also proposes incentives for States to implement medical 
malpractice reforms to further reduce the growth of health care costs. 

• Revenues. The Budget pays for three years of AMT relief by cutting the value of tax 
expenditures for high-income taxpayers by 30 percent, The Budget also opposes any 
further extension of the unaffordable upper-income tax cuts to two years. 

• Fiscal stewardship. The Budget includes several proposals to reduce the risk of future 
liabilities. These include giving the Pension Benefit Guaranty Corporation (PBGC) the 
ability to adjust premiums to reflect all risks facing the pension insurance system and 
proposing reforms to encourage State responsibility and improve the solvency of the 
Unemployment Insurance Trust Fund, 
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Shared Sacrifices, Hard Choices 

To be competitive in the 2P‘ Century, the United States cannot be weighed down by crippling 
budget deficits. inetTective programs that waste tax dollars, and a government that is not 
accountable to the American people. 

Five-year non-security freeze. It would be short-sighted to cut spending across the board and 
shortchange critical areas for growth and competitiveness - such as education, innovation, and 
infrastructure - or carelessly slash programs that protect the most vulnerable. This means that 
some cuts must be deeper to make room for key investments. In his 201 1 Budget request, the 
President proposed a three-year, non-security discretionary freeze. As the economic recovery 
takes hold, the President believes that it is important to go further and is now proposing a five- 
year, non-security discretionary freeze. This is an extension of the freeze proposed last year, 
based on 201 0 enacted levels. This freeze would be the most aggressive effort to restrain 
discretionary spending in 30 years and, by 2015, would lower non-security discretionary funding 
as a share of the economy to the lowest level since Dwight D. Eisenhower was president. Over 
the decade, the five-year freeze saves more than $400 billion. 

Program terminations, reductions, and savings. In part to meet this freeze, the Budget 
includes over 200 terminations, reductions, and savings totaling more than $33 billion in savings 
for 2012 alone. On their own, these cuts will not solve our fiscal problems, but they are a critical 
step to creating a more responsible and accountable Government and a key component of a 
comprehensive deficit reduction strategy. It is never easy to end or cut programs; they all have 
advocates. Some programs are duplicative, outdated and ineffective. But we also had to choose 
programs that, absent the fiscal situation, we would not cut: 

• Low-Income Housing Energy Assistance Program (LIHEAP). The Budget cuts 
LIHEAP by more than $2 billion, returning LIMEAP funding to 2008 levels, prior to the 
energy price spikes. However, in this difficult fiscal environment, we cannot afford to 
maintain the expansion to the program. 

• Community Services Block Grant (CSBG). CSBG has helped to support community 
action organizations in cities and towns across the country. These are grassroots groups 
working in poor communities, dedicated to empowering those living there and helping 
them with some of life’s basic necessities. These are the kinds of programs that President 
Obama worked with when he was a community organizer, so this cut is not easy for him. 
Yet for the past 30 years, these grants have been allocated to virtually the same 
organizations, using a formula that does not consider how good a job the recipients are 
doing. The Budget proposes to cut financing for this grant program in half, saving $350 
million, and to reform the remaining half into a competitive grant program, so that funds 
are spent to give communities the most effective help. 

• Grants-in-Aid for Airports. The Budget lowers funding for the airport grants program 
to $2.4 billion, a reduction of $1.1 billion, by eliminating guaranteed funding for large 
and medium hub airports. The Budget focuses the traditional Federal grants to support 
smaller commercial and general aviation airports that do not have access to additional 
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revenue or other outside sources of capital. At the same time, the Budget would allow 
larger airports greater flexibility to generate revenue with increased non-Fcderal 
passenger facility charges. 

These cuts arc not limited to a few agencies. Rather, these cuts reflect shared sacrifice across the 
Federal government — even for agencies that are central to out-competing, out-building, and out- 
educating in the 21®' century. For example, the Department of Education has made difficult 
decisions in order to maintain historic increases for Pell Grants, which are critical to creating 
future generations that arc well-educated and globally-competitive. The Administration would 
put Pell Grants on firm financial footing through steps that include eliminating the in-school 
interest subsidy for loans to graduate students and ending the new year-round Pell Grant, which 
offers students a second Pell Grant in one year, but has cost ten times more than anticipated. The 
Budget also eliminates 13 discretionary programs at the Department of Education and 
consolidates 38 K-I2 programs into 1 1 new programs that emphasize using competition to 
allocate funds. 

Federal civilian employee pay freeze. Federal workers are patriots who work for the Nation 
often at great personal sacrifice. They deserve our respect and gratitude. But just as families and 
businesses across the country are tightening their belts, so too must the Federal government. On 
his first day in office, the President froze salaries for all senior political appointees at the White 
House, In his Budget last year, the President proposed e.xtcnding that freeze to other political 
appointees, and he eliminated bonuses for all political appointees across the Administration. 
Starting in 2011, the President has proposed and Congress enacted a two-year pay freeze for all 
civilian Federal workers. This will save $2 billion over the remainder of 201 1, $28 billion over 
the next five years, and more than $60 billion over the next 10 years. 

Savings in discretionary security programs. The President’s Budget also demands cuts and 
savings in security programs. DOD, in particular, has seen an average increase to its base budget 
of 7.4 percent a year over the past decade. Moving forward, DOD is pursuing a variety of 
strategies to set the course for zero real growth in defense spending, and saving $78 billion in its 
base budget (including $13 billion in FY 2012) relative to FY 201 1’s request for the next five 
years. Secretary Gates will oversee a package of terminations, consolidations, and efficiencies in 
operations to slow this growth, and these savings will be used to fund programs and efforts 
critical to the armed forces and the security of the Nation. Reflecting the winding down of 
military operations in Iraq, the Overseas Contingency Operations (OCO) budget for DOD in 
2012 will be about 26 percent lower than levels in the President’s FY 201 1’s request. As a 
result, the overall defense budget, including OCO, will be down by 5.2 percent from last year’s 
request. 

Administrative savings. Allowing waste is never right, and it is especially intolerable in a time 
of tightening belts and tough decisions. Continuing the President’s Accountable Government 
Initiative, the Budget cuts $2 billion in administrative overhead like travel, printing, supplies, 
and advisory contract services; establishes a process to quickly sell excess and under-utilized 
Federal real estate; and embraces competitive grant programs based on the Race to the Top 
model. This model is applied to programs from early childhood education through college; to 
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allocate grants for transportation; to bring innovation to workforce training; and to encourage 
both commercial building efficiency and electric vehicle deployment. 

Reorganize government. We live and do business in a global economy, but the organization of 
our government has not kept pace with the private sector advancements of the 2 1*‘ century. 

Many of our government organizations have .strayed from their original or core missions, 
evolving out of inertia rather than in response to the changing needs of the groups they serve. 
This has resulted in duplicative and incITective programs that persist and grow over time, and an 
organization of functions that doesn’t always make sense. For example, as the President stated 
in his State of the Union address, there are twelve different agencies that deal with exports, 
Americans deserve a streamlined, efficient and well-functioning Federal government that is 
responsive to the needs of its citizens and of the private sector. 

The Budget reflects the President’s commitment to reorganizing the Federal government to 
ensure that our resources are being used effectively and effieicntly, with a particular focus on 
making the U,S, more competitive. In the coming months we will be working to identify where 
we can merge, consolidate and eut in order to better facilitate the needs of all Ameriean 
companies, entrepreneurs, and innovators and give these engines of economic growth a leg up in 
the global economy. The President plans to submit a proposal to Congress to enact the changes 
necessary to reorganize the Federal government in a way that best serves the goal of a more 
competitive America. 


Investments in our Future 


The best antidote to a growing deficit is a growing economy, which spurs expanded employment, 
higher revenue collection, and lower demand for spending on safety net programs like 
unemployment insurance nutrition assistance. Putting the Nation on a sustainable fiscal path and 
getting our deficits under control are critical to making the United States competitive in the 
global economy, and the Budget lays out a strategy to do this. At the same time, it also 
recognizes that we cannot cut back on investments that will fuel future economic growth 
particularly since sustained and robust economic growth plays a very significant, long-term role 
in reducing deficits. While the Budget identifies cuts and savings and asks for shared sacrifices 
across the government, it also invests in areas critical to helping America win the race for the 
jobs and industry of the future. 

We must target scarce Federal resources to the areas critical to winning the future: education, 
innovation, clean energy, and infrastructure. 


Edueate a competitive future workforce. In an era where most new jobs will require some 
kind of higher education, we have to keep inve.sting in the skills of our workers and the education 
of our children. This Budget continues to support the President’s commitment to once again 
have the highest proportion of college graduates in the world by 2020, and continues the reform 
agenda not just by devoting significant resources to where they are needed, but also by ensuring 
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that those funds arc being invested in programs that deliver results efficiently and effectively. 
This Budget calls for: 

• Maintaining the Pell Grant maximum award at $5,550. Since 2008, the Administration 
has increased the maximum Pell Grant by $819, ensuring access to postsecondary 
education for over 9 million students from low-income families. 

• Supporting reform of K-12 education with expanded Race to the Top and other 
innovative, evidence-based programs that encourage innovation and reward success, and 
expands the Race to the Top concept to early childhood education with $350 million to 
establish a new', competitive Early Learning Challenge Fund for States, 

• Establishing a Workforce Innovation Fund that will encourage States and localities to 
break down barriers among programs, test new ideas, and replicate proven strategics for 
delivering better employment and education results at a lower cost per outcome. 

Investment in R&D and transformational technologies. To compete in the 21” century 
economy, we need to create an environment where invention, innovation, and industry can 
flourish. That starts with continuing investment in the basic science and engineering research 
and technology development from which new products, new businesses, and even new industries 
are formed. We must focus in areas that show the greatest promise for job creation to position 
ourselves to get ahead of our competitors and be a leader in emerging industries. This Budget 
makes significant investments in clean energy technology and research and development to 
nurture the United States as a world leader in innovation. To meet these goals, the Budget calls 
for: 

• Providing $148 billion for research and development. This level of funding continues the 
effort to double investments in basic research at the National Science Foundation, 
Department of Energy Office of Science, and the National Institute for Standards and 
Technology (NIST); provides robust investment in biomedical research at National 
Institutes of Health (NIH); and doubles energy efficiency research and development. 

• Making the Research and Experimentation (R&E) tax credit permanent to give 
businesses the certainty they need to make these important investments. In addition, the 
Administration proposes to expand the credit by about 20 percent, the largest increase in 
the credit’s history, and simplify it so that it is easier for firms to take this credit and 
make the investments our economy needs to compete. 

• Bolstering economic rejuvenation in hard-hit areas of our country with new Growlh Zone 
program. Growth Zones will deliver expanded tax incentives for investment and 
employment and a more streamlined access to government assistance to 20 new areas 
facing economic distress as well as growth potential, 

• Providing $8.7 billion for clean energy technology research, development, demonstration, 
and deployment. This includes more than doubling energy efficiency investments and 
increasing renewable energy investments by over 70 percent. The Budget seeks to 
reinforce new approaches to energy research by adding three new energy innovation hubs 
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and expanding investment in the Advanced Research Projects Agency - Energy (ARPA- 
E), In addition, the budget provides $5 billion for Section 48C tax credits for renewable 
energy manufacturing facilities. 

Build a 21*' century infrastructure. To compete in the 21*'century, we need an infrastructure 
that keeps pace with the times and outpaces our rivals, and for too long we have neglected our 
Nation’s infrastructure, its roads, bridges, levees, waterways, communications networks, and 
transit systems. In the Recovery Act, the Administration made the largest one-time investment 
in our Nation’s infrastructure since President Eisenhower called for the creation of a national 
highway system. Wc need to continue to build on those efforts -and to do so responsibly by 
paying for what we build. We cannot strengthen our economy with a modern infrastructure if at 
the same time it weakens our fiscal standing. To give America the world-class infrastructure our 
economy needs, the Budget: 

• Proposes a six-year surface transportation reauthorization that increases average annual 
investment by $35 billion per year, in real terms, over the previous six year authorization 
plus passenger rail funding in those years; this represents a total inflation-adjusted 
increase of sixty percent over the life of the bill. To bring the trust fund under budget 
enforcement mechanisms, the Budget proposes to reclassify trust fund spending on 
surface transportation as mandatory, subjecting it to PAYGO rules and closing score- 
keeping loopholes. 

• Provides $ 1 .2 billion for the Next Generation Air Transportation System, the Federal 
Aviation Administration’s multi-year effort to improve the efficiency, safety, and 
capacity of the aviation system. 

• Invests in smart, energy-efficient, and reliable electricity delivery infrastructure. The 
Budget continues to support the modernization of the Nation’s electrical grid by investing 
in research, development, and demonstration of smart-grid technologies to spur the 
transition to a smarter, more efficient, secure and reliable electrical system. 

• Builds next-generation wireless broadband network to provide access to 98 percent of the 
population, creates a Wireless Innovation Fund, and establishes an interoperable 
broadband network for public safety. These proposals will be fully paid for with 
proceeds from proposed “voluntary incentive auctions” of underused spectrum and other 
spectrum management measures, which will generate more than $27 billion over the next 
decade. In addition to funding the programs above, nearly $ 1 0 billion of these proceeds 
will be dedicated to deficit reduction. 


Building on our progress 


Now that the recovery is beginning to take hold, taking further steps to ensure responsibility has 
to be a priority — not because fiscal austerity in and of itself is virttious, but because there is no 
way that we can compete and win in the world economy if wc are borrowing without an end in 
sight. 
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The President’s Budget is a down payment. It puts the government on a path to reach sustainable 
del'ieits over the next ten years. 'I'his means that for the first time in 10 years, the government 
will again be fully paying for all ofits programs and the debt will stabilize as a share of GDP. 
This is an important milestone — but not the finish line — on the path to a balanced budget. 

We cannot achieve sustainable levels with ever deeper cuts in non-security discretionary 
spending, which is simply not a large enough share of the picture either to cause or to solve the 
whole problem. The President has been clear that we must work on a bipartisan basis to find 
long-term solutions across all areas of the Budget, including Medicare, Medicaid, and tax 
reform. 

Continue efforts to restrain the growth of health costs. Health care comprises one-quarter of 
non-interest Federal spending, and it is the key driver of future deficit growth. According to 
CBO analysis, the Affordable Care Act will save more than $200 billion over the next ten years 
and will reduce the deficit by more than S! trillion over the second decade. This is a pivotal 
achievement, and the President is resolutely committed to implementing the ACA fairly, 
efficiently, and swiftly. But the job is not yet done. The Budget builds on the ACA with 
additional proposals to contain health care cost growth: 

• The ACA made important advances in the area of program integrity, but there are other 
important opportunities to reduce fraud, waste, and abuse in Medicare and Medicaid, 

The Budget includes ideas pulled from external sources, including recommendations 
from the President's Fiscal Commission and from legislation that has received bipartisan 
support. The $62 billion in health savings in the Budget focus on increasing program 
integrity, efficiency, and accountability — not reducing beneficiary access or benefits. For 
example, the Budget extends efficiencies from Medicare competitive bidding for durable 
medical equipment to Medicaid, and prohibits brand and generic drug companies from 
delaying the availability of new generic drugs (“pay-for-delay”). 

• At the same lime, these health savings pay for two years of relief from the Sustainable 
Growth Rate (SGR) formula — preventing a decrease of nearly 30 percent in physician 
payments that would hurt Medicare. This paid-for extension is on top of the three 
previous paid-for extensions of the SGR fix, ineluding the one-year extension enacted in 
December, establishing a pattern of practice that we hope to continue as we work with 
Congress to achieve a permanent fix. 

• Fully implementing the Affordable Care Act achieves cost savings and promotes efficient 
care, including reimbursing doctors and hospitals as Accountable Care Organizations, 
and adjusting payments to hospitals with high readmissions or hospital-acquired 
conditions. Implementing the Act also has the potential to fundamentally transform our 
health system into one that delivers better care at lower cost — a potential that is not fully 
captured in the ACA savings estimates. In particular, the Act incorporates the most 
promising ideas from economists and leaders from across the political spectrum to 
control health care costs. 

• The President’s Budget includes $250 million in grants to States to reform their laws on 
medical malpractice through various approaches such as health courts, safe harbors, early 
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disclosure and offer programs, or other legal reforms. These grants would be awarded 
and administered by the Bureau of Justice Assistance (BJA) in consultation with the 
Department of Health and Human Services. The goal of any reform would be to fairly 
compensate patients who are harmed by negligence, reduce providers’ insurance 
premiums, weed out frivolous lawsuits, improve the quality of health care, and reduee 
medieal costs associated with “defensive medicine.” This proposal is in line with the 
Fiscal commission’s recommendation for “an aggressive set of reforms to the tort 
system.” 

Make a Down Payment on Tax Reform. To foster a competitive economy, we must have 
sensible and affordable tax policy that is consistent with our overall objectives of deficit 
reduction and economic growth. Since the last comprehensive overhaul nearly three decades 
ago, the tax code has been weighed down with revenue-side spending in the form of special 
deductions, credits, and other tax expenditures that do little for middle income families, and 
burdened with generous upper income tax cuts and more generous estate tax cuts for families 
making more than $250,000 a year. To compete and win in the world economy, we cannot 
sustain a tax code burdened with these unaffordable benefits. This is why the President has 
called on the Congress to undertake a fundamental reform of our tax system. As progress 
towards this goal, the Budget calls for: 

• Allowing the 2001 and 2003 High-Income and Estate Tax Cuts to Expire. The 
Administration remains opposed to the permanent extension of these high-income tax 
cuts past 20 1 2, as now scheduled, and supports the return of estate tax to 2009 rates and 
exemption levels. These policies save nearly a trillion dollars over the decade including 
interest effects. We cannot afford these unpaid-for tax breaks for the wealthiest 
Americans and we are committed to limiting the current extension to two years. 

• Beginning the Process of Corporate Tax Reform. The United States has the highest 
corporate tax rate in the world. Part of the reason for this is the proliferation of tax 
breaks and loopholes written to benefit a particular company or industry. The result is a 
tax code that makes our businesses and our economy less competitive as a whole. The 
President is calling on Congress to work with the Administration on corporate tax reform 
that would simplify the system, eliminate these special interest loopholes, level the 
playing field, and use the savings to lower the corporate tax rate for the first time in 25 
years — and do so without adding a dime to our deficit. 

• Paying for the Alternative Minimum Tax (AMT). This Budget provides for a three year 
extension of AMT relief, and is oHset by an across-the-board 30 percent reduction in 
itemized deductions for high-income taxpayers. This is the first time an extension of 
AMT relief has been fully paid for. While our base projections do not assume that we 
eontinue to pay for AMT relief after 2014, the President is committed to working with 
Congress to fully pay for AMT relief beyond this window. Doing so reduces the deficit 
by an additional 1 percent of GDP by the end of the decade relative to the deficit 
reduction in the Budget, 
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Take Steps Now to Reduce Future Liabilities. Looming debts and unfunded liabilities can put 
taxpayers on the line for bailing out programs in the future. The Budget promotes fiscal 
stewardship by restoring responsibility to key areas. First, the Budget proposes to give the 
Pension Benefit Guaranty Corporation (PBGC) Board the ability to adjust premiums and directs 
PBGC to take into account the risks that different sponsors pose to their retirees and to PBGC. 
This will both encourage companies to fully fund their pension benefits and give the PBGC the 
tools to improve its financial soundness without over-burdening the companies it ensures, saving 
$16 billion over next decade. Second, the 2012 Budget provides short-term relief to States by 
providing a two-year suspension of State interest payments on their debt and automatic increases 
in Federal unemployment insurance (Ul) taxes. At the same time, the Budget proposes steps to 
encourage States to put their Ul systems on firmer financial footing and pay back what they owe 
to the Federal government. Beginning in 2014, the Budget increases the minimum wages states 
can subject to unemployment taxes to $15,000. Finally, the Budget proposes to gradually reduce 
the loan portfolios and eligible loan sizes of Fannie Mae and Freddie Mac and end the 
conservatorship of these companies, scaling back government support in a way that allows 
private capital to return without undermining the housing market recovery. 


Begin a Dialogue on Social Security Solvency. The President considers Social Security to be 
one of our most successful programs, and indispensable to workers, people with disabilities, 
seniors, and survivors. The President has been clear that w-e need to strengthen Social Security 
to make sure that Social Security is sound and reliable for the American people, now and in the 
future. The Budget lays out the President’s principles: Reform should strengthen the program 
and its protections for the most vulnerable, without putting at risk current retirees and people 
with disabilities, without slashing benefits for future generations, and without subjecting 
American’s guaranteed retirement income to the whims of the stock market. The President 
believes that the best way forward is for leaders of both parties to come together to discuss the 
way forward on a bipartisan basis. 

Social Security is not contributing to our deficit any time soon. Our goal is to make sure that 
current and future generations arc assured that the system will remain sound for the long term as 
well - to provide the peace of mind that is one of the important benefits of insurance. 

A Way Forward 

There has been a vibrant national conversation on fiscal responsibility over the past several 
months. The President’s Fiscal Commission made important progress in launching a serious 
bipartisan discussion last year, and 1 commend them for resetting the debate on further deficit 
reduction. While the President has not embraced all of their proposals, many of them arc 
included in this year’s Budget. Federal employee pay freezes, medical malpractice reform, a call 
for government reorganization, and the elimination of in-school subsidies for graduate student 
loans are just a few examples. Our Terminations, Reductions, and Savings volume includes 
numerous proposals that were also recommended for termination or reduction by the Fiscal 
Commission. And like the Commission, we make proposals to improve budget discipline, 
including subjecting the Transportation Trust Fund to PAYGO rules and providing for program 
integrity cap adjustments, W'e must take serious steps to both cut spending and cut deficits. We 
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must address these issues in a bipartisan way. And we must do so in a way that is consistent 
with our core values. 

The Fiscal Commission was clear that that the only way to tackle our deficit is to cut excessive 
spending wherever we find it - in domestic spending, defense spending, health care spending, 
and spending through tax breaks and loopholes. Now that the worst of the recession is over, we 
have to confront the fact that our government spends more than it takes in. That is not 
sustainable and we need a comprehensive approach 

The five year non-security freeze achieves significant savings with a dramatic reduction in 
discretionary spending over the coming decade, and it will require commitment from both the 
Administration and Congress to live within that framework. But we have to remember that this 
category of spending represents a little more than 12 percent of our Budget, To make further 
progress, we cannot pretend that cutting this kind of spending alone will be enough. Looking 
forward, we will have to make hard decisions to further reduce health care costs, including 
programs like Medicare and Medicaid, which are the single biggest contributor to our long-term 
deficit. Health insurance reform will slow these rising costs, which is part of why nonpartisan 
economists have said that repealing the health care law would add a quarter of a trillion dollars to 
our deficit. Still, we need to look at other ideas to bring down costs, and the proposals in this 
year’s Budget are a first step. And we cannot afford a permanent extension of the tax cuts for the 
wealthiest two percent of Americans if we are committed to achieving a sustainable deficit. 

This Budget builds on the work of the last two years, and makes a down payment on a strong 
American future. Much work remains to be done. We need to take steps to reduce our future 
liabilities. And we need to work to shape our government into one that is more affordable, more 
effective, and more efficient. 

I look forward to working with both houses of Congress in the coming months as we work to put 
our fiscal path back on a sustainable course. 
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Chairman CONRAD. Thank you, Director Lew. 

Let me start with what I see as the best news in the proposal 
of the President, and that is that he brings down the deficit as a 
share of the Gross Domestic Product quite sharply, from almost 11 
percent of GDP down to just over 3 percent of GDP during the 10- 
years. That is critically important because that does stabilize the 
debt. 

But let me go to the question of the level of our gross debt, be- 
cause as I see the President’s proposal, we get to a gross debt of 
over 100 percent of our GDP and just stay stuck there. So it is true 
the debt is stabilized, but it is stabilized at a level that is too high. 
Why do I say 100 percent of GDP is too high? Because the best in- 
formation we have available to us, the Reinhart-Rogoff study of 200 
years of fiscal history and 44 countries say when your gross debt 
is over 90 percent of GDP, the chances increase that your future 
economic growth will be substantially reduced. 

And this is what we see in terms of the gross debt as a share 
of GDP the 10-years of the President’s budget. It is over 100 per- 
cent the entire time. That, to me, is just not wise. It is not accept- 
able. It is not a fiscal strategy that the country should embrace. 

I understand that the President’s budget is an opening bid. We 
all know there is a negotiation that will have to ensue. It will have 
to involve both houses of Congress, both parties and the President. 

The question that I would have for you is how does that serious 
conversation get started? We have a budget, but a budget resolu- 
tion, as you know, is purely a Congressional document. It never 
goes to the President for his signature or veto. So the question I 
have for you and the question I think many of us are struggling 
with is how do we get to the serious discussion of getting not only 
the debt stabilized — I will grant you, you do that. To me, that is 
not enough, because the second step is we have to work this debt 
down, and just stabilizing it for 10 years at a level that is too high, 
that cannot be the answer. At least, to me it cannot be the answer. 
So how do we get, in your judgment, this more serious negotiation 
started? 

Mr. Lew. Senator, I think that, first, stabilizing the debt is not 
something that we can take for granted. There are a lot of hard de- 
cisions that we are going to need to make in order to bring the def- 
icit down to 3 percent of GDP. If we do not take the tough actions 
that are laid out in this budget, we will be closer to 5 percent of 
GDP, not 3 percent of GDP. 

So I think as a first matter, it is not just a question of building 
confidence. It is kind of like you have to walk before you run. We 
have to do this in order to get to the next step. So I think that 
when we describe this — when the President has described this 
budget as a down payment, I think it is important to note that get- 
ting that down payment is in and of itself going to be a hard ac- 
complishment and it is something we are going to need to work to- 
gether on, because I know there are a lot of things in our budget 
that will not be immediately accepted and we are going to have to 
work toward a set of policies that get us there. 

In terms of the long term, you know, I think the process always 
begins with the President putting a budget on the table. The Presi- 
dent has a comprehensive responsible budget. That is the first, not 
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the last, step in the process. The President has worked very hard 
to try in the State of the Union, in his budget, in his remarks 
today, to establish an atmosphere where we could start to build 
trust that builds on the success we had at the end of last year 
where I think there was a process of beginning to learn how to 
work together across party lines. 

I have worked on bipartisan agreements from both ends of Wash- 
ington, from the Congress when I was in the Speaker’s Office in 
the Democratic Congress and a Republican White House, and from 
a Democratic President’s White House working with a Republican 
Congress. Developing that relationship of trust is the key to there 
being success. And I think that we have tried very hard in every- 
thing we have done in this budget to put things on the table to ex- 
pand the range of things that can be discussed, but it is not always 
the case that putting a specific proposal out there advances things 
most quickly. I personally believe that if you look at the last 20, 
30 years, sometimes putting out a proposal slowed things down be- 
cause it polarized the sides and they dug in. We need to figure out 
a way to have a conversation that gets the parties talking together. 

So I cannot give you a date or a time. I think that we have put 
a budget forward. We have a lot of immediate issues facing us in 
terms of the funding of the government after March 4, the exten- 
sion of the debt ceiling in the spring, the budget resolution that 
Congress has to pass. I would say that one of the things I believe 
is that we have to separate these issues. We should do the things 
that we have to do to keep our business going. And we have to fig- 
ure out how to engage on this as different plans are put down and 
we see what the differences are and look toward working together 
toward the middle where we can agree. 

Chairman CoNRAD. Let me just say this to you, because I am 
going to try to follow 5-minute rounds. You know, I have enormous 
respect for you. I know what you did. I know the role you played 
in getting us back on track previously. In that answer, I do not 
hear a plan for how we get to a serious discussion. I hear the rea- 
sons for doing the budget proposal that is out there. I understand 
that. I might even accept it. But I cannot accept that if I do not 
hear a way forward that gets us to the discussion we have to have 
because it cannot be the answer that we are going to have a debt 
over 100 percent of GDP throughout the next decade. That cannot 
be the answer for this country’s fiscal future. 

Senator Sessions? 

Senator Sessions. Thank you, Mr. Chairman. I agree with you 
100 percent. This idea that you are balancing the budget somehow 
when you are not is the Washington theory that got us into this 
fix, and stabilizing the debt is so dangerous because we are at the 
upper limit already and we could have an economic shock at any 
time. Another recession is not projected in your budget that I know 
of. It is not in there. So it is a high-risk thing, and as leaders, I 
agree with the Chairman, we have to take the steps that we know 
need to be taken today to protect our people from danger in the fu- 
ture. 

Have you, Mr. Lew, explained the budget to the President an do 
you think he fully understands the choices of the decisions and di- 
rection it undertakes? 
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Mr. Lew. Senator, this is the President’s budget. I have the 
honor of presenting his budget. So he understands and has made 
the decisions to drive this budget. 

Senator Sessions. Well, in his radio address to the Nation Satur- 
day, he said, so after a decade of rising deficits, this budget asks 
Washington to live within its means, and that is what our country 
has to do. That is what families do. Does this budget say that we 
are going to live within our means at any single year in the 10- 
year plan you have set forth? 

Mr. Lew. Senator, this budget would get us to the point where 
in the middle of the decade, we will be paying for our current ex- 
penses and we will be in what is called primary balance. That 
means that the only thing that is putting us into deficit is pay- 
ments of interest on the national debt. And if I could put it in 
terms that — a family’s terms, it is like saying we are going to cut 
the credit card, not add to the balance, and then we will work on 
paying down the old bill. 

Senator Sessions. But we are adding to the balance and we are 
not cutting up the credit card. That is just the fact. Do you believe 
that the American people who heard the President on his radio ad- 
dress Saturday say that this budget calls on Washington to live 
within its means, do you think that it is misleading in the sense 
not in the lowest deficit year of the ten, by your own budget, the 
deficit will be over $600 billion that year? 

Mr. Lew. Senator, having sat in this chair and presented three 
budgets with surpluses, I know the difference between a surplus 
and a deficit. We are not going to get to a surplus until we can pay 
down the debt because of the interest payments. 

Senator Sessions. Oh, you mean reducing the debt is paying 
down the debt? Is that Washington-speak? 

Mr. Lew. What I said was we are going to stop adding to the 
debt. Our spending will not add to the debt. 

Senator Sessions. Well, what year can you say that under your 
budget it gets below $600 billion a year in added debt? 

Mr. Lew. Senator, I understand the arithmetic of paying interest 
on our national debt. We have accumulated a lot of debt. This has 
been a very deep recession. We have had an enormous number of 
decisions made that have caused the deficit to grow. We are going 
to have to work together to reverse that, but we cannot 

Senator Sessions. Are you just saying that 

Mr. Lew [continuing]. We cannot make the debt go away and we 
have to pay the interest on it until we start reducing it. 

Senator Sessions. Well, I know there is some idea that somehow 
you can say you are in balance when you do not pay your interest, 
you do not count the interest payment, which is obviously not a le- 
gitimate way to analyze it. There is no dispute that I can see that 
your budget costs for not a single year in which we add less than 
$600 billion to the debt, and you said in your interview Sunday 
with Candy Crowley, our budget will get us over the next several 
years to the point where we can look the American people in the 
eye and say we are not adding to the debt any more. We are spend- 
ing money that we have each year and then we can work on bring- 
ing down the national debt. Was that an accurate or misleading 
statement to the American people Sunday? 
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Mr. Lew. Senator, I think it is an accurate statement that our 
current spending will not be increasing the debt. We do have inter- 
est payments. It is going to take us a while to work down those 
interest payments and 

Senator Sessions. Well, you did not say that. You said that we 
will be bringing down the debt during the period of this budget and 
that we can look them in the eye and say we are not adding to the 
debt any more. 

Mr. Lew. And that 

Senator Sessions. That is not accurate, is it? 

Mr. Lew. No, I believe it is accurate. Our current programs, the 
things we are doing that we are making decisions on, we have 
stopped spending money that we do not have. We cannot just wish 
the national debt away. 

Senator Sessions. Well, I think the American people 

Mr. Lew. They are going to have to make hard decisions 

Senator Sessions [continuing]. Heard it and 

Mr. Lew. It is going to take hard decisions to bring that down. 

Senator Sessions. My time is up, and Mr. Chairman, I would 
just add one comment, that the budget says it will save a trillion 
dollars over 10 years. The way the budget is scored by your own 
analysis, that means we will reduce the total debt added to the 
American people over that 10 years from $14 trillion to $13 trillion, 
which is an insignificant amount in the scheme of that number and 
does not get off the trajectory we are on, which is toward a finan- 
cial abyss. 

Chairman CoNRAD. I thank the Senator. 

Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. 

Director Lew, to drive the deficit down dramatically, we need 
more economic growth, and you have talked about corporate tax re- 
form. I am certainly in favor of taking tax breaks away for compa- 
nies that are doing business offshore and using that money to dra- 
matically lower rates for companies that do business here. But 
what troubles me is that your comments mean that there will not 
be real tax relief for 80 percent of American businesses that are or- 
ganized as sole proprietorships or partnerships, or the typically 
hardware store, the electronics firm. And, in fact, my concern is the 
approach that you are going without trying to get these small busi- 
nesses that pay taxes as individuals is going to create more com- 
plexity and more uncertainty for those small businesses that are a 
vital part of the economic engine we need for growth. 

What is the plan to make sure that we have broader tax reform 
and particularly pick up the 80 percent of business entities that 
pay taxes as individuals? 

Mr. Lew. Senator Wyden, I think when the President put the 
proposal for corporate tax reform out there, he did not mean for 
that to be the end of the conversation. We have to start somewhere. 
We have a corporate tax system where it has been a long time 
since we have gone through and taken away the special provisions, 
where in order to lower the rates without increasing the deficit, we 
are going to need to broaden the base. And that is going to be a 
hard process. 
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He has also said that he wants to work together on a broader 
basis to deal with the tax system, but we do have to start some- 
where, and the corporate tax reform proposal is the first place. 

Senator Wyden. We should not start in a place that is going to 
further distort the code and make it more complicated. Dr. 
Bernanke said you have to recognize the interactions between the 
individual portions of the code and the corporate portions of the 
code. I just hope — you talk about the conversation. Right now small 
business is getting short shrift in the conversation. That is not 
right, and we cannot generate the economic growth that the Presi- 
dent wants to see and you want to see. 

Let me ask you about a Pacific Northwest matter, and that is 
timber payments. We are glad that it is in the budget, but it falls 
dramatically short of the historic obligation. In fact, let me tell you 
what the President said during the campaign in 2008. He said, 
with respect to county payments, “I completely agree it is an obli- 
gation we have to meet. I think we are not meeting it well right 
now because we are doing it piecemeal year after year by year.” 

That is exactly what you are proposing again. You are talking 
about giving us one more year, then having a study, and in effect 
putting in place the uncertainty that the President correctly said 
in the campaign that we ought to move away from to get these 
rural communities — and there are hundreds of them around the 
country — off the fiscal rollercoaster. 

So what can we tell our folks in the Pacific Northwest is the plan 
to really provide a way to meet the historic obligation and get these 
rural communities off the rollercoaster? 

Mr. Lew. Senator Wyden, we have had many discussions about 
this provision, and I hope you can see the impact of those discus- 
sions on this proposal. What we have done is we have tried to put 
in a funding level that would meet the immediate need. We pro- 
posed different things that we have discussed in the past which 
create economic alternatives so that there would be real economic 
vitality in the areas and ultimately not as much of a need for the 
payments. And we have indicated an openness to being flexible in 
terms of working through doing it either as a discretionary or man- 
datory program. 

So we think we have put together something that is a very solid 
starting point. It is a proposal. And it is obviously going to be 
something we have to work with Congress on over the coming year, 
and I look forward to working with you on it. 

Senator Wyden. We are glad it is in the budget. Director Lew. 
I just want you to know that if you are talking about the historic 
obligation — and we recognize that times have changed. We are try- 
ing to get into new areas, biomass opportunities for the private sec- 
tor. I am concerned that with the proposal that you are offering 
now in the rural West we are going to see rural counties go bank- 
rupt. And we have to do better than that. We will work with you. 
It will be a bipartisan effort. I am glad it is in the budget. We have 
a long way to go. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you, and thanks for respecting the 
time. Thanks to all colleagues for respecting the time with the 
number of colleagues here. 
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Senator Crapo. 

Senator Crapo. Thank you, Mr. Chairman. 

Director Lew, I have to join in what a number have said. As I 
reviewed the President’s budget when it came out, I was discour- 
aged. I felt the President took a pass. And, frankly, as one of those 
who served on the Fiscal Commission and voted for the rec- 
ommendations that the President’s Fiscal Commission made, I saw 
very little of the recommendations in the budget, and, frankly, 
when comparing the numbers that we see in the budget to what 
I think are going to be the reality, it appears to me that the budget 
that is proposed does not even go as far as it has claimed to. And 
I want to get into a couple of aspects of that with you. 

First, you use the term “primary balance,” and I think we all un- 
derstand that here in Washington in the Budget Committees and 
so forth. But when the American people hear that, I am not sure 
they quite understand what it is we are saying. 

Is it not accurate to say that when you use the words “the budget 
comes into primary balance,” is means that if you do not pay any 
interest on the national debt, you can say that you are covering the 
ongoing expenditures? 

Mr. Lew. Yes. It means that the only deficit is coming from pay- 
ing the debt. 

Senator Crapo. And is that the entire budget, including manda- 
tory spending? 

Mr. Lew. That is the entire budget. 

Senator Crapo. And can you tell us what the amount of interest 
adding to the debt is throughout the totality of the 10 years? 

Mr. Lew. I would have to look up the number. I can get back to 
you with the number. 

Senator Crapo. Well, I have what I think are some of your 
charts here. Would it be fair to say that the gross debt of the 
United States over the 10 years of this budget will grow from about 
$13.5 trillion to $26.3 trillion? 

Mr. Lew. That would be the total debt, not the debt held by the 
public. 

Senator Crapo. Understood. 

Mr. Lew. The debt held by the public is a lower 

Senator Crapo. That is the gross debt. And the debt held by the 
public would grow from about $9 trillion to about $19 trillion. Is 
that not correct? 

Mr. Lew. Correct. 

Senator Crapo. So I think it is just important that, as we talk 
about this, you understand the reason for the frustration that 
many of us have is that this does not change the course that we 
have been on. Our debt, whether you count the public debt or the 
gross debt, is going to double in the next 10 years under this budg- 
et, and that is not sufficient. As I think the Chairman said, this 
may be a good opening bid, but we should not be in a bidding proc- 
ess here. We should be engaged with solid leadership from the 
White House, and we should, as Congress, be engaged heavily in 
that process as well. 

A couple of other aspects of the report that I would like to high- 
light, if I can. As I look at the budget report as we have analyzed 
it so far, you are projecting about a $1.7 trillion increase in revenue 
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relative to the same baseline that the Congressional Budget Office 
projected in January, as I analyzed the two differences there. Can 
you tell me why the difference? 

Mr. Lew. Over what period are you 

Senator Crapo. I understand that to be over the period of the 
budget. 

Mr. Lew. There are differences in our budget because, first of all, 
we have policy proposals, but there are also some differences be- 
cause of economic assumptions. And I can tell you what the impact 
of the policy proposals are in our budget, and I can also tell you 
what the impact of the economic is. But 

Senator Crapo. Would it be fair to say the policy proposals you 
are talking about assume over $1 trillion in new taxes? Is that cor- 
rect? 

Mr. Lew. Well, I apologize for being a little bit complicated, but 
we consider the baseline to leave the tax rates from the top bracket 
where they will be when the 2-year extension expires. So we are 
not counting the savings that come from leaving that provision in 
place as savings. That would be, you know, roughly speaking, $700 
billion of savings. We are not counting it as savings because it is 
in the baseline. 

Senator Crapo. Understood. 

Mr. Lew. We have $368 billion of net additional revenues in our 
budget. 

Senator Crapo. But aren’t you signaling that you want to see 
those taxes 

Mr. Lew. Oh, yes. No, our policy position is they should be al- 
lowed to expire. 

Senator Crapo. All right. 

Mr. Lew. But we do not count them in our $1.1 trillion of deficit 
reduction because they are in the baseline. 

Senator Crapo. All right. And because of time, I want to go on 
here. I know there are other policy matters we could — in fact, I 
would like to get into. I would love to, but also with regard to your 
economic projections, it appears to me that you are projecting a sig- 
nificantly increased economic performance over what either the pri- 
vate sector in, say, the blue chip reviews show or CBO’s projections 
that came out in January. Is that not 

Mr. Lew. I am not sure I would agree that they are substan- 
tially, but they are somewhat more optimistic. The assumptions 
that we have are in the middle range of what the Federal Reserve 
looks at when it looks at economics, and it is consistent with the 
recovery from past financially led recessions. In fact, it is a little 
bit slower in getting to recovery. The basic difference between the 
two is that we assume that over a longer period of time we will get 
back to the economic growth we had before the recession. 

The other assumptions assume that we are permanently going to 
be lower. We think that our assumption there is right. The trajec- 
tory may or may not be right. We may be year-to-year — you know, 
it is hard to hit these things on a bull’s eye. But conceptually I 
think we have the right assumption. 

Senator Crapo. Thank you. Again, I would love to go deeper, but 
I am out of time. Thank you. 

Chairman CoNRAD. I thank the Senator for respecting the time. 
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Senator Coons. 

Senator Coons. Thank you, Mr. Chairman. 

Director Lew, thank you for your presentation so far today. I am 
hopeful that this budget — that this conversation at this Committee 
and elsewhere will serve as a catalytic event, that the members of 
this Committee who are expressing disappointment at the failure 
to sort of grasp the larger challenges in front of us in this budget 
will be able to work in a bipartisan way to find a path forward. 

I do find there are some things in this budget about which I am 
encouraged. R&D tax, credit permanence is something I have 
championed, and the domestic spending freeze, and the willingness 
to make differing cuts, deep cuts in some areas, but still sustain 
innovation, education, and infrastructure investments I think is 
wise, and being willing to pay for the doc fix and the AMT fix I 
think are good moves, and there are a number of things I would 
love to get into — the pay-for-success bonds, the race-to-the-top 
methodology, and Federal property disposition — if we have time 
later. 

But your written testimony and the comments of two Senators 
before me really focus on the Commission. The written testimony 
you submitted says that while the administration does not agree 
with every recommendation in the Commission’s report, there are 
many areas of this budget that reflect the work of the Commission. 
I would be interested — I think the Bowles-Simpson Commission 
laid out the kind of strong, broad vision that we need to take on 
to tackle not just the deficit but, as was mentioned before, the debt 
for the long term. 

Where does the administration differ with the Commission’s pro- 
posals? And where do you see them incorporated in this budget? 
Because I think in large part, the strongest, toughest work of the 
Commission is absent from this budget. 

Mr. Lew. Well, let me give you a few examples of ideas from the 
Commission that are in the budget: the move toward reforming 
medical malpractice policies so that we can deal with the impact 
that that has on health care costs; the approach to the corporate 
tax reform issue; our pay freeze for the Federal work force; the ap- 
proach to tax expenditures. The way we are paying for the alter- 
native minimum tax is essentially scaling back on spending on the 
tax side in a way that is consistent with the report. 

You know, I think if you look at the 

Chairman CoNRAD. Could I stop you for a minute? Just to alert 
colleagues, a vote has started, and we are going to continue the op- 
erations of the Committee. Senator Murray has gone to vote. So I 
would recommend, looking at the line-up here. Senators Toomey 
and Johnson might want to go vote now so that you could come 
back and be in line. It might work best. I think others, you know, 
can stay because Senator Graham is next on this side, and on our 
side Senator Whitehouse is next. But I do think it would be wise 
for the two gentlemen to go vote now so they do not lose out on 
time. 

Senator Sessions. We need the official to add some time to the 
game clock here. 

Mr. Lew. Now I have to remember where I was in answering 
your question. 
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Senator Coons. You had gotten to tax reform as being an ap- 
proach for paying for 

Mr. Lew. So, you know, I think if you look at what the charge 
to the Commission was, the charge to the Commission was to come 
up with a plan that would reduce the deficit to 3 percent of GDP, 
not because we believe that that is an endpoint, but because we be- 
lieve in order to get beyond that to do deficit — debt reduction, you 
have to first get to the place where you get to what we are calling 
primary balance. 

I think that, you know, there has been a lot of debate about So- 
cial Security, a lot of debate about Medicare. Let me say a word 
about Social Security. 

The President has indicated very clearly that he would like to 
work on a bipartisan basis to deal with Social Security, but not be- 
cause it is contributing to the deficit in the short term. It is not 
contributing to the deficit in the next 5, 10 years. The Social Secu- 
rity Trust Fund is in surplus until 2037. A lot of the expenses in 
the budget are driven by Social Security. As more of the baby 
boomers retire, they are going on to the Social Security program, 
as they have a right to and should, and that is driving spending 
up. And we have to be sure that we are funding Social Security so 
that it can keep that promise for this generation and the next gen- 
eration. But it would not affect the window of this 5 to 10 years, 
and we need to keep them separate. The President would like very 
much to work together on a bipartisan basis to be able to deal with 
that. 

Senator Coons. So, Director, my question to you was which of 
the recommendations of the Commission has the administration re- 
jected or differed with and unwilling to accept as we get going with 
the broader conversation about how to tackle not just sustainable 
deficits but what is a sustainable national debt. 

Mr. Lew. And I have to respond that you have heard a reticence 
to say what is unacceptable because it is important to leave ideas 
on the table. It is important that if we are going to have the seri- 
ous bipartisan conversation, we not take hard lines on either side 
of an issue and that we allow the conversation to continue. I actu- 
ally think that that is part of leadership in terms of how do you 
prepare the environment for the kinds of discussions that I hear so 
many people in this room — and we ourselves agree — believe need 
to happen. 

The easiest thing to do in Washington is to take an idea that is 
controversial and to kill it. The hardest thing to do is to create an 
environment where it is safe to have conversations and look for 
middle ground where reasonable people can agree. 

Chairman CoNRAD. I thank the Senator. 

Senator Graham is next. 

Senator Graham. Thank you, Mr. Chairman. And before I start, 
I would like to congratulate you and Senator Crapo and all the oth- 
ers who participated in the bipartisan Commission to kind of get 
us out of this mess. I really appreciate what you did. 

Mr. Lew, I want to pick up on your comments about Social Secu- 
rity. You sort of made an invitation on behalf of the President to 
see if we can find some common ground in saving Social Security 
from — I do not know if “bankruptcy” is the right word, but cer- 
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tainly a collapse down the road. Am I hearing you right, you would 
like us to work together? 

Mr. Lew. I can only point to the President’s word in the State 
of the Union. 

Senator Graham. OK. Well, I am going to take you up on it right 
here in front of the whole country, anybody who is watching C- 
SPAN, cannot sleep. I really do believe that this is the year for So- 
cial Security reform and that the age adjustment from 65 to 67 was 
accomplished by Tip O’Neill and Ronald Reagan working together. 

Do you believe that adjusting the age for Social Security is some- 
thing the President would be interested in if it was in a bipartisan 
fashion? 

Mr. Lew. Senator, I had the honor of working for Speaker O’Neill 
in 1983, advising him on Social Security, and I think the reason 
they were able to reach an agreement in 1983 was that for a pro- 
longed period of time there were conversations going on where 
ideas were thought through and developed where, after a very, very 
bruising political battle in 1981, some trust was built up and there 
was the exploration of middle ground. I think that is what we need 
to do now. I do not think this is the time for 

Senator Graham. Are we there yet for the middle ground, like 
means testing? You know, when I speak about this back home, I 
talk about my personal situation. When I was in college, my Mom 
died and then 15 months later my Dad died, and my sister was 13, 
my family owned a restaurant and a liquor store, and if it were not 
for survivor benefits coming into our family from Social Security, 
it would have been very difficult for us to make it. That check 
mattered. Well, I am 55, no kids, not married. When my time 
comes to retire, I could accept less benefits than those promised. 
I think a lot of people would probably do what I just said. Do you 
think the administration is open to talking about a means test in 
some realistic way? 

Mr. Lew. Well, I am going to be reluctant to address positions 
because I do not think it would be helpful to the process. 

Senator Graham. OK. 

Mr. Lew. But I would say this about 1983: The reason there 
could be an agreement in 1983 was that there was a provision that 
had not been law before which subjected Social Security benefits to 
income taxation. That was essentially saying that if you had other 
income and it put you in a place where you did not need the benefit 
as much, it was subject to taxation. One side considered it a tax 
increase. The other side considered it a benefit cut. 

Senator Graham. I understand the idea. 

Mr. Lew. It took a lot of work to get to that point. 

Senator Graham. Sure. What do we need to do to get to that 
point? 

Mr. Lew. I think having the kinds of conversations that we are 
having, continuing it. There will be 

Senator Graham. Well, we are having a good conversation, but, 
you know, every time I put something on the table, you say we 
have to talk about — we need to talk about it behind closed doors. 
That makes sense. But you had a Commission — get back to me be- 
cause I have only got a minute left and tell me where I need to 
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go and who I need to meet with about finding a way to save Social 
Security from what I think is an unacceptable demise. 

Very quickly, to the President, this is the year — there are a lot 
of Republicans who understand entitlements have to be put on the 
table. We are reluctant to go by ourselves because, you know, this 
issue is easily demagogued. So I am just suggesting to you that 
there is a moment in time in 2011, before we get into the 2012 
cycle too deeply, to find a way to do something meaningful on So- 
cial Security that would help our long-term indebtedness. Do not 
let that opportunity pass. 

Now we are going to go to a different issue right quick. Are you 
familiar that in 2014 the Panama Canal is going to be widened and 
deepened to allow sort of super cargo tankers to come through the 
canal? 

Mr. Lew. I will confess that I am not familiar with the current 
policy on the Panama Canal. 

Senator Graham. Well, I understand that, but there is a new 
way of shipping goods coming, and harbors on the east coast have 
to be deepened to accept these ships. The Charleston harbor needs 
$400,000 for the Corps of Engineers to study how deep the harbor 
will be. There is no money in the President’s budget for that har- 
bor. Only one million out of a hundred and something million dol- 
lars was spent on east coast harbors in the President’s budget to 
get these harbors ready for the super tanker. Could you please 
study this and get back with me? Because if we do not deepen the 
Charleston port, that is the economic engine for the State of South 
Carolina and for the Southeast. These ships are coming. I want to 
make sure America is a place for them to dock. So could you get 
back with me about a plan to make sure we can service these ships 
coming through the Panama Canal? 

Mr. Lew. I am happy to look at it, and I do know that in terms 
of our general policy, we were very constrained because of the sav- 
ings that we were looking for in the discretionary budget, and there 
are things that would be good policy and things we would like to 
do that we just did not have the resources to do. So not knowing 
that particular project, I suspect we did not put enough money into 
the category and, therefore, a good project could not get funded. 
But I will get back to you. 

Senator Graham. I look forward to working with you. 

Mr. Lew. Likewise. 

Senator Murray [presiding]. Senator Whitehouse. 

Senator Whitehouse. To followup quickly on Senator Graham, 
would you mind including me in his report as well? Because we 
have the port at Quoset Point and the port of Providence that are 
also in a similar situation. 

Mr. Lew. Sure. 

Senator Whitehouse. On the question of Social Security, when 
you were working for Speaker O’Neill back in 1983 on that com- 
promise, the perils facing Social Security were imminent, were they 
not? 

Mr. Lew. They were imminent. There was 

Senator Whitehouse. And now Social Security is sound at least 
until what year? 

Mr. Lew. 2037. 
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Senator Whitehouse. 2037, OK. I want to shift to the question 
of the revenue and tax side, and I want you to imagine a hospital 
orderly who is pushing a trolley late at night down the halls of 
Rhode Island Hospital and is earning $29,100 a year, which is the 
average pay for a hospital orderly in the Providence area. That per- 
son will pay about 16.7 percent of their income in total Federal 
taxes. At the same time, the IRS just reported, based on the most 
recent information available, that the 400 top income earners in 
the United States of America who earned on average $344 million 
each that year, more than a third of a billion dollars each that 
year, actually paid taxes to the Federal Government at the rate of 
16.6 percent; i.e., the hospital orderly pushing the trolley down the 
halls of the hospital at 2 in the morning is paying a higher tax rate 
right now in this country than the 400 top income earners who are 
bringing home a third of a billion dollars a year. 

Now, I have nothing against people making a third of a billion 
dollars a year. That is America and this is wonderful. But does it 
make sense for the hospital orderly to be paying a higher Federal 
income tax rate all in than they do? 

Mr. Lew. Is that a question you want me to answer? 

Senator Whitehouse. Yes. 

Mr. Lew. I think you have put your finger on something that is 
a real issue, that we have a tax system that is very lopsided, and 
the proposals that are in this budget to let the rate cut for the 
highest earners, the top bracket, not remain at the lower level but 
to revert. The proposal we have to limit the value of itemized de- 
ductions in the top bracket would do something to kind of rebal- 
ance the system. 

I do not know what it would do to that specific comparison. I 
would have to go and look. But it certainly would affect it. 

Senator Whitehouse. And if you look at corporate taxes and 
take a sort of long view through history, if you go back to 1935, 
for every dollar that an American chipped in to fund the Federal 
Government, an American corporation chipped in a dollar to fund 
the Federal Government. By 1948, for every dollar that an Amer- 
ican chipped in, an American corporation was only chipping in 50 
cents. It was two bucks in individual revenue for every one dollar 
in corporate revenue. In 1971, it got to $3 in individual revenue for 
every dollar in corporate revenue. In 1981, it got to $4 in individ- 
ually paid — regular Americans paying taxes, revenue, for every $1 
that corporations paid. And in 2009, we hit 6:1. So for every dollar 
that an American pays in, a corporation only pays one-sixth of a 
dollar. Or otherwise said, for every dollar that an American cor- 
poration pays in revenue to support the Government, American 
human beings have to pay $6. 

There is a pretty clear trajectory on this. Where do you think 
that trajectory should end? And if you could put that in the context 
of the $123 billion in corporate tax loopholes that the Joint Com- 
mittee on Taxation calculated in the 2010 fiscal year 2009, I would 
appreciate it. 

Mr. Lew. Senator, this budget does a number of things. First, it 
has a number of proposals that would limit certain corporate de- 
ductions, things like in the fossil fuel area that I mentioned in my 
opening remarks, some of the provisions with regard to companies 
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that move jobs overseas. So it would have an effect on the margin 
of shifting that balance. I do not know that it would shift it materi- 
ally because there are, as I say, individual proposals. 

At the core of what this budget says on corporate taxes is that 
we need to do corporate tax reform so that we can be more competi- 
tive and can create jobs in the future. And to us, what that means 
is that we have to in a revenue-neutral way — we cannot increase 
the imbalance. We have to broaden the base by reducing the deduc- 
tions, the special interest provisions, and lower the rates. 

That is something that we think is critical to our economic future 
and to our competitiveness, and that is why the President spoke to 
it both in the State of the Union and the budget. 

Senator Whitehouse. Thanks, Mr. Lew. My time has expired. 

Thank you. Chairman. 

Senator Murray. Senator Ensign. 

Senator Ensign. Thank you and. Director Lew, thanks for being 
here. I, too, want to compliment you for your service in the past, 
and we all have a great deal of respect for you and understand you 
are working within the constraints of an administration. 

We have talked about this, and many of us have said that these 
votes that we are going to take politically are going to be very, very 
difficult votes. It is much easier to get re-elected when you are giv- 
ing money away, basically. When you are creating new programs, 
new initiatives, you go back home and you tout those. Those are 
much easier to get re-elected. And I realize the President is very 
concerned about his re-election, as all Presidents going toward a 
second term are. But this is not a time in our country where we 
can afford to worry about our elections nearly as much as we can 
the country. And I actually — this was not a time for, in my opinion, 
political cowardice. I believe that this budget misses the mark dra- 
matically because the ideas, the cuts, there are no entitlement re- 
forms in this bill, and we are still adding massive amounts of debt. 

You said we are living within our means. Now, let me just try 
to ask you, if you were a family — you used the family credit card 
as the example. OK? And you said that, well, we first — and I agree 
with you. We first have to tear up the credit cards. But tearing up 
the credit cards means you are not increasing spending. OK? You 
are not increasing spending. Does this — not as a percentage of the 
economy, does this bill increase spending? 

Mr. Lew. If I could just use the example again, if you stop adding 
to the balance on your credit card, you still add interest while you 
are paying it down. 

Senator Ensign. That is right. So 

Mr. Lew. The analogy is the same. 

Senator Ensign. It is correct, and so we are getting further in 
debt because of our interest rates. 

Mr. Lew. Yes. 

Senator Ensign. Every family knows that. So this bill, because 
the spending cuts are not enough, allows the interest rates to take 
us further into debt is the point. Is that correct? 

Mr. Lew. I do not disagree with that. 

Senator Ensign. OK. I just wanted to make sure because some 
of the other stuff to me is double talk because we are still going 
further into debt massively. 



502 


Mr. Lew. The terminology that we use in Washington of primary 
balance is a little confusing, but 

Senator Ensign. Well, it is because I believe it is dishonest. It 
is the way politicians. Republicans, Democrats, for years have 
talked about things in order to not have to make the tough votes. 
It is critical, I believe, because the debt that we are facing and the 
interest payments on the debt — the CBO Director sat there and 
said it is unsustainable. He has said Government spending is actu- 
ally crowding out private sector investment to create jobs. 

The report that the Chairman talked about in his opening state- 
ment, or maybe it was in his questions, he said that when gross 
debt equals 90 percent of a country’s economy, which is where we 
are today, that is a decrease, a net decrease of 1 percent of GDP, 
which translates into about a million jobs in America. So we are 
hurting future prosperity of Americans because of this over- 
spending that we have, and that is why I said we are willing to 
join the President on entitlement reform. Republicans are standing 
ready for the President’s leadership. I hope you take that message 
back to him. We will make the tough votes. We will take — but we 
cannot do it alone. Republicans are in the minority in the U.S. Sen- 
ate. We need to join with Democrats to do this. I think the Chair- 
man has shown leadership on this. But we need desperately White 
House leadership, and this budget, this State of the Union address, 
did not do it. We have two more chances this year — we have the 
CR and we have the debt ceiling — to show Presidential leadership 
where we are going to be serious about spending. And I hope that 
you will take that message back to the President that we are will- 
ing to join him so that neither side is taking as much political heat 
as would normally be taken in a situation like this, so we can both 
show the political courage to do what is right for the country. 

Mr. Lew. Senator, if I may, you know, I think that in order for 
there to be bipartisan agreement at any point, you need bicameral 
and bipartisan participation. I think there are different kinds of 
conversations happening in different places, and that is not un- 
usual that you do not just get to the point where you have an 
agreement. You have to work your way to it. 

I have to take issue with your characterize of the budget. I do 
not agree that it is a budget that has the flaws you describe. 

Senator Ensign. Then answer me this: What percentage of total 
spending over the 10 years did you decrease? What percentage of 
total spending did you decrease in this budget? 

Mr. Lew. I mean, obviously there is a lot of different categories 
of spending and 

Senator Ensign. Total spending. Just total spending. 

Mr. Lew. The reason I am resisting just accepting the framing 
of your question 

Senator Ensign. How about it is less than one penny out of every 
dollar? 

Mr. Lew. But it is important to unpack what is driving spending. 

Senator Ensign. I asked the CBO Director that question, and 
that is what he said. It is less than one penny. 

Mr. Lew. But if I may just take 1 minute to answer? 
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Chairman CoNRAD [presiding]. Let me just say that the Senator’s 
time has expired, but you can answer this question, and then we 
have to go. 

Mr. Lew. Thank you, Mr. Chairman. 

The spending that we control on an annual basis is coming down 
quite dramatically. The $400 billion that we save in the non-secu- 
rity discretionary part of the budget would bring spending in that 
category down to its lowest level as a percentage of the economy 
since the 1950s. There is continuing growth of spending in pro- 
grams like Social Security and Medicare because the baby boom is 
retiring, people are taking the benefits that they have paid for, and 
there is nothing wrong with that. So spending will go up during 
this period even while we are taking action to cut spending that 
we control. And I think we just have to be careful to separate those 
issues. 

I do not think that the solution to spending as a percentage of 
the economy going down is simply to put an arbitrary number in 
there because what that would have the effect of doing, it would 
mean that you would say that people turn 65 or 67 and they cannot 
get their benefits. And that is not what anyone means. 

Chairman CONRAD. Senator Murray. 

Senator Murray. Thank you very much, Mr. Chairman, and 
thank you. Director Lew, for your experience and credibility on 
bringing this budget to us. 

I wanted to just mention on the Veterans Affairs funding, I see 
that the President has requested an increase of $2.7 billion over 
the current year, and that appears on my first review to be suffi- 
cient. I did want to say, as Chair of the Veterans Committee I be- 
lieve construction money does have to follow a vision on health care 
spending. And I am going to be talking with Secretary Shinseki 
over the coming few weeks about the mental health and women 
veterans’ issues and making sure that some of the cost-saving pro- 
posals do not affect the quality of VA care. 

I did want to ask you specifically while you are here a real imme- 
diate concern that I do have on the veterans caregivers benefits. As 
you might know, VA’s implementation plan for that bill that we 
passed here in Congress without one negative vote was overdue, 
and once the VA did submit it, it veered dramatically from the bill 
that we cleared here in the House and Senate. Rather than fol- 
lowing Congress’ intent, the administration set some overly strin- 
gent hurdles that are really going to deny help to caregivers that 
we intended that bill to be for. We are talking about a very small 
population of wounded warriors, and I cannot think of any reason 
why the administration would err on the side of diminishing that 
benefit. And I wanted to ask you while you were here if you would 
commit to taking another look at the VA’s plan, compare it to the 
law that we passed, and remove some of those unnecessary bene- 
fits. 

Mr. Lew. Senator, I am familiar in general with the provision. 
I have to apologize. In the 8 weeks I have been at 0MB, I have 
followed this issue some. I know there are conversations going on 
now that I frankly have not been able to participate in because of 
my work on putting the budget out. But I will get back into that 
conversation. 
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Senator Murray. OK, and I think I said “benefits.” I meant 
eliminate the barriers. If you could look back at that and come 
back to me within 30 days, I would really appreciate it. There are 
families out there waiting for this benefit that passed, and we want 
to make sure it is implemented accurately. 

I did want to ask you about the work force section of your budg- 
et. There are about 14 million people today in this country that are 
unemployed. More than 40 percent of them have been without a job 
for 6 months. So I am very concerned that the administration is 
choosing to cut funding for job training programs. I was at home 
recently and talked to a small business owner who serves on a local 
work force investment board, and he was telling me about a recent 
hire that he did make through a one-stop career center, and the 
success of that, particularly because it was a veteran that he hired 
through that. And it just seems to me at this time when we are 
trying to match skills and get people with the skills that they need 
with an unemployment this high that job training is really a crit- 
ical part of our investments. So I wanted to ask you if you can give 
us the administration’s rationale for cuts when jobs and economic 
recovery should be our central focus. 

Mr. Lew. Senator, we have had obviously many difficult deci- 
sions to make in this budget to live within the spending restraints, 
and one of the things we have done is consolidated programs in 
areas where there was duplication. We have looked to try and fund 
programs that were high- performing programs, and this is a case 
where, you know, we have training and employment services fund- 
ed at roughly the level they were at in 2010. It is a little bit higher. 

In general, we looked at 2010 as kind of the base because we do 
not know what 2011 is with the appropriations still undecided for 
the year. So we looked to put together a program that was overall 
balanced and investing in the programs that work and consoli- 
dating, and I would be happy to get back to you with more detail. 

Senator Murray. OK. I would appreciate that. I just think it is 
really important that we do not leave that out when that is what 
is getting people jobs today. 

And real quickly in just my last minute, I really wanted to tell 
you thank you for the EM budget. I know it is something you and 
I have talked about for a long time, and I think the administration 
recognizes it has legal obligations when it comes to that funding. 
And I really appreciate the effort you put into that. 

I think we still have work to do moving forward. I see that the 
administration is committed to modernizing our nuclear weapons 
facilities in the coming years. I notice that 0MB has said it will 
ensure that future allocations to that effort are going to occur in 
the required amounts, and that is something that is unusual for 
0MB to commit to. So like I have been saying for a long time, it 
is exactly where we need to go with the EM budgets for funda- 
mental legal reasons and because there is also massive amounts of 
human and monetary capital wasted when EM does not have a sta- 
ble budget. We have to make sure that those budgets are effec- 
tively done right for the long term. So that is something I am going 
to keep working with you on, but I wanted to thank you for your 
commitment in this budget. 

Mr. Lew. Thank you. Senator. 
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Chairman CoNRAD. Senator Toomey. 

Senator Toomey. Thank you, Mr. Chairman. 

Director Lew, thank you very much for being with us today. I 
have to share the concern and disappointment that several of my 
colleagues have already expressed about what I see as a real lack 
of leadership here, a lack of taking this critical moment to seize the 
opportunity. I really think the American people want us to make 
the big, tough decisions that assure us that it will restore a fiscally 
sustainable path. And I do not think this budget does that. 

By your numbers, the total debt held by the public levels off 
somewhere in the mid to high 70s as a percentage of GDP, I guess 
around 76 percent or thereabouts. It starts to move up toward the 
end of your 10-year outlook. My suspicion is it is on a trajectory 
that continues to rise higher after that. 

But what really concerns me is I think there is a significant like- 
lihood that the numbers are actually considerably worse than what 
we are looking at here, and three things come to mind. I want to 
make sure that I have these things factually correct, though. 

The first is the way you are dealing with the AMT. My under- 
standing is that for a limited period of time, I think 3 years, the 
assumption is that the AMT will not capture the new group of peo- 
ple that it would otherwise capture. There are offsets to that. But, 
thereafter, the assumption implicit in these numbers is that the 
AMT will not be patched anymore and that there will be this rev- 
enue coming in to the Government as it goes unfixed in subsequent 
years. Do I have that right? 

Mr. Lew. Not exactly. Senator. What we have done is we have 
paid for 3 years of the so-called patch so that the AMT will not 
cover middle-class families. We have said we think it should be 
paid for permanently. We have not taken the credit for that, so our 
deficit projections assume that it is fixed and not paid for. Were we 
to pay for it, which is what we would like to do on a bipartisan 
basis, it would reduce the deficit by an additional 1 percent of 
GDP. 

Senator Toomey. OK. 

Mr. Lew. So there is a substantial upside if we can do the right 
thing on the AMT. 

Senator Toomey. If we did. So your numbers assume that no 
middle-class family is ever captured by the AMT. 

Mr. Lew. It assumes the patch continues, but it is only paid for 
for 3 years. 

Senator Toomey. OK. 

Mr. Lew. We thought it was a bit of a heroic assumption to as- 
sume we paid for it over the whole period. 

Senator Toomey. Right. I would agree. 

Mr. Lew. We put in the offsets for the first three. 

Senator Toomey. Right. With respect to the doc fix, my under- 
standing is that there is a period of time — I think it is 2 years — 
for which the assumption is that the doctors would not experience 
a draconian cut in reimbursement rates. After that 2-year period, 
is it implicit in these numbers to assume that the doctors will, in 
fact, have that cut? 

Mr. Lew. So the doc fix is a little bit different. In the case of the 
doc fix, first. Congress last year paid for it. So we have, unlike the 
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AMT, a first case of Congress saying even though the budget rules 
did not require it to be paid for, the right thing to do was to pay 
for it, and I applaud the Congress for doing that. We worked with 
the committees to make that happen. 

We have now put in $62 billion of specific offsets to pay for two 
more years of the doc fix, and what we have said beyond that is 
that we need to work together to come up with a reimbursement 
system that does not have to be patched from year to year. And we 
think that the pattern and practice of paying for the doc fix last 
year, delineating specific offsets for the next 2 years, and working 
together to reform the reimbursement system and pay for it, we do 
not — we assume that it is fixed going forward. 

Senator Toomey. I am not sure I understood your answer, be- 
cause the question — my question fundamentally is do these num- 
bers assume that the doctors take the cut in reimbursements that 
is currently projected in law but the Congress has always post- 
poned. 

Mr. Lew. What it assumes is that we fix the system so we do 
not have to cut the rates. 

Senator Toomey. So does it assume the savings to the govern- 
ment — 

Mr. Lew. Well, it assumes net zero because it assumes we would 
work together to fix it and pay for it. 

Senator Toomey. Although we have not figured out how we are 
going to do that. 

Mr. Lew. We now have 3 years to do it if we get this. 

Senator Toomey. I think that is quite an assumption to make 
given the circumstances. 

The other concern that I have is the assumptions that go into 
calculating our interest expenses, our projections on interest ex- 
penses. My understanding is, right now, the average cost of serv- 
icing our debt is something less than 3 percent, is the average 
weighted cost of our Treasury securities. 

Mr. Lew. Right. Our current rates are lower than that 

Senator Toomey. Closer to two, in fact, right? 

Mr. Lew. Yes. 

Senator Toomey. The average rate that you assume in these 
numbers is a little bit higher than that, right? 

Mr. Lew. Umm 

Senator Toomey. I think it is on the order of a little over 4 per- 
cent. 

Mr. Lew. I think so, yes. 

Senator Toomey. I think, historically, over the last 20 years, it 
has averaged closer to 6 percent. My point is 

Mr. Lew. I have to confess, the economic assumptions were 
locked while I was awaiting confirmation, so I am not quite as fa- 
miliar with them as I otherwise would be. 

Senator Toomey. Here is my concern. We are at a time where 
we are accumulating an unprecedented amount of debt. We have 
a Federal Reserve that is pursuing a policy of unprecedented easy 
money. They are creating a staggering amount of money. We have 
a huge growth in the money supply. We have a spike in commodity 
prices. And it is, I think, extremely optimistic to think that we are 
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not going to have at least a reversion to the historical average of 
interest rates and a distinct risk that it would he much higher. 

I understand you have to pick a number and you have to make 
an assumption, but my point is that I think there is a very, very 
dangerously high risk that our interest expense ends up being 
much, much higher than these numbers. 

Mr. Lew. You know, obviously, the economic assumptions are 
based on a number of factors. We think they are in the middle 
range in terms of being reasonable assumptions. There is one as- 
pect of our assumptions on the growth side where there is a con- 
ceptual difference, but on the interest rate assumptions, I think 
they are in the mainstream, and we can get back to you with de- 
tails. 

Senator Toomey. Thank you. Thank you, Mr. Chairman. 

Chairman CoNRAD. Senator Stabenow. 

Senator Stabenow. Thank you very much, Mr. Chairman. 

First, I would followup on my colleagues. Director Lew. I would 
just answer, as the person who had the legislation to completely fix 
the doc fix, or what has been called the sustainable growth rate 
problem, which does not work at all. I would say I am going to as- 
sume, and you can assume, that doctors are never going to get that 
cut because I cannot imagine that happening. So we have to get 
that fixed, and I appreciate that you at least put in a 2-year fix 
going forward. 

There are a number of things that I would like to ask. I will 
focus on a couple, but first start by saying that I appreciate the 
work that has been done. I know that cutting discretionary spend- 
ing back to the percentage of GDP under President Eisenhower is 
no small thing, and so I appreciate very much what you are focus- 
ing on. It is tough. There are things that we know we need to do. 
Every family has to cut their budget, has to tighten their belt, and 
we do at the Federal level, as well, and so we have to start from 
that premise but also be smart about it. And so I think those are 
the challenges for us, as to what we need to strategically invest in. 

The first point goes to something specific to the Great Lakes. The 
President cares about the Great Lakes. I care about the Great 
Lakes. We have had a significant investment in Great Lakes res- 
toration in this budget that is cut. My question is whether or not 
you believe that there are the resources available to protect the 
Great Lakes from Asian carp coming into the Great Lakes. This is, 
as you know, a serious issue that would undermine our tourism 
and boating industries and cost us jobs and would have a tremen- 
dous impact, the fact that these fish are coming up through the 
Mississippi River and are dangerously close to the Great Lakes. 
And so whether it is Great Lakes restoration or the Army Corps 
of Engineers, I need to know that there are sufficient resources 
available to make sure that stopping the Asian carp is a top pri- 
ority for the administration. 

Mr. Lew. Senator, the funding level for the Great Lakes Initia- 
tive obviously is reduced, but it is not eliminated. We continue with 
the initiative. I would have to go back and check on exactly what 
the status of preventing the carp from swimming upstream, as it 
were, is. I am happy to check and get back to you. 
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Senator Stabenow. Thank you. Let me turn now to the other im- 
portant piece of this and that is the fact that we have a serious def- 
icit. I was proud in 1997 to cast a vote with many of my colleagues 
to balance the budget for the first time in 30 years under President 
Clinton and very dismayed that we are right back in a worse posi- 
tion now and we will dig our way out of it again. We have to. 

But we also know that we are never going to get out of deficit 
with more than 15 million people out of work. 

Mr. Lew. Absolutely. 

Senator Stabenow. And so that is why we have to focus on jobs, 
as well. Andrew Liveris, who is the CEO of Dow Chemical Com- 
pany, based in Michigan, is the author of a new book called Make 
It In America, which I would recommend you taking a look at. In 
his book, he says, at a time when U.S. companies run by patriotic 
people are moving offshore at the fastest rate in history, we should, 
at a minimum, recognize that the model we are relying on is not 
working. It is time to recognize that if we do not act soon, if we 
continue to let markets rule in every instance, we will become the 
global economy’s biggest bystander and potentially its biggest 
drain. Our U.S. companies are competing with countries that are 
subsidizing entire industries. As Mr. Liveris says in his book, we 
need to get into the game and play to win. 

I believe that the budget makes some important steps in that di- 
rection, focusing on smart investments like clean energy technology 
and advanced manufacturing, education, work force development. 
So I am wondering. Director Lew, if you could please explain how 
the administration analyzed the various programs in the budget 
and how you determined which programs to invest in to strengthen 
our competitiveness and to create jobs making things in America. 

Mr. Lew. Thank you. Senator. I think if you look at the invest- 
ments in this budget, in education, in innovation, in building our 
infrastructure, they are all tied to answering that question. When 
you talk to CEOs, as I have over the last months, one of the things 
they say is they need to get high school and college graduates who 
have the skills in science, math, engineering, technology to do the 
work. It is becoming more of a challenge. So that is something that 
our education system, we can do that. 

Innovation, we know that in innovation, America has been the 
leader in the world and it is drive by a great partnership between 
Federal funding, government funding of basic science and innova- 
tion in the private sector, adapting it and taking it to commercial 
application. 

And in terms of infrastructure, we have to have both the ports 
and roads that make it possible to be connected to the world, but 
also the electronic connections so that we can communicate and 
create virtual hubs in any part of our country, and the budget in- 
vests in all those things. 

Senator Stabenow. Thank you. 

Chairman CoNRAD. Senator Johnson. 

Senator Johnson. Thank you, Mr. Chairman. 

Director Lew, nice to meet you. 

Mr. Lew. Nice to meet you. Senator. 

Senator Johnson. I am hoping you are hearing, at least from our 
side of the aisle, that there is a real readiness here to seriously ad- 
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dress these problems, and I guess I agree with my colleagues that 
we are not seeing real leadership being presented by the President 
here and it is disappointing. So if the President is willing to show 
real leadership, I think you have an awful lot of people on this side 
that are really willing to work with him and take the hard votes. 

As the new kid on the block here, I might have some nuts and 
bolts questions that I would like to ask. First of all 

Mr. Lew. That usually precedes the hardest questions. 

Senator Johnson. Oh, I do not think so. These should be easy. 

I am looking at your proposed budget spreadsheet form here and 
I am seeing numbers that go from a deficit of $1,645 trillion out 
to $774 trillion. That adds up to $8.9 trillion cumulative deficit 
over that 11-year period. But the gross debt is growing by $12.9 
trillion, or $12.8 trillion. Can you explain that $3.9 trillion dif- 
ference to me? 

Mr. Lew. Well, the gross debt includes both debt held by the 
public and the trust fund debt, so — and from now until 2025, the 
Social Security Trust Fund will be building up balances, and then 
it will only be actually in deficit after 2025. So from now until 
2025, we have additional Social Security balances being built up. 
I do not know if it explains the whole amount, because there are 
other trust funds, but that is probably the phenomenon. 

Senator Johnson. How realistic is that, though, because have we 
not for the first time slipped into deficit imbalance in terms of So- 
cial Security payments versus payouts? 

Mr. Lew. Social Security is drawing on the trust fund, but it is 
not in deficit, no. 

Senator Johnson. OK. So again, that 3.9, you are saying, is 
probably — most of that would probably be Social Security Trust 
Fund. 

Mr. Lew. Yes. 

Senator Johnson. What is the rationale for even 

Mr. Lew. I can get back to you and check. 

Senator Johnson. OK. What is the rationale of even talking 
about a primary balance? 

Mr. Lew. So primary balance is a term I did not invent, and I 
can say after today it is probably not the most artful turn of 
phrase. The concept is a sound one. The concept is that we need 
to have spending and revenue policies such that our current obliga- 
tions, not counting interest, are all paid for. And then you have 
your built-up debt and you have to start paying down your debt. 
Until you pay down your debt, it still accrues interest. So primary 
balance means you are at the point where the only reason you have 
a deficit is that your built-up debt is still earning interest, paying 
interest. 

Senator Johnson. Yes, but you have to pay the interest 

Mr. Lew. You have to pay the interest, yes. Yes. 

Senator Johnson. So it seems kind of silly to me to even talk 
about it because 

Mr. Lew. Well, it is 

Senator Johnson [continuing]. We are obligated to pay those in- 
terest payments, correct? 

Mr. Lew. Yes, but it is a very meaningful — if you think of a road 
that we have to be on where our goal is ultimately to pay down 
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the debt, where ultimately to get to balance and then surplus, we 
have to cross through the point of stopping spending more on real 
expenses now and being in the place where we can freeze the prin- 
cipal, and if the interest is compounding, start to pay it down so 
it can be reduced. 

Senator Johnson. Well, again, we are a long ways from that be- 
cause we are 

Mr. Lew. A long ways. 

Senator Johnson [continuing]. We are not getting serious about 
it. 

Let me — in business, when you are putting together a budget, 
generally, you kind of look at worst-case scenario. I mean, you do 
not put in the most rosy scenario. From my standpoint, this is 
maybe not totally rosy, but certainly not the worst case scenario. 
I look at three areas of pretty primary risk here: Interest payment 
on the debt, the health care law — I believe you are probably still 
assuming that that will actually decrease the deficit, and then just 
your growth assumptions. What do you, of those three, which one 
do you think is the greatest risk in terms of not actually coming 
to fruition? 

Mr. Lew. You know, I think with any long-term economic as- 
sumptions, there are risks on both sides. In our budget documents 
and in our analytical perspectives volume, we show the risks, posi- 
tive or negative. I cannot actually tell you — none of us know wheth- 
er we are going to be above or below in a lot of these areas. We 
have tried to come in in each of the cases with middle-of-the-line 
assumptions. 

In the one case that I described before, we have a conceptual dif- 
ference and I think ours is right. We believe that the economy will 
return to where it was before the recession. It is just a question 
of how long it takes to get there. If you assume the economy will 
forever be reduced because of the recession, that will be the first 
time that we did not have a full recovery from a recession. 

On the others, I would be reluctant to hazard a kind of higher 
or lower than risk. We have tried to use middle-of-the-range as- 
sumptions so that they can balance each other out. 

Senator Johnson. One quick question. Do you really believe the 
health care bill will reduce the deficit? Do you really believe that? 

Mr. Lew. Yes, I do. 

Senator Johnson. OK. 

Mr. Lew. So does the Congressional Budget Office. 

Chairman CoNRAD. Senator Nelson. 

Senator Nelson. Good afternoon. 

Chairman CoNRAD. Oh, I am sorry. Senator Cardin is back. Sen- 
ator Cardin is — I apologize. Senator Nelson. Senator Cardin is 
back. 

Senator Cardin. Thank you, Mr. Chairman. Senator Nelson and 
I both serve on the other committee that we were balancing back 
and forth, but I promise I will not take very long. 

First, Director Lew, I want to ask the question following up on 
the confirmation hearings dealing with the Title 17 Loan Guaranty 
Program Senator Crapo and I both asked about during your con- 
firmation hearings and that is the scoring the 0MB does for these 
loan guarantees. And I will ask that you get back to me and ask 
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whether you can handle this administratively or whether legisla- 
tion is going to he needed in order for us to be able to move forward 
with these loan guaranty programs so that we can advance on the 
nuclear power front. So would you get back to me on that? 

Mr. Lew. I will get back to you, Senator. I mean, we have 
worked — in the brief time I have been back at 0MB, we have 
worked on all these loan guaranty programs trying to get to a place 
where it is more transparent what is going on, and the responsive- 
ness is clear, and if you have questions, I would be happy to re- 
spond. 

Senator Cardin. Well, we believe — it is really causing a problem, 
the way that the scoring has been done, and discriminates against 
certain States over others based upon their regulatory structure. 
That was never our intent. So I would ask that you would take a 
look at this again 

Mr. Lew. I will take a look at it. 

Senator Cardin [continuing]. So that we can move forward. 
Thank you. 

I want to sort of get to the overall thoughts. Unfortunately, your 
budget is being released at the same time we are dealing with the 
Continuing Resolution in the House, and we will have to deal with 
that also in the Senate, and there is a lot of focus right now on dis- 
cretionary spending because of the Continuing Resolution that 
needs to be passed. Now, I think you have come in with a rather 
aggressive approach for discretionary spending. The $400 billion 
savings, to me, is a significant part of the overall strategy to bring 
the deficit under control. A freeze is a freeze. It is going to cause 
us to make some very painful judgments. And we saw in your 
budget that you made some painful suggestions. I disagree with 
some of those and I am hoping that we can adjust the priorities. 
But I think the overall goal that you have set is attainable and can 
be done without disruption to our economy and to our programs. 

But at the same time, you need to look at the other major fac- 
tors, whether it is entitlement spending or the revenue side and 
tax reform. It is interesting that your budget extends a lot of the 
tax policies, whether it is AMT or the rates for under $250,000. Do 
you have a dollar amount associated with how much the extension 
of those tax provisions will cost over the next 10 years so we can 
try to put this in proper perspective as to what we are doing with 
the budget deficit? 

Mr. Lew. Senator, do you mean the AMT pay for or 

Senator Cardin. The AMT pay for. You also extend some of the 
other tax provisions, particularly for those under $250,000 in- 
come — 

Mr. Lew. The AMT is $321 billion over 10 years, and the others, 
I would have to — I can look them up. 

Senator Cardin. But they are substantial. 

Mr. Lew. Oh, yes, yes, yes 

Senator Cardin. I mean, they are going to be 

Mr. Lew. They are substantial. 

Senator Cardin. We are getting into the trillion dollar range, if 
not higher than that. 

Mr. Lew. The extension of the middle-class tax cut that is in the 
baseline is very substantial 
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Senator Cardin. Substantial — trillions. 

Mr. Lew [continuing]. And were we to extend the upper-income 
tax cut, which we do not, it is very substantial, as well. 

Senator Cardin. I think that was about $700 billion 

Mr. Lew. Seven-hundred-and-nine billion. 

Senator Cardin. Yes, if I remember correctly. 

Mr. Lew. And the additional cost of the estate tax provision that 
was enacted in December for 2 years compared to the 2009 policy 
is another $98 billion. We assume that it goes back to the 2009 pol- 
icy. 

Senator Cardin. And the reason I mention that is that we are 
getting into this debate on the discretionary spending side, and I 
think the proposal that you brought forward is one that is going 
to cause some really difficult choices to be made, but it is the right 
policy for us to achieve. But if we do not achieve that by also re- 
forming our tax code, we are never going to get to the type of re- 
sults that are going to be fair for the American people in balancing 
the budget but also balancing our priorities. 

And I think that we need to know how much money we are 
spending, for example, on tax expenditures. We do not exercise 
anywhere near the same discipline on tax expenditures as we do 
on discretionary spending. So if we are going to be able to have a 
credible plan for the deficit, we cannot just talk about the discre- 
tionary spending side. We really need to get beyond that. 

Mr. Lew. I totally agree. Senator, and the reason that we have 
put forward as a way to pay for the Alternative Minimum Tax, lim- 
iting the deductions in the top bracket, is because it begins to get 
at that question of tax expenditures and curtailing how much we 
are spending on the tax side. It is obviously not the last word on 
the subject, but it is an important step. 

Senator Cardin. We need tax reform, and we desperately need 
it. We are going to need leadership from the White House and we 
are going to need bipartisan leadership here in Congress in order 
to be able to achieve that. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. 

Senator Portman. 

Senator Portman. Thank you, Mr. Chairman, and Director Lew, 
having been in your shoes 4 years ago, I remember this being a 
very hectic week. You seem more relaxed than I was at the time, 
probably because you have been through it before. 

You probably heard some of the commentary from my colleagues 
today and from me about this budget. I am very disappointed be- 
cause I do not think it rises to the challenge that you yourself have 
set out or the President had set out, and I wish I could say other- 
wise. By the way, I think there are some opportunities, and Sen- 
ator Cardin just talked about one, and the Chairman has talked 
about this, as well, which is tax reform that is not in the budget 
that would help in terms of creating the economic growth that en- 
abled us 4 years ago to be able to propose a balanced budget over 
5 years because we had substantial revenues coming in and a def- 
icit that was roughly one-ninth of today’s deficit. 

So at the risk of doing sort of the specific critiques that used to 
drive me crazy, let me give you some critiques that I see in this 
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budget and get your response, because I may be misreading it. As 
I look at it, getting into some of the details, I see about $960 billion 
in what I would call either imaginary or unspecified savings, in one 
case wishful savings, and we have talked about some of them 
today, but not all of them. 

The doc fix we have talked about, and Senator Stabenow said she 
was pleased to see that you covered the doc fix through 2013, I look 
at that very differently. I see about $62 billion in savings, but those 
are 10-year savings, and actually on an annual basis over those 
years it covers only about 8 percent of the costs for those two fiscal 
years and I wonder how that is considered a doc fix. If you look 
at the $315 billion in unspecified savings that you have for the doc 
fix, I am not sure where that comes from. 

You look at the trust fund for transportation, it is called the Bi- 
partisan Financing for Transportation Trust Fund — I guess that 
means Democrats and Republicans are both going to pay higher 
taxes — but I am not sure what that means. I have been told it is 
a gas tax hike, but that is not what it says in the budget, and I 
have been told by others it is not a gas tax hike, so it seems to me 
that is unspecified. 

And last, of course, the AMT relief. We have talked about that. 
I guess you have clarified today for me that it is a reduction in tax 
expenditures related to limiting deductions on high-income individ- 
uals. That has always been considered a dead-on-arrival proposal, 
as it was last year in the budget, so I think that may not be imagi- 
nary or unspecified but may be wishful. 

If you add all these up, you get to a deficit that would be higher 
by about $964 billion, almost $1 trillion. Of course, that virtually 
eliminates the, I think, $1.1 trillion savings that you all are claim- 
ing in the budget. So I am just — I am concerned about the overall 
budget and the big picture we have talked about today because it 
does not address the fundamental issues. It does increase the debt 
substantially, doubles it over the 10-years. But also, even the sav- 
ings here, I wonder if you could tell me why you think these are 
real savings. 

Mr. Lew. Senator, I am happy to. You know, I think if you take 
these items individually, the offsets that we use to pay for the 2- 
years of the so-called doc fix are very real savings. There is in the 
program integrity area 16 specific line item proposal. We have pol- 
icy behind each of them. 

I think the notion of pay-as-you-go rules are that you can take 
savings over 10 years and apply them to spending within the 10- 
years and that is how we pay for it. So it is consistent with pay- 
as-you-go scoring and I think that is a very solid set of proposals. 

Senator Portman. These are Medicare savings over 10 years 

Mr. Lew. It is a combination of Medicare, Medicaid, Federal Em- 
ployee Health Benefit Program. It is a variety of very specific poli- 
cies. 

Senator Portman. You pay for the 2-years 

Mr. Lew. I would say that on the surface transportation bill, we 
are very clear in the budget that if we can work together on the 
policy for the investments, we need to also work together on the 
policies of paying for it because we do not get one without the 
other. So I do not think that — it does not increase the deficit. It 
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just increases the risk of whether or not we can fund the surface 
transportation priorities. There are a lot of different ways that one 
could fund them, and in the past there has been — it has been an 
area where there has been the ability to work together on a bipar- 
tisan basis. We may have disagreements on the priorities. It may 
not be that the program is one where we all agree. 

Senator Portman. No, I think — let us assume we agree on that, 
but there is 

Mr. Lew. The pay-fors will have to follow or we do not get the 
investment. 

Senator Portman. This is a budget that claims the pay for and 
you are just out there that the pay for, we will figure out. 

Mr. Lew. On the AMT, we do not count savings beyond the provi- 
sion I have described. And on the doctor fix in the out years, you 
know, it is — there is going to need to be a debate on what to do 
to resolve this so that we do not have to deal with it on an annual 
basis, so we have a reasonable policy on reimbursement and we do 
not keep going back to something that everyone agrees cannot hap- 
pen. And that is what we are proposing that we work together to 
do in this 3-year window that we pay for. 

Senator Portman. Mr. Chairman, I do not know how much time 
you are allotting us. It went down to zero and back up to 3 sec- 
onds — 

Chairman CoNRAD. No, that means you are 32 seconds over. 

[Laughter.] 

Senator Portman. OK. All right. Well, I have a number of other 
questions. Again, thanks for being with us today. Director Lew, and 
I hope we will have a chance for a second round. 

Chairman CoNRAD. Senator Nelson. 

Senator Nelson. Thank you for your public service. Putting this 
together has been tough for you. It is a good first step, but we have 
a long way to go. 

And one of the President’s stated goals is to expand the economy 
by expanding exports through our trade, and it was raised earlier 
and I want to underscore it. With the Panama Canal being ex- 
panded so that it can accommodate the very largest of the cargo 
ships coming from Asia so they do not have to dock in California 
and then incur the cost of taking the cargo off and putting it on 
rail or trucks and sending it to the East Coast, these large ships 
are going to be able to come right through the Panama Canal and 
come to East Coast ports and that is going to increase a good bit 
of activity both coming in and going out, a lot of economic activity. 

But most of the ports on the East Coast cannot receive the new 
large cargo ships because you have to get the channels dredged 
deeper. There are just about three ports on the East Coast that can 
accommodate the deep ships and there are others that want this, 
and yet there was no, despite pleas and begging on my knees for 
a de minimis new start, which we can match local and State funds 
for deepening channels, there are none in here. So this has already 
been addressed. I want to add my comment and you are to get back 
to us and I would appreciate it if you would get back to me, as well 
as to the other Senators who raised the issue. Thank you. 

OK. Now, you go through and you make up a budget. These are 
the President’s priorities. In the case where there is an authoriza- 
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tion for appropriations, what is the guidance that the President 
gives you in following an authorization? 

Mr. Lew. Senator, the — in general, the policy is to look at each 
program and each department and to look to what the right policy 
for the next year is. An authorization in some cases is going to he 
the upper limit. In some cases, you propose than more it. In other 
cases, you propose lower than it. Senator, the President’s budget 
often proposes policy. If there is a specific program that you are 
asking about, as I suspect there is, I would be happy to address 
it. 

Senator Nelson. Well, for example, the President signed the 
NASA authorization bill last September and yet the budget does 
not necessarily follow the authorization bill. I am not talking about 
the overall level of funding. I am talking about the allocation of the 
dollars within the agency. Do you want to comment on 

Mr. Lew. Well, I think that, in general, we did try and fund pro- 
grams in a manner consistent with the authorization. There is a 
general tightness in this budget where we did not have as much 
money to allocate as 

Senator Nelson. That is not what I am talking about. 

Mr. Lew. I understand, and we have tried to reflect the policy 
in the authorization and the budget. If there are specific areas 
where we have not, I am happy to discuss them with you. 

Senator Nelson. Yes. For example, in the authorized budget for 
the new heavy-lift rocket, you all in fiscal year 2012 have cut it 
over a billion dollars. You cannot build a rocket cutting it a billion 
dollars. And I am talking about the capsule, as well. But, on the 
other hand, when we put this delicate balance together between 
the heavy-lift and also the commercial rockets, which we support, 
and Senator Cornyn’s colleague from Texas is the one that helped 
me put this thing together, the fact is that you all decided, well, 
the commercial rockets ought to have more money than was au- 
thorized, and I am just wondering why you are not following the 
law. 

Mr. Lew. Well, I think the President’s budget is an opportunity 
to propose funding levels that are consistent with the policy re- 
quirements. We looked at the authorization and tried to track it. 
We had lower total funding levels. We saw there as being real need 
for the commercial satellite. We tried to hit the right balance. I un- 
derstand that that may be something that we have some different 
views on and I look forward to working with you on it. 

Senator Nelson. OK. And the law is the law, and the good news 
is, Mr. Chairman, the President proposes and the Congress dis- 
poses. 

I know my time is up. I am going to submit a question for the 
record about the difference in the budget that you assume the cost 
of acquiring the takeover of Fannie and Freddie, and that is much 
different from the Congressional Budget Office estimate, and so I 
will submit that for the record. Thank you, Mr. Chairman. 

Chairman CoNRAD. Thank you. Thanks for your respecting the 
time. 

Senator Thune is actually next. 

Senator Thune. I see everybody is really happy about that. 

[Laughter.] 
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Chairman CoNRAD. Let me just say this for colleagues. I am not 
going to be able to do a second round. I have to stop at 4. So we 
have three left and we are going to have to press ahead. 

Senator Sessions. Mr. Chairman, I know you do have a very se- 
rious schedule problem, but I had hoped that we would have a sec- 
ond round. I do not think we have begun to sufficiently inquire into 
this budget at this critical point in time. Perhaps if you cannot ex- 
tend it, could you extend the time by which we could file written 
questions? 

Chairman CoNRAD. Yes, I would be glad to do that, and I apolo- 
gize. Normally, it is my practice here to go as long as people want 
to go. Today, I cannot do it, so we have to close at 4. Obviously, 
we are not going to quite meet that. 

Senator Thune. 

Senator Thune. Thank you, Mr. Chairman, and Director Lew, 
thank you for being here today. I know that — I do not want to re- 
hash a lot of the old ground because everybody has been very crit- 
ical of the budget proposal, and forgive me if I ask questions that 
have been asked already. I have not been in the room when some 
of the others have asked. 

But it does seem like everybody knows this entitlement thing is 
just a time bomb waiting to blow up and that there would be some 
proposal, particularly given the fact that there was a debt commis- 
sion that made a number of recommendations, at least on Social 
Security reform. I understand that the Medicare-Medicaid aspect of 
that which is health care attributable is a more difficult nut to 
crack. No less, we need to get after that, as well. But why is there 
not any attempt to deal with these long-term problems? I mean, 
you have a budget which literally goes from $13 trillion in gross 
debt, or $14 trillion in gross debt, which is where we are today, to 
$26.3 trillion in gross debt. 

Mr. Lew. Senator — and I apologize if I repeat for others what I 
said in response to an earlier question — the Social Security issue 
is a very complicated one, but I think it is important to understand 
that it is not contributing in the short run to the deficit problem. 
And I just want to correct something I said before, because I may 
have used a number incorrectly. 

The Social Security Trust Funds will not be exhausted until 
2037. You know, they do not — they continue to grow because of 
both the balances that have been built up and the interest that is 
paid on those balances until 2025. And it is something that we 
ought to deal with because it is the right thing to do. We ought to 
be able to tell our children and our grandchildren that they can 
rely on Social Security just like our parents could. We need to sepa- 
rate it from the short-term deficit discussion. I actually think that 
will be the only way that we can have the kind of serious bipar- 
tisan conversation, because it is not contributing to the problem in 
this window. 

The President said in the State of the Union that he wants to 
work on a bipartisan basis to do it. He laid out some principles 
there. Those principles are repeated in the budget. 

It is a challenge to have a conversation about Social Security in 
a bipartisan way. I have worked on the issue for 30 years. It has 
always been a challenge. The easiest thing in the world to do is to 
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polarize the debate over Social Security. The President has worked 
very hard to extend a hand to have a conversation, and I think 
that is leadership. I think it is leadership to say we need to have 
that kind of adult conversation. 

Now, we have to figure out how to do it. I understand that, you 
know, there is an impatience to get on with it. But we ought to 
look at when the problem really hits. If you have a problem where 
the trust fund will be exhausted in 2037 and we are saying in 2011 
that we want to have a conversation about it now, we think we are 
taking a pretty long look, and I hope we can work together on it. 

Senator Thune. Well, we are putting lOUs, like we do all the 
time, into these trust funds. I mean, it is operating at a balance 
with less coming in and more going out. But I guess that was my 
point. 

Mr. Lew. I would just take issue with the lOU description be- 
cause they are Treasury bonds and the Federal Government has al- 
ways honored bonds. 

Senator Thune. But it is debt. But my point, though, is this: I 
understand, OK, so Social Security, let us say that that is not as 
big of a factor as perhaps the other two are. Why would you wait? 
I mean, the adult conversation occurred during the Debt Commis- 
sion. The Debt Commission made recommendations. The President 
appointed this debt Commission. You have all the experts who got 
together and said this is what we need to do, and to me, saying 
we need to have a conversation somewhere down the road about 
this, that is not leadership. And why would you — if Social Secu- 
rity — if your perception is that it is not a problem until some point 
in the future, what about Medicare and Medicaid? I mean, we all 
know that this is 60 percent, and growing, of the budget all the 
time. 

Mr. Lew. The administration has done quite a lot in the area of 
health care in the first 2 years. There may be different views about 
the merits of what we have done, but the Congressional Budget Of- 
fice agrees with us that we save hundreds of billions of dollars in 
the first 10 years and $1 trillion in the second 10 years. In addition 
to that, in this budget we have $62 billion of additional savings in 
health programs. So we have put quite a lot forward in health pro- 
grams. 

We are open to new ideas. The President made it clear; he does 
not think that we have a monopoly on good ideas. He wants to 
work together to move forward in this conversation. But I do not 
think it is fair to say that the President has not taken leadership 
on health care. He has taken a lot of leadership. 

Senator Thune. Well, I think we disagree about that question, 
but quickly 

Mr. Lew. We may disagree on the policy. I do not think we can 
disagree that he has taken leadership. 

Senator Thune. On a technical point, the economic assumptions 
about growth that you come up with are at least a point higher an- 
nually than are those that come up — that the CBO came out with. 
How do you come that far apart? That is a significant amount. 

Mr. Lew. Our assumptions are in the middle range of the Fed- 
eral Reserve Board’s analysis. The basic difference between the 
Congressional Budget Office assumptions and ours is that we be- 
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lieve that, consistent with past history, we will recover from this 
recession, and as in all financially led recessions, we will ultimately 
get back to the level of economic growth that existed before the re- 
cession. 

CBO assumes that we will permanently have a loss of economic 
capacity. We disagree with that assumption. One can disagree 
about the trajectory, and, you know, we may be right or wrong on 
how many years it gets there. But we believe strongly that we will 
get back to that rate of growth. 

Senator Thune. Thank you, Mr. Chairman. 

Chairman CoNRAD. I thank the Senator. 

Senator Sanders. 

Senator Sanders. Thank you, Mr. Chairman. I apologize for 
being late. I was chairing a hearing. 

Mr. Lew, the President has proposed in his budget to let the 
Bush tax cuts for the wealthiest 2 percent of Americans expire at 
the end of 2012. 

Mr. Lew. Correct. 

Senator Sanders. Now, a few months ago, when the Democrats 
controlled the House, when Democrats had a larger majority in the 
Senate, the President conceded that point to the Republicans and 
extended the tax breaks for 2 years. Why do you have any belief 
whatsoever — and maybe my Republican colleagues would like to 
chime in on this — that, in fact, these tax breaks will be terminated 
when Republicans, who are adamantly for these tax breaks, are in 
power in the Senate? 

Mr. Lew. Senator, when we worked on the tax bill in December, 
the President made it very clear that his position had not changed, 
that he believes that these tax rates should not be extended perma- 
nently. In the context of trying to work together to do something 
that was very immediate so that we would have economic growth 
this year and not have a tax increase this year, we had a 2-year 
extension. This is consistent with the position he took then, and we 
are going to 

Senator Sanders. But I asked you a question. Given the dynam- 
ics of politics, when Democrats controlled both bodies, I do not 
think any of my Republican friends would disagree, it ain’t going 
to happen. 

Mr. Lew. But I think there were very few who predicted that the 
tax agreement would happen, so I think in the area of predictions, 
lots of times 

Senator Sanders. Well, many people did not predict that that 
tax agreement, which gave hundreds of billions of dollars in tax 
breaks to the top 2 percent, would have happened. Many of us wish 
it did not happen. 

Let us talk about Social Security. When the President ran for of- 
fice, he was very clear in saying that Social Security has been an 
absolute success for the last 75 years, it is vital to the well-being 
of the working people of this country, and campaigned and saying 
that he wanted to extend the life of Social Security and its finan- 
cial solvency by lifting the cap on taxable income coming from peo- 
ple who made more than $250,000 a year. He saw that as the solu- 
tion. He saw that as fair. I happen to agree with him. Is that still 
his position? 
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Mr. Lew. You know, Senator, I think that what the President 
said is that he thinks we ought to work together on a bipartisan 
basis 

Senator Sanders. No, I asked you a question. Is that still his po- 
sition? 

Mr. Lew. I think his position, as he stated it then, that there is 
room to raise the cap and that will help extend solvency remains 
true. 

Senator Sanders. That will extend it. That will solve the prob- 
lem. 

Mr. Lew. The challenge we are going to have to work together 
for a bipartisan solution is going to be to find something we can 
all agree on. And I think he has tried to indicate that it is not nec- 
essary to cut benefits for current retirees or to 

Senator Sanders. For current retirees. 

Mr. Lew [continuing]. Benefits in the future. And that is a 
framework for a conversation. 

Senator Sanders. A framework for a conversation. Let us stay 
on that point a little bit. Is the framework for a conversation cut- 
ting benefits for younger workers? 

Mr. Lew. I do not want to address hypothetical provisions. I 
think that the issue of Social Security is one that ought to cross 
party lines. I think we 

Senator Sanders. What position are the Republicans stating that 
you feel that we can work with them on? 

Mr. Lew. I think that there is going to be a need for us to look 
at options where 

Senator Sanders. What options? 

Mr. Lew. Senator, it is premature for me to address the spe- 
cific — 

Senator Sanders. Are we going to cut benefits for workers? 

Mr. Lew. The President said clearly that we are not going to cut 
benefits for current retirees, and we are not going to slash benefits 
for future retirees. 

Senator Sanders. “Slash” is a big word. What does “slash” 
mean? 

Mr. Lew. I am going to stick with the words the President used. 

Senator Sanders. Slash? Or we can cut. You can cut but not 
slash. Well, let me ask you this question 

Mr. Lew. Senator, I really 

Senator Sanders [continuing]. About Social Security. 

Mr. Lew. I really think I should leave the President’s words to 
say it. 

Senator Sanders. All right. Let me ask this question. Has Social 
Security, which is funded by the payroll tax, contributed one nickel 
to the deficit of this country? 

Mr. Lew. Social Security is fully funded through 2037. 

Senator Sanders. Has it contributed one nickel to the deficit? 

Mr. Lew. No, it has actually been helping with 

Senator Sanders. That is right. 

Mr. Lew. Yes. 

Senator Sanders. If Social Security has not contributed one nick- 
el to the deficit, why are we looking at it within the context of def- 
icit reduction? 
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Mr. Lew. I agree. Senator, I have said four times at this hearing 
it should not be looked at in that context. 

Senator Sanders. OK. How many years will Social Security pay 
out every benefit to every eligible American? 

Mr. Lew. If we take no action, the trust fund is exhausted in 
2037. 

Senator Sanders. So that is another twenty — and there are vary- 
ing opinions, 23, 24 years. Some say longer. 

Mr. Lew. These numbers 

Senator Sanders. Some say 

Mr. Lew. When the trustees do new estimates, the numbers 
could change. 

Senator Sanders. Right. Exactly. At which point it would pay 
out about 75 or 80 percent of all benefits. How does 

Mr. Lew. Because current revenue will fund benefits, correct. 

Senator Sanders. Right. How does that issue of paying out every 
nickel owed to every eligible American for the next 23, 25 years, 
whatever it may be, compare to the fact that in real terms unem- 
ployment today in terms of official plus people who have given up 
looking for work, people who are working part time who want to 
work full time, is at 16 percent? I mean, is that more of a crisis 
than worrying 

Mr. Lew. Mr. Chairman, should I 

Chairman CONRAD. For you to answer the question 

Mr. Lew. Mr. Chairman, I am looking for direction as to whether 
I should go on. 

Chairman CoNRAD. Answer the Senator. 

Mr. Lew. Senator, the President has made clear that he views 
getting the economy moving and creating jobs is an immediate pri- 
ority. This whole budget is built around the premise that we need 
to build an economy for today and for the future to create jobs. We 
have to be able to handle multiple challenges, and we are not com- 
paring the immediacy. The fact that Social Security is important 
and we should look at it as a long-term issue, we should not wait 
until it is on the eve of crisis, shows a real concern that we have 
a compact across generations that we need to keep. It is not a def- 
icit reduction question, and we have not tried to suggest that it has 
that kind of urgency. It does have that importance, though. 

Chairman CONRAD. Senator Cornyn. 

Senator Cornyn. Mr. Lew, assuming the Federal Government 
spends $3.7 trillion but only receives $2.2 trillion in revenue, that 
leaves an annual deficit of $1.5 trillion, correct? 

Mr. Lew. That would be the arithmetic. 

Senator Cornyn. Well, that is about as sophisticated as I get 
when it comes to arithmetic, so bear with me. But the cumulative 
effect of that annual deficit represents the debt, which is currently 
roughly $14 trillion. Isn’t that right? 

Mr. Lew. Right. 

Senator Cornyn. So here is my question, and it is not a trick 
question, I assure you. We are talking about cutting spending — and 
I agree with my colleagues that I am disappointed that the Presi- 
dent’s proposed budget does not do a better job, and I trust that 
the House and the Senate will do a better job. In fact, from 2008 
levels this budget represents a 33-percent increase in discretionary 
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spending, leaving out emergency and the Department of Defense 
spending. But, really, I do not want to talk to you so much about 
the cuts, in other words, what that top line should be. I want to 
talk to you about what do we do to grow that bottom line, because 
that is the gap we need to close, right, both within sensible cuts 
or limits in Federal spending but also how do we get the economy 
growing again to bring that bottom line up? Would you agree with 
me? 

Mr. Lew. If you look at our projections over the next 10 years, 
the most important single thing is getting the economy moving. If 
we do not get the economy moving, there is no way for us to make 
enough policy to close the gap. So 

Senator Cornyn. Thank you. You and I agree 

Mr. Lew. Which is why this budget is built around keeping the 
economy moving. 

Senator Cornyn. Well, you and I may disagree about that. 

Mr. Lew. I thought we might. 

Senator Cornyn. You project the unemployment rate or assume 
the unemployment rate next year will be 8.6 percent, right? In 
other words, it is still going to be stubbornly high. Would you 
agree? 

Mr. Lew. Yes, the unemployment rate is higher than we want it 
to be now, and it remains too high for too long. 

Senator Cornyn. And that is because the private sector is not 
creating jobs adequate to hire enough people to bring that number 
down. Wouldn’t you agree? 

Mr. Lew. It is because we are recovering from the deepest reces- 
sion in a generation, and historically the recovery period and the 
job creation after financially led recessions is longer. So we are on 
a path, but we are doing everything we can to push that path hard- 
er. 

Senator Cornyn. But with all due respect, you are not answering 
my question. My question is: The reason why unemployment rates 
are high is because the economy is not growing faster in a way that 
would create those jobs and bring unemployment rates down, cor- 
rect? 

Mr. Lew. To be clear, the economy is now in recovery. We are 
growing at rates that are, you know, 3 to 4 percent. That is not 
good enough. But we see a return to growth rates in this imme- 
diate forecast period that starts to get back on our feet. 

Senator Cornyn. Well, I would say that most Americans would 
believe that 8.6 percent unemployment next year is unacceptably 
high, and we need 

Mr. Lew. And we agree with that. 

Senator Cornyn. And we need to find ways to grow the economy, 
primarily by encouraging the private sector to invest and to expand 
businesses and create jobs. 

I want to ask you, how in the world is the private sector sup- 
posed to do that when this budget assumes tax increases of $1.6 
trillion? 

Mr. Lew. You know, I think if you look at the tax policies in this 
budget, they are consistent with the tax policies that were in place 
when we had the longest period of uninterrupted growth in our Na- 
tion’s history. 
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Senator Cornyn. And that is not my question. How is economic 
growth consistent with the tax increase of $1.6 trillion? Are you 
going to say the economy is going to grow in spite of that anti-stim- 
ulus effect of increased taxes or because of it? 

Mr. Lew. The challenge we have is coming out of a deep reces- 
sion, dealing with a structural deficit that was caused by a series 
of a policy decisions that were made to have tax cuts and spending 
increases and not pay for them. We are now paying that price, and 
we have to work together to close that gap, and we have to do it 
by having everything on the table. We cannot do it by just cutting, 
as people said, the 12 percent of the budget that goes to annual ap- 
propriations. 

Senator Cornyn. But you are not saying, are you, that a $1.6 
trillion tax increase will stimulate that economic recovery? Are you 
saying that? 

Mr. Lew. I am saying that we have tax policies in this budget 
that are consistent with economic growth. We have tax incentives 
to encourage economic growth. We have spending policies to en- 
courage economic growth. We may disagree on some of the composi- 
tion. We do not disagree on the goal, and I hope we can work to- 
gether on working through the differences — 

Senator Cornyn. I agree we disagree that this budget does en- 
courage economic growth, and indeed I think it discourages it. But 
let me ask you my last question since we have just a short time 
together. 

You project in this budget that interest on the debt will over a 
10-year period of time total $5.7 trillion. I wonder if you would 
comment on a Bloomberg article that reports a Treasury Depart- 
ment meeting with a 13-member committee of bond dealers and in- 
vestors where they say that interest expense on the debt will rise 
to 3.1 percent of gross domestic product by 2016 from 1.3 percent 
in 2010 with the Government forecast to run cumulative deficits, 
so forth and so on. My question is: We are right no seeing rel- 
atively low interest rates because the Fed is trying to help with the 
recovery. But if interest rates double or triple, the assumptions 
that you make on the debt service, the interest that is paid on that 
debt could well — will double and triple along with that, correct? 

Mr. Lew. And our economic assumptions do assume an increase 
in interest rates over the period consistent with the economic 
growth that we forecast. 

Chairman CoNRAD. I thank the Senator. 

Senator Enzi. 

Senator Enzi. Thank you, Mr. Chairman, and thank you. Direc- 
tor Lew. I was a strong — I was a cosponsor of the Deficit Commis- 
sion, the Conrad-Gregg Deficit Commission, and I voted for it. And 
I was pleased that the President picked up the reins on that and 
appointed a committee. And I was pleased with almost everything 
that they proposed and think that probably all of them could be 
passed if they were done in steps rather than as one lump sum. 
I think the opposition — but I noticed in the budget that there are 
provisions for repealing a bunch of the oil and gas tax expendi- 
tures, and that was a proposal of the Deficit Commission, but it 
was in exchange for lowering the corporate rate so that we could 
be more competitive internationally. Instead, we are taking that 
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money and utilizing it as a pay-for, and we are going to drive up 
the cost of energy. Can you explain to me why we are stealing it 
from there instead of doing what the Deficit Commission sug- 
gested? 

Mr. Lew. Senator, we do have policies in this budget to under- 
take corporate tax reforms that will be deficit neutral, broaden the 
base, and lower the rates. We also have policies in the budget that 
we think make sense on their own, and these oil, gas, and tax pro- 
visions are a part of them. I think that as we engage in the con- 
versation, we are going to have to work through these issues to- 
gether and see if they should be treated together or apart. But 
I 

Senator Enzi. If the expenditure has already been made, then it 
cannot be used to do the other piece there. I noticed there was a 
piece in there about LIFO, too, and I do not think they realize the 
impact that that will have on small business having to put cash up 
front to pay for the things there, just as the small oil and gas com- 
panies would have to put cash up front to do what has been pro- 
posed in this. 

When I talked to the Commission, primarily the two co- chairs, 
I suggested that any of these provisions were done had to be done 
over a period of time for the businesses to be able to adjust. The 
cash up front is not available for anybody right now. So it looks 
like it would put a lot of people out of business and raise prices. 
So we will be getting a little more information on that, too. 

I have a whole series of questions. I will not ask them all. I do 
want to mention that in 2006 we reauthorized the Abandoned Mine 
Land Trust Fund. That was done over a point of order because it 
was mandatory spending. That is a trust fund like the Social Secu- 
rity Trust Fund. If we default on that debt, I think we are saying 
something about how valuable our trust funds are. 

One of the things that we passed just recently was a Form 1099 
reporting under health care, and that covered both the $600 in a 
calendar year for corporations and for property. And I noticed in 
the budget that you only did the part that applied to corporations. 
Why is the administration rejecting the Senate amendment and of- 
fering a proposal — and it is an amendment that has come up before 
and had very substantial support — offering a proposal that only 
gets half the job done? 

Mr. Lew. Senator, we support addressing the 1099 provision and 
look forward to working together on that. This budget was put to- 
gether before the Senate provision that recently was passed, and 
I would have to go back and study the two to understand the dif- 
ference. 

Senator Enzi. Well, the President in his State of the Union 
speech even promised that the 1099 would be gone, but only half 
of it is going to be gone. I appreciate the question that Senator 
Wyden asked about the effect the budget is going to have on the 
750,000 small businesses. And I know we are in a hurry, so I will 
submit the rest of my in written form. 

Chairman CONRAD. I thank the Senator for his courtesy. 

Senator Merkley. 

Senator Merkley. Thank you, Mr. Chair, and thank you for your 
testimony. And I wanted to start with the county payments, and 
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I know from the conversations that we have had and other Sen- 
ators have had with you that you understand the basic framework 
in which BLM lands were set aside to produce timber and to 
produce revenues for the counties. The Federal Government has 
come along and said, well, we are going to put some restrictions on 
this, but we will compensate for those restrictions. And now the 
Federal Government has come along and said, well, maybe we will 
not compensate you for those restrictions. 

I do want to applaud the fact that you have this in your budget 
for 2012. We are still trying to understand exactly what that num- 
ber is. There is a little bit of a cryptic nature to it. But it also ap- 
pears that it has been moved from the mandatory funding into the 
discretionary funding, which is an item of tremendous concern. It 
has always been a mandatory funding because it was a contract be- 
tween the Federal Government and the timber counties. And so I 
just wanted to ask that question of you and try to get some sense 
of whether we are reading this correctly, that it has been moved 
to discretionary, and if so, why. 

Mr. Lew. Senator, we did fund it on the discretionary side, but 
we also indicated an openness to working with Congress to resolve 
the matter in the course of the legislative process and did not take 
a firm position that it had to be discretionary versus mandatory. 
We thought that fitting it within the tight caps, given the pres- 
sures, saving $400 billion over 10 years, was a way to make a real 
commitment to the funding request. And we look forward to work- 
ing with you and Senator Wyden and others as we go forward. 

Senator Merkley. Thank you. Then for now I will just register 
that that is of significant concern because it suggests that it is not 
being viewed as a contract as it has been in the past. And, of 
course, we are calling upon the Federal Government to honor its 
contract with the counties. 

I wanted to turn to the President’s support for renewable energy 
and energy efficiency and clean energy technology in the budget re- 
quest, and there are several pieces in there I am delighted to see. 
One of them is related to the funding of low-cost loans for energy 
renovations. Another is related to electric vehicles. And I am com- 
ing at this from the point of view of trying to think of our economy 
the way you would think about positioning a company. And if we 
are in a world where we are importing $1 billion a day of oil and 
sending that money overseas, there are national security issues as- 
sociated with that. There is certainly the fact that those dollars do 
not stay in our grocery stores and our retail outlets and create ad- 
ditional jobs for Americans. And then there is the fact that as we 
substitute for oil, we can also produce less carbon dioxide and read 
some of our goals for addressing global warming. 

So I would like to see all of that, and I just want to know if you 
know of any potential barriers, either in budgeting or in procure- 
ment procedures, that would be problematic as we attempt to un- 
dertake one piece of that, which is electrifying the Government 
fleets. 

Mr. Lew. Senator, we have put in a broad range of proposals 
from research and development to incentives for commercialization 
to try and get the United States into the leadership position we 
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should be in, both in terms of developing and producing these tech- 
nologies and in using them. 

I am happy to take a look at the provisions regarding the Gov- 
ernment fleet. That is not a provision I off the top of my head re- 
member the details of, but I am happy to get back to you. 

Senator Merkley. Well, I have really come to this point of view 
of applauding the administration of taking this seriously. We have 
had administrations in the past that have talked about attacking 
our dependence on foreign oil and our addiction to oil in general. 
And we have not been able to follow through with coherent Amer- 
ican policies to end this. I think we can simply look at the turmoil 
of these last few weeks in the Middle East and recognize that not 
only are we sending a ton of money to governments abroad, but 
many of those governments are governments that do not always 
share our national interests and end up tunneling some of that 
money into groups that we are actually in opposition to around the 
world. 

So for a whole host of reasons 

Mr. Lew. We win in three ways if we succeed in this policy. 

Senator Merkley. Absolutely. 

Mr. Lew. We reduce our dependence on foreign oil, we create 
American jobs, and we have environmental benefits. That is why 
we think it is so important to do it. 

Senator Merkley. And thank you so much for your effort in the 
budget to take on that area. 

In the 6 seconds I have left, community development block 
grants, I just want to express a lot of concern about the cuts that 
are there. Many of these benefit low-income people through afford- 
able housing projects and many other projects within communities. 
We are still facing a situation with 300,000 foreclosure filings a 
month across America, and I look forward to working with you all 
to make sure that we do not balance this budget on the backs of 
those who are struggling in their community and are hardest hit 
by this recession, which was caused by the deregulatory policies of 
the Bush administration, with predatory lending and runaway 
Wall Street gambling, and we should not solve this problem by fur- 
ther kicking those who have been hurt by this economy. 

Chairman CoNRAD. That will have to be the last word. Let me 
just thank Director Lew. I thank all colleagues. Because of the in- 
ability to get to a second round given the number of colleagues who 
participated today, instead of closing out questions at the end of 
today, we will extend that until noon tomorrow, give colleagues a 
chance 

Senator Sessions. How about all day tomorrow, Mr. Chairman? 

Chairman CONRAD. Would you prefer that we do it until the end 
of tomorrow? 

Senator Sessions. Yes, if you would, at least. 

Chairman CoNRAD. All right. We will do that. So, Director Lew, 
I would ask you to take up those questions expeditiously. 

Mr. Lew. I would be happy to. 

Chairman CoNRAD. Senator Sessions. 

Senator Sessions. Briefly, Mr. Lew, I want to stress again my 
displeasure with your statement that our budget will get us over 
the next several years to the point where we can look the American 
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people in the eye and say we are not adding to the debt anymore, 
we are spending money we have each year, and then we can work 
on bringing down the national debt. I believe that is inaccurate. I 
believe any American that heard that would believe that this budg- 
et balances. It does not come close to do so. And this chart up here, 
I know it is on this primary balance theory that does not count the 
interest, but under your plan, the President’s plan, at the end of 
your 10-year budget the interest will be $844 billion in 1 year, 
dwarfing all of these other agencies and departments and expendi- 
tures — something which we have never seen before in our country, 
and it threatens our debt structure and our economy. 

Mr. Lew. Senator, I do not disagree that we have to take on the 
debt and we have to pay down the debt and reduce the interest 
payments. The only thing I take issue with 

Senator Sessions. Does this budget do it? 

Mr. Lew. I think we get to the point where we 

Senator Sessions. Does it do it? 

Mr. Lew. It gets us to the point where we stop adding to the 
problem with our new spending, and that is 

Senator Sessions. The debt goes up every year, and the deficit 
is — the debt has increased — doubled over this period. 

Mr. Lew. I just think that if we are going to have the kind of 
conversation we need to have to resolve this, we have to have it 
in a way where we respect each other, and I respect your position. 
Senator. 

Senator Sessions. Well, I cannot respect a position that suggests 
this budget reduces the debt. If you take that position, we are talk- 
ing beyond each other. The Wall Street Journal said about this 
budget 

Mr. Lew. I said we stop adding to the 

Senator Sessions [continuing]. That it is as detached from re- 
ality as 

Mr. Lew. No, we stop adding to the debt 

Senator Sessions. — Mr. Mubarak. 

Mr. Lew [continuing]. With our new spending. We do have inter- 
est payments. We have to control those interest payments in the 
future. This is a downpayment. We have to finish the job. 

Senator Sessions. Forgive me, Mr. Chairman, but this is a — I do 
not think it is a matter of opinion. I believe, Mr. Lew, it is flatly 
in error, and it cannot continue. And I hope the President and he 
never repeats that this budget balances at any point in the 10 
years. 

Chairman CoNRAD. Director Lew, do you want to respond? 

Mr. Lew. No, I mean, I really do not mean to be argumentative 
about this. I think there is a very complicated idea here that we 
are trying to work through together. You know, in order for us to 
get to the point of reducing the debt, there are several things that 
have to happen. We have to have taxes and revenues that cover 
our current spending, and then we lock in an amount of the debt 
that will continue to have interest. That interest compounds until 
we pay down the debt. We have to then reduce the principal of the 
debt so the interest stops compounding. I think we agree on that 
in principle, and if the language of Federal budgeting is confusing, 
I apologize for that. I did not invent the language. And I would 
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like- -I really would like to work together, because I do not disagree 
with you in the core principle that we have not solved the problem 
until we have really brought down the debt. And I think what we 
have put on the table is a huge step to put us in a place where 
we have the kind of stability to then go forward and take the next 
step. 

Chairman CONRAD. Let me just conclude on my own. Senator 
Sessions has expressed himself clearly. Let me express myself 
clearly. I believe in the near term this budget has it about right. 
I believe as passionately as Senator Sessions does that for the long 
term we are going to have to do a whole lot more. I do not believe 
it will happen next year in an election year. I personally believe we 
have to have a long-term plan agreed to this year. I believe it has 
to be on the range of what the Commission proposed, which is $4 
trillion of debt reduction over the 10 years. The administration’s 
description of its plan is $1 trillion. We will see what CBO says 
when they do a re-estimate. 

But, honestly, we have a responsibility to this country that is 
sober and somber and serious, and I believe history will condemn 
us all. I believe history will condemn us all if we do not do substan- 
tially more for the decade than is in this budget. I believe it fun- 
damentally puts at risk the economic security of the country. And 
I believe that. I believe the evidence is quite strong that the risks 
that are being run are unacceptable risks. 

So I give you good grades for a beginning. Somehow — somehow — 
we have to find a way — and the administration has a big responsi- 
bility here — to help us understand their vision of how this process 
comes together. And, you know, we do not have a whole lot more 
time. Sometime very soon there is going to have to be a negotiation 
that involves the leadership of the House and the Senate, Repub- 
licans and Democrats, and the White House. And, honestly, I think 
the seriousness of this to the country cannot be overstated. 

With that, we will adjourn the hearing. 

[Whereupon, at 4:22 p.m., the Committee was adjourned.] 
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Sen. Sessions 

To justify your statement that this budget is "not adding to the debt anymore," 
you said the primary deficit is balanced in the medium term. Does that mean that 
you are able to claim a balanced budget without having to account for our interest 
cost? 

The 2012 Budget reaches primary balance in 2017. This would be the first year since 
2007 that the Government is able to pay for its current programs with its current 
revenues. It is important to note that reaching primary balance does not mean that the 
budget is balanced or that tbe debt has stopped growing in dollar terms. A budget in 
primary balance still requires borrowing for interest costs, which causes the debt to 
increase, although at a slower pace than when the budget is in primary deficit. This is 
analogous to a credit card balance, w'hich rises even without any new purchases, 
because of interest charges for prior purchases. However, primary balance is a 
necessary step on tbe path to restoring fiscal responsibility. That is why the President 
has called this Budget a down payment, but not a complete solution. Wc still have work 
to do to pay down the debt and address the country’s long-term fiscal challenges. 
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Sen. Sessions 


In your interview on CNN on February 13, you said, “Our budget will get us, over 
the next several years, to the point where we can look the American people in the 
eye and say we’re not adding to the debt anymore; we’re spending money that we 
have each year, and then wc can work on bringing down our national debt.” I 
would like to ask how you think that statement would be interpreted by an 
average member of the viewing audience. 

1. Do you think that most people would interpret “we’re not adding to the debt 
anymore” to mean that outlays other than net interest spending is not greater than 
total receipts? 

2. Or, do you think that most people would interpret that as simply meaning that 
the debt is not increasing and that the budget is balanced? 

3. Is your responsibility as OMB Director to present statistics and facts to the 
public in a fair and unbiased way, or is it to advance the political interests of the 
President? 

The President’s budget outlines policies that are projected to decrease annual deficits 
(including consideration of net interest payments) to around 3% of GDP over the next 
several years. The budget makes clear that reaching primary (non-interest) balance in 
the shorter term is an important first step toward putting the Nation on the longer term 
course of bringing down our national debt, in light of the $1.3 trillion annual deficit 
coupled with the substantial economic downturn that the President faced upon taking 
office. The President has been very clear that his Budget is a down payment on our 
long-term fiscal challenges. With respect to preparation and submission of the 
President’s budget, the responsibility of the OMB Director is to assist the President in 
providing the information specified by law, reflecting the budget priorities established 
by the President. 
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Sen. Sessions 

In your testimony, you said that "the terminology that we use in Washington of 
primary balance is a little confusing." 

1. Why did you choose not to use this term or attempt to explain it in your 
interview on CNN? 

2. To your knowledge, is the "primary balance" concept used, to any significant 
extent, by anyone other than a small group of public finance economists? 

3. In a 1986 report on economic fallacies, a senior analyst for the Government of 
Canada's Depository Services Program wrote, "The greatest threat to fiscal 
stability comes from the use of the primary deficit as the relevant fiscal concept" 
Please explain why you disagree. 

1. The term “primary balance" and its related concepts are technical in nature, and are 
most appropriate for discussion among budget and public finance experts such as 
members of the Senate Budget Committee. I always try in public appearances to avoid 
jargon that obscures the real meaning of these technical concepts. Examples like a 
household credit card bill are a way to communicate more clearly and convey the 
critical concepts that underlie technical budget terminology. 

2. The concept of primary balance is relevant and well understood by budget analysts 
concerned with long-range sustainability of fiscal policy. It is not the only measure of 
fiscal sustainability, but it is an important one because it highlights the key principle 
that budgets which are in persistent primary deficit - that is, budgets which are 
borrowing to pay for current programs as well as to pay interest on past borrowing — 
lead to debt rising faster than GDP, which makes fiscal policy unsustainable by 
definition. Running a primary surplus is necessary to stabilize the ratio of debt to GDP, 
which is a key first step to achieving fiscal sustainability. 

3. 1 am not familiar with the 1986 report that you refer to. 1 agree that primary balance 
is not a sufficient method to assess sound government fiscal policy and should not be 
used as the sole benchmark to achieve that goal. This is exactly why the President has 
called this Budget a down payment, and that even after passing the threshold of primary 
balance we still have work to do to pay down the debt and address our long-term fiscal 
challenges. 



532 


Sen. Sessions 

I have noticed similarities in much of the language employed by you and President 
Obama in recent days, including phrases like “living within our means,” “making 
tough choices,” and ‘Svill not be adding to the national debt,” as well as analogies 
involving credit card balances. 

1. Did President Obama direct you to use these terms when talking about his 
budget? 

2. Did you ever participate in any meetings at which rhetorical strategies were 
discussed? 

a. If so, what members of the White House press office or communications 
office attended? 

b. Did political advisors participate in these meetings? 

c. Were any concerns ever raised that these terms might be misleading? 

To the extent that my statements may employ language similar to that reflected in the 
President’s budget, or his State of the Union message, or in other Presidential 
statements concerning this year’s proposed budget, they reflect my efforts to highlight 
the policies of the President outlined therein. It would not be appropriate for me to 
disclose deliberative communications with the President and his advisors concerning 
the formulation of budget policy, or concerning the preparation or presentation of the 
budget. 
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Sen. Sessions 

Subsequent to your testimony and President Obama’s press conference on the 
budget, various organizations — including PolitiFact, McClatchy, and the Concord 
Coalition, as well as reporters from ABC News, Reuters, and CNN — have said the 
claim that the budget “will not be adding more to the national debt” is either false 
or misleading. 

1. In light of this, what efforts will you make to ensure that you are 
accurate in your characterization of the debt impact of the president’s 
budget? 

2. Please describe what steps you will take, if any, to ensure that President 
Obama is accurate in his characterization of the debt impact of the budget. 

1 believe that the President’s proposed budget submitted to Congress on February 14, 
2011, fully and accurately reflects the relationship between that proposal and the debt, 
which is discussed in great detail, particularly in the “Long Term Budget Outlook” and 
“Federal Borrowing and Debt” sections of the volume entitled “Fiscal Year 2012, 
Analytical Perspectives.” 
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Sen. Sessions 

My understanding is that the budget treats Fannie Mae and Freddie Mac as 
separate from the federal government, recording only the cash transactions 
between the government and the mortgage GSEs. The Appendix to the budget 
states, on the one hand (p.l319), that the GSEs " ... are not included in the Federal 
Budget because they are private companies, and their securities are not backed by 
the full faith and credit of the Federal Government." On the other hand, the 
budget says (p. 25) that the administration " ... will continue to ensure that the 
GSEs have sufficient capital to honor any guarantees issued now or in the future 
and the ability to meet any of their debt obligations ... " 

1. Why does the administration refuse to account for impacts on the budget of the 
government-run housing GSEs, Fannie and Freddie, in the way that the 
Congressional Budget Office argues is appropriate? 

2. Are debt obligations and other securities issued by Fannie and Freddie backed 
by the full faith and credit of the federal government? 

3. The administration has proposed to wind down the portfolios and allowable 
loan limits of Fannie and Freddie. How is this proposal reflected in the budget? 

1. The Administration presents the budget impaet of the housing GSEs as their 
estimated transactions with Treasury under the Senior Preferred Stock Purchase 
Agreements (PSPAs). The Budget maintains the existing non-budgetary presentation 
for Fannie Mac and Freddie Mac, as it does for the other GSEs. This is consistent with 
financial accounting standards that do not require consolidation of an entity if 
ownership control is temporary. 

2. The obligations of Fannie Mae and Freddie Mac are not explicitly backed by the full 
faith and credit of the Federal Government, but the PSPAs effectively ensure there will 
be sufficient capital for Fannie Mae and Freddie Mac to be able to honor agency senior 
debt, agency subordinated debt, or guaranteed mortgage backed securities guaranteed in 
all cases, whenever issued. The stnicture of the PSPAs provides a substantial margin 
of solvency for Fannie Mae and Freddie Mac that would allow them to meet their 
obligations even in substantially more adverse economic scenarios than the Budget 
forecasts. 

3. Reflecting the Administration’s wind-down proposal, the budget projections of 
Treasury’s PSPA investments are consistent with the Department of Treasury’s 2010 
financial statement, and GSE net income projections take into account that the 
allowable investment portfolios of Fannie Mae and Freddie Mac will be reduced by 10 
percent each year, as specified in the their PSPA agreements with Treasury, and that the 
temporary conforming loan limits of up to $729,750 will expire at the end of fiscal year 
2011. The Budget does not assume or pre-judge any specific changes to operating 
assumptions on their single family guarantee business (such as future pricing increases 
or legislative changes). 
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Sen. Sessions 

In the long-term budget outlook discussed in Chapter 5 of Analytical Perspectives, 
the projections appear to suggest that the President’s budget would reduce the 
fiscal gap to 1.8% of GDP over the period through 2085. However, these 
projections rely on some unrealistic assumptions. In particular, many would take 
issue with your assumptions regarding "excess cost growth" (or the average 
annual growth rate for health spending above GDP growth). 

1. For Medicaid, your long-run budget projections assume growth in spending per 
enrollee exceeds growth in GDP per capita by 0.65 percentage points (GDP + 
.65%). However, according to the Congressional Budget Office the historical rate 
of excess cost growth in Medicaid is GDP + 2.0% (measured over the period from 
1975 to 2008). Given that the Chief Actuary at CMS projects "aggregate Medicaid 
costs will increase significantly as a result of the Affordable Care Act, due to the 
very large number of additional enrollees starting in 2014 and that Medicaid 
expenditures will increase at an average annual rate of 8.3% over the next 10 
years, how do you defend using a Medicaid excess cost growth assumption of GDP 
+ .65% beyond the ten year window? Why did you not adopt the standard GDP+1 
% assumption used for long-run health spending projections? 

2. For Medicare, your long-run budget projections assume growth in spending per 
enrollee is 0.3 percentage points per year above the growth in GDP per capita 
(GDP + .3“/o). However, according to the Congressional Budget Office the 
historical rate of excess cost growth in Medicare is GDP + 2.5% (measured over 
the period from 1975 to 2008). Your assumption significantly departs from the 
standard GDP+1 % methodology used for long-run health spending projections. It 
is also lower than the overall cap on health spending growth recommended by the 
President’s Fiscal Commission. Given that the Chief Actuary at CMS has said that 
"there is a strong likelihood that certain of these changes [in ACA] will not be 
viable in the long range," and that financial projections in the 2010 Medicare 
trustees report "do not represent a reasonable expectation for actual program 
operations in either the short range or the long range," why would you rely on 
such an unrealistic assumption in your long-term budget projections? 

3. Page 51 of the FY 2012 Analytical Perspectives includes a table labeled "Table 
5-1 Long-Run Budget Projections." Can you produce a similar table and provide 
it to my staff for the alternative scenario in which health spending per capita 
continues its historical trend of growing 2 percentage points faster than GDP per 
capita? 

1 , The cost-reduction mechanisms in the ACA significantly reduce projected budget 
deficits in the long run and slow future growth in medical costs. CBO estimates that 
the ACA will save more than $200 billion over the next 10 years and more than $1 
trillion over the second 10 years, but in the near term there is an expansion of total 
health care costs because of the increased coverage for those who previously lacked 
health insurance. This is reflected in higher near term costs for Medicaid. The 2012 
Budget projects that Federal Medicaid costs will increase by an average of 8.8% per 
year for the period beginning in 2008 and ending in 2021. This is the similar to the 
2010 Actuarial Report for Medicaid. 
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The excess cost growth in the Medicaid program in the long run is projected to average 
0.65 percentage points. CBO in its 2010 long-run projections assumed Medicaid cost 
growth over the same period would average 0.8 percentage points; in 2009 they 
projected excess cost growth of 0.6 percentage points for Medicaid. Thus, our 
projections arc in the same range as CBO’s, and all these projections imply a marked 
slowdown compared with previous trends in Medicaid costs. Many provisions of the 
ACA are expected to constrain future growth of health system costs including those for 
the Medicaid program. For example, the ACA includes an array of delivery system 
reforms, including incentives for accountable care organizations and payment reform 
demonstrations that have the potential to re-orient the medical system toward providing 
higher quality' care, not just more care, while reducing future cost growth. 

2. The 2010 Medicare Trustees Report projections imply that average long range 
annual growth in Medicare spending per enrollce will be 0.3 percentage points per year 
above the growth in GDP per capita, and the same assumption was used in the long-run 
Medicare projections in Analytical Perspectives. This assumption accounts for the 
impact of the ACA, including the new payment rules for hospitals and other providers 
in the ACA as calculated by the Medicare actuaries as well as an array of delivery 
system reforms. Because of the payment provisions which apply to Medicare and not 
to private health spending or Medicaid, the slowdown in future Medicare costs is 
projected to be larger than the slowdown in future private health care costs or future 
Medicaid costs. In addition to the reforms that apply mainly to Medicare, there are 
many other reforms in the ACA that can be expected to lower future health care cost 
growth affecting private health and Medicaid as well as Medicare. The long-run budget 
projections in Analy'tical Perspectives have always been based on the Administration’s 
budget policy, and the current policy assumes compliance with the ACA now and in the 
future. 

3. An alternative version of Table 5-1 is attached which shows the projections for the 
budget on an assumption that excess cost growth is 2% per year for Medicare, 

Medicaid, and private health insurance. 

Attachment: Long-Run Bud Proj. Health Cost.pdf 



537 


TaWe 5-1- loog-Run Biidget Projections, Excess Heahh Cost Grows -294 



(Rcceip 

ts. Outlays, Surplus, c 

>r Deficit, and 1 

Debt as; 

1 Percent of 

GDPl 







1980 

1990 

2000 

2010 

2020 

2030 

2040 

2050 

2060 

2070 

2080 

2085 

Receipts 

19.0 

18,0 

20,6 

14.9 

199 


20.2 

20.8 

21.3 

21.9 

22.5 

22.9 

Outlays: 

Discretionary - 

10. 1 

8.7 

6.3 

9.0 

5.7 

5.5 

5.5 

5.5 

55 

5.5 

S.S 


Social security 

4.3 

4.3 

4.1 

4.8 

5.1 

57 

5.7 

5.5 

5.4 

5,4 

5,3 

5.2 

Medicare 

1.1 

1.7 

2.0 

3,1 

3.3 

4.7 

6 0 

7.3 

9.2 

11.5 

14.4 

16.2 

Medicaid 

0.5 

0.7 

1.2 

1,9 

2,4 

2.8 

3.4 

4.1 

5.0 

6.1 

7.5 

8.3 

Other 

3.7 

3.2 

2.4 

3.7 

3.2 

3.0 

2.B 

2.9 

2.9 

3.0 

31 

3.3 

Subtotal, Mandatory 

9.6 

9.9 

9.7 

13.5 

13.9 

16.3 

18.0 

19,9 

22.4 

25.9 

30.3 

33.0 

Met interest - 

1.9 

3.2 

2.3 

1.4 

3.4 

4,2 

5.8 

0.1 

11.2 

15.8 

22.3 

26.4 

total outlays., - - 

21.7 

21.9 

18.2 

23.8 

23,0 

2S.9 

29.2 

J3,« 

39.1 

47.2 

58.1 

64.8 

Surplus or Deficit (-) 

-2.7 

-3.9 

2.4 

'8.9 

-3.1 

6.1 

-9.0 

-12.6 

-17.8 

-25.3 

•35.5 

-41.9 

Orimary Sorphis/Deficitf-) 

-0.8 

-ae 

4,7 

-7.6 

0.2 

-2.0 

-3,2 

-4.6 

•6.6 

-9,5 

-13,2 

-15.6 

federal Debt Held by the pub-hc. End of Period 

26.1 

42,1 

34,7 

62.2 

76,7 

92.8 

128.7 

179.2 

249.5 

351.0 

494.6 

586.0 


Note The figures shown in this table beyond 2020 are the product of a long-range forecasting model maintained by the Offke of Management and Budget. This model is 
separate from the .-nodplsand capabilities that produce detailed programmatic estimales in the Budget. It was designed to produce long-range projections based on 
additional assumptions regarding growth in the economy, the long-rango evolution of specific programs, and the demographic and economic forces affecting those 
programs. The mode!, its assumptions, and sensitivity testing of those assumptions are prese.nted in this chapter. 
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Sen. Sessions 

The new health care law increased the balance of Medicare's Hospital Insurance 
(HI) trust fund by almost $400 billion over ten years. Balances in the HI trust fund 
arc generally held in the form of government debt. The new law would increase 
government debt by a similar amount. According to CBO, the new health care law 
would "increase debt held by government accounts more than it would decrease 
debt held by the public, and would thus increase gross federal debt." 

1. Do you agree with CBO that the new law increases our gross federal debt? 

2. Will the new health care law cause us to reach the debt limit sooner than we 
would without the law? 

According to CBO's most recent estimate, the Affordable Care Act (ACA) will reduce 
the deficit by more than $200 billion in the first decade and more than $1 trillion in the 
second decade. This means that the ACA reduces the deficit more than any other 
legislation in over a decade. 

The Affordable Care Act will both improve the overall financial position of the federal 
government and extend the life of the Medicare Hospital Insurance (HI) trust fund by 
twelve years, as estimated in the Medicare Trustees Report. These are distinct 
accomplishments, which are accounted for through different mechanisms. Both 
accomplishments help enable the federal government to honor its commitment to 
Medicare beneficiaries now and in the future. 

The health reform legislation reduces the deficit and extends the life of the HI trust 
fund, since Medicare HI savings, as a matter of trust fund accounting, are credited 
toward the trust fund. These are each worthy— though distinct— ends. Reducing the 
deficit improves the financial position of the federal government overall, while 
extending the life of the HI trust fund helps ensure that Medicare continues to be a 
source of security for America's senior citizens. This has been the standard method of 
accounting used in budgeting and in assessing the HI Trust fund for decades. 

The Administration has not projected the effect of the ACA on gross Federal debt, but I 
believe it is more important to focus on debt held by the public. As CBO noted in its 
letter on the impact of ACA on the debt, the concept of gross Federal debt "conveys 
little about the federal government's future financial burdens and has little economic 
meaning." The ACA reduces the deficit by over $200 billion in the first decade and 
more than $1 trillion in the second decade; this means more than a $1 trillion less debt 
held by the public incurred over the next two decades and reduced future interest 
payments on that debt as a result. 

In response to the second part of the question, the Treasury Department has estimated 
that we will reach the debt limit between April 15 and May 31. I defer to Secretary 
Geithner on more specific estimates regarding debt subject to limit. 
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Sen. Sessions 

Under the "Delivering High-Pcrformanee Government" scetion of the Analytical 
Prospective document, the budget discusses President Kennedy's 1961 call to put a 
man on the moon by the end of the deeade as an outeome-oriented goal and 
integral to government suecess. 

1. In 1961 how mueh of NASA's budget was devoted to seienee and how mueh was 
devoted to exploration? 

2. What is the primary outcome-oriented goal NASA is pursuing? 

1 . In 1961, NASA received an annual appropriation of $964 million. Of this, 
approximately half (51%) was devoted to “spaceflight development and operations,” 
which roughly parallels the Exploration Systems and Space Operations Mission 
Directorates of today. Aeronautical and space research, which conducted more of the 
science-related activities, accounted for approximately 47% of the budget in that year. 

2. The NASA Authorization Act of 2010 states: “The National Aeronautics and Space 
Administration is and should remain a multi-mission agency with a balanced and robust 
suite of core missions in science, aeronautics, and human space flight and exploration.” 
Over the past decade NASA has had successes in many different mission areas, 
including completing construction of the International Space Station, making major 
scientific discoveries with the Hubble Space Telescope and other space observatories, 
exploring the solar system with robots, and greatly expanding our knowledge of the 
Earth’s weather and climate. 

NASA is striving to ensure that all of its programs have clear outcome-oriented goals. 
TTie agency’s FY 2012 Performance Plan includes 6 strategic goals and numerous 
annual performance goals to be accomplished by the end of FY 2012 in support of 
these strategic goals. 

For example, in the area of human spaceflight NASA’s strategic goal is to “extend and 
sustain human activities across the solar system.” The FY 2012 Performance Plan lists 
18 annual performance goals (APGs) for this goal alone, including: completing at least 
two flights to the Space Station by U.S. developed cargo delivery systems and 
completing testing of the Multi-Purpose Crew Vehicle Ground Test Article, 

Attachment: NASA FY12 Performance Plan.pdf 
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Tertinofogy 


Ensure that 75 percent of ail NASA ' 

technology projects are recorded In tha 
portfoHo database and are analyzed against 
the prioritizations in the space technology 
roadmaps, 


Aviation Safety 


iAerwiautics 


Develop first generation engine Icing 
performance degradation parametric 


APG 

4.11.1: AR-12-1 


simulation capability, 


Aviation Safety 


Provide static code analysis techniques for 
certification. 


Develop concept of operations for an 


integrated vehicle health assurance system. 


I AerortautlCs 


. Airspace Systems 


Develop Initial Weather Translation Models. 


Airspace System* 


Aeronautics 


anagement 
)rt with 
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Drscnptiwii 


NASA wiH provide the resuits of the human-in 
-the-ioop (HITL) simuiations and the field trial 
to the Federal Aviation Administration (FAA) 
as they are completed, witir the final report 
being provided in September 2012. (HPPG 
mHestone) 


Airspace Systems 


. Aeronautics 


I'Aeronauticj 


Aeronautics 


I Aeronautics 


: Aeronautics 


EJemonstrate low-weight, damage-toleranf 
stitched composite structural concept on 
curved panel subjected to combined tension 
and internal pressure loads. 


Integrated 

Systems 

Researcf-i 


i Aeronautics 


Integrated 

Systems 

Research 


Aerwautics 


Validate the effectiveness of Micro-array Flow 
Control devices for improving performance 
arid flow quality in low-boom supersonic 
pj'opuisfon inlets. 

Fundamerita 

Aeronautics 

Demonstrate First Generation integrated 
Multidisciplinary Simulation Toot for Analysis 
and Design of Reusable Air-Breathing 

Launch VehidOsS. 

Fundamenta 

Aeronautics 

Characterize gaseous and particulate 
emissions of hydro treated renewable Jet fuel 
as a potential carbon dioxide {C02) neutral 
aviation fuel. 

Fundamenta 

Aeronautics 

Demonstrate drag reductioii benefits of active 
flow control for a representative rotorcrafi 

FundamentaS 

Aeronautics 


APG 

4.1.3.1; AR-12-10 



APG 

4.1.3.1: AR-12-11 



APG 

4,1.3.1: AR-12-8 



APG 

4.1.3.1: AR-12-9 
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D -mption " 

.m V ■ J« J» 


APG Ninety percent of Shuttle workforce is 

5. 1.1.1: AMO-12- 1 assigned to foJiow-on wortc by FY 2012 year- 

end. 

Agency Agency 

Management Managerrient and 

Operations 

APG Twenty percent or more of annual 

5. 1-1,1: AMO-12-2 recruitments will be through the early career 

hiring initiatives. 

Agency Agency 1 

Management Management and j 

Operations 

'...,■■ .,. ■ ■■■ ■ ;.■■■•■ > 

APG install an Agerici^\^e ffieritoring prc^ram 

5,1. 1.2: AMO-12-3 that includes an automated system for 

matching mentors and mentees. 

Agency Agency 

Management Management and 

Operations 

APG Eighty percent of the Agency's leadership 

5. 1.1. 2: AMO~12~4 training and development programs include 

leading through transfoimation" content. 

Agency Agency 

Management Management and 

Operations 

1 ■ 1 

APG identtfy and address at least three significant 

5, 1.1-3: AMO-12-5 labor-management challenges identified 

during the year during periodic Agency-led 
Labor Management Fonims. 

Agency .Agency 

Management Management and 

Operations 

. 


APG Seventy-five percent of NASA's primary 

5.1,1.4: AMO-12-B instailations implement improvement 

initiatives derived from the Federal Employee 
Viewpoint Survey, 

Agency ' Agency 

Management Management arid 

Operationti 

. r'^\X' 

; 

APG Complete ail FY 2012 actions described in 

S. 1.1-5; AMO-12-7 the NASA Mode! Equal Employment 

Opportunity (EEO) Agency Plan. 

Agency Agency 

Management Management and 

Operations 
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Agency 

Management and 
Operations 


Adopt diversity Impmvem^t tergets derived 
i from the results of Agency-wide diversHy- 
indusion survey and other relevant v/orkforce 
and U.S- population data. 


Agency 

Management 


STEM Education 
and Accountability 


Education 


STEM Education 
and Accountability 


Education 


Safety and 
Mission Success 


Agency 

Management and 
Operations 


Agency 

Management and 
Operations 


Contributing Contributing 

Program (s) Theme 


Description 


APG 

5.1.2.1: ED-12-1 


APG 

5,2.11: AMO-12-9 


APG 

5-2,12: AMO-12-10 


Achieve 40 perceht participation of 
underserved and underrepresented (in race 
and/or ethnicity) in NASA higher education 
projects. 

Achieve 45 percent participation of women in 
NASA higher education projects. 




s-> 

Assure zero fateiities or peitnanent disabling 

injuries to the public resulting from NASA 

activities during the fiscal year. 


Reduce Total Case Rate and Lost Time Case 
Rate by one percent, in accordance with the 
Presidenfs Protecting Our Workers and 
Ensurlffg Reemployment (POWER) initiative. 


I Safety and 
! Mission Success 


APG 

Reduce damage to NASA assets by tw.'O 

Safely and 

Agency 

5.2.13: AMO-12-11 

percent per fiscal year, based on a five-year 

Mission Success 

1 Mansgernen! and 


running average. 


I Operations 
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I Achieve initial Operating Capabillly (IOC) for 
■ one Service Office (NASA Enterprise Data 
: Center) and FOC for the initial five Service 
I Offices as part of the NASA information 
: Technology Infrastructure integration 


Agency i f 
Services (AiTS) 


Agency 

Management and 
Operatior^s 


APG 

5.2,2,1; AMO-12-12 


Agency IT 
Services (AlTvS) 


implement intrusion detectior) sensors 
monitored by the NASA Security Operations 
Center (SOC) on 75 percent of NASA 
institutional network monitoring sites. 


: Agency 

: Management and 
' Operations 


Reduce the number of NASA data centers by Agency IT 
10 percent. Services (AiTS) 


Agency 

Management and 
Operations 


implement a Communications and 
Collaboration Lab that conducts hve 
evaluations to assess new approaches for the 
dissemination of information, and real-time, 
multi-participant knowledge creation and 
management. 


Agency IT 
Seraces (AITS) 


APG 

Migrette or I'etire all admirsistratlve systems 

Agency IT 

5., 2.2,3: AMO-12-14 

from the Agency Administrative mainframe 
computer. 

Sefvices (AITS) 
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FY 2012 Performance Plan 


Uniform and Efficiency Measures 


APG 

EFF 1,1.14: lSS-12-3 

Provide 100 percent df pianrwd on-orbit resources (including power, data, crew 
time, ioqisiics, and accomrm)datlor?s) needed to support research. 

APG 

EFF 11,2.1: lSS-12-6 

Accomplish a minimum of 90 percent of the on-orbit research objectives as 
established one month prior to a given increment, as sponsored by NASA, 
baselined for FY 2012. 



APG 

EFF 2.17.1; ES-12-16 

Increase the number of science data products delivered to Earth Observing 

System Data and information System (EOSDiS) users, 

APG 

EFF 2.17.1 E.S-12-17 

Maintain a high level of customer satisfaction, as measured by exceeding the 
most recently available federal government average rating of the Customer 
Satisfaction Index. 

APG 

EFF: ES-12-2Q 

Complete all development projects within 1 1 0 percent of Ihe cost and schedule 
baseline. 

APG 

EFF: ES-12-21 

Deliver at least 90 percent of scheduled operating hours for all operations and 
research facilities. 

APG 

EFF: ES-12-22 

Peer-review and competitively award at least 90 percent, by budget, of research 
projects. 

APG 

EFF: ES-12-23 

Reduce time within which 80 percent of .NASA Research Announcement (Nf<A) 
grants are awarded, from proposal due date to selection, by four percent per year, 
with a Qoal of 180 days 

o ' -4. 


APG 

EFF 3.4.15: ST-12-17 

Ensure that 75 percent of all NASA technology projects are recorded in the 
portfolio database and are analyzed against the prioritizations in the space 
technoioqv roadmaps. 

' . . . 


APG 

EFF 5.2,12: AMO-12-10 

Reduce Total Case Rate and Lost Time Case Rate by one percent, in accordance 
with the Presidenfs Protecting Our Workers and Ensuring Reemployment 
(POWER) initiative. 

APG 

EFF 5,2,13: AMO-12-11 

Reduce damage to NASA assets by two percent per fiscal year, based on a five- 
year running average. 

APG 

EFF: AMO-12-20 

Maintain system execution time during the year-end close process at FY 2010 
baseline. 



lAPG 

!eFF 5,.2.3,2: ECR-12-1 

Reduce energy intensity use annually by three percent from an FY 2003 baseline. 

I APG 

I EFF 5.2. 3.2: t;CR-12-2 

Reduce potable water use annually by two percent from an FY 2007 baseline. 

|eFF5.2.3,2; ECR-12-3 

Reduce fleet vehicle energy use annually by two percent of pelroieum products 
from an FY 2005 baseline. 

IeFF: AR-12-16 


!EFF: AS-12.6 

Complete all development projects within 110 percent of the cost and schedule 
baseline. 


FY11 APP-27 





















567 



Measure# 


APG 

Deliver at feast 90 percent of sdieduled operating hours for all operations and 

EFF; AS-12-7 

research facilities. 

APG 

Peer-review and competitively award at least 95 percent, by budget, of research 

EFF; AS-12-8 

proiects. 

APG 

Reduce time within which 80 percent of NASA Research Announcement (NRA) 

EFF: AS-12-9 

grants are awarded, from proposal due date to selection, by four percent per year, 
with a qoai of 180 onys. 



APG 

Complete all development projects within 110 percent of the cost and schedule 

EFF: HE-12-6 

baseline. 

APG 

Deliver at least 90 percent of scheduled operating hours for ail operations and 

EFF: HE-12-7 

research fadWies. 


APG 

EFF: HE-12-8 
APG 

EFF; HE-12-9 


I Peer-review and competitively award at least 90 percent, by budget., of researcti 

sprojecU-j. _ 

T Reduce time within which 80 percent of NASA Research Announcement (NRA) 
j grants are awarded, from proposal due date to selection, by four percent per year, 

' vvilh a ' o' 180 


APG 

EFF:_PS212-J4_ 

APG 

EFF; PS-1 2-15 
APG 

EFF: FS' 12-16 
APG 

EFF: PS-12-17 


Compiele all development projects within 110 percent of the cost and schedule 

baseline. 

Driver at least 90 percent of scheduled operating hours for all operations and 
i research facilities. 


I Peer-review and competitively award at least 95 percent, by budget, of research 

I Reduce time within which 80 percent of NASA Research Announcement (NRA) 

I grants are awarded, from proposal due date to selection, by four percent per year, 
I with a Cjoai of 180 days. 
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Management and Performance 


Multi-Year Ratings Trends 

Under NASA’s previous performance framework (based on NASA’s 2006 Strategic Plan), 
NASA provided performance measure trend data at the multi-year outcome level. To provide 
continued performance trend information, a separate table is included below to reflect trend 
information at the objective level in NASA's new performance framework, which most closely 
tracks to the previous multi-year outcome level in the previous framework. In several cases, 
multiple outcomes relate to a single objective. For more information on previous years’ 
performance ratings and measures from FY 2006 to FY 2010, please visit 
http://www.nasa.gov/news/budget/index,html. 

NASA previously rated multiyear outcomes based on the following definitions: 

Green: NASA achieved most APGs under this outcome and is on-track to achieve or 
exceed this outcome. 

Yellow: NASA made significant progress toward this outcome, however, the Agency 
may not achieve this outcome as stated. 

Red: NASA failed to achieve most of the APGs under this outcome and does not expect 
to achieve this outcome as stated. 

White: This outcome was cancelled by management directive or is no longer applicable 
based on management changes to the APGs. 

None: The stated outcome did not exist in the years indicated. 
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Management and Performance 


2011 Strategic Plan 
Objectives 

FY 2010 

FY 2009 

FY 2008 

FY 2007 

1.1.1 

Maintain resources (on-orbit and on the ground) to 
operate and utilize the ISS. 

2.2 

Green 

2.2 

Green 

2.2 

Green 

2.2 

Green 

1.1.2 

Advance engineering, technology, and research 
capabilities on the ISS. 

2.1 

Green 

2.1 

Green 

2.1 

Green 

2.1 

Green 

2.3 

Green 

2.3 

Green 

2.3 

Green 

None 

1.2.1 

Enable the commercial sector to provide cargo and 
crew services to the international Space Station 
(ISS). 

5.2 

Yellow 

5,2 

Green 

5.2 

Green 

5.2 

Green 

1.3.1 

Execute development of an integrated architecture 
to conduct human space exploration missions 
beyond low Earth orbit. 

6.4 

White 

6.5 

Green 

6.5 

Green 

None 

1.3.2 

Develop a robust biomedical research portfolio to 
mitigate space human health risks. 

2.3 

Green 

2.3 

Green 

2.3 

Green 

None 

1.3.3 

Identify hazards, opportunities and potential 
destinations, to support future safe and successful 
human space exploration missions. 

3B.3 

Green 

3B.3 

Green 

3B.3 

Green 

3B.3 

Green 

3C.3 

Green 

3C.3 

Green 

3C.3 

Green 

3C.3 

Green 

3C.4 

Green 

3C.4 

Green 

3C.4 

Green 

3C.4 

Green 

6.4 

White 

6.5 

Green 

6.5 

Green 

None 

2.1.1 

improve understanding of and improve the 
predictive capability for changes in the ozone layer, 
climate forcing, and air quality associated wth 
changes in atmospheric composition. 

3A.1 

Green 

3A.1 

Green 

3A.1 

Green 

3A.1 

Green 

2.1.2 

Enable improved predictive capability for weather 
and extreme weather events. 

3A.2 

Green 

3A.2 

Green 

3A.2 

Green 

3A.2 

Green 

2.1.3 

Quantify, understand, and predict changes in 

Earth's ecosystems and biogeochemical cycles, 
including the global carbon cycle, land cover, and 
biodiversity. 

3A.3 

Green 

3A.3 

Green 

3A.3 

Green 

3A.3 

Green 

2.1.4 

Quantify the key reservoirs and fluxes in the global 
water cycle and assess water cycle change and 
water quality. 

3A.4 

Green 

3A.4 

Green 

3A.4 

Green 

3A.4 

Green 

2.1.5 

Improve understanding of the roles of the ocean, 
atmosphere, land and ice in the climate system 
and improve predictive capability for its future 
evolution. 

3A.5 

Green 

3A.5 

Green 

3A.5 

Yellow 

3A.5 

Yellow 

2.1.6 

Characterize the dynamics of Earth's surface and 
interior and form the scientific basis for the 
assessment and mitigation of natural hazards and 
response to rare and extreme events. 

3A.6 

Green 

3A.6 

Green 

3A.6 

Green 

3A.6 

Green 

3A.2 

Green 

3A.2 

Green 

3A.2 

Green 

3A.2 

Green 

2.1.7 

Enable the broad use of Earth system science 
observations and results in decision-making 
activities for societal benefits. 

3A.7 

Green 

3A.7 

Green 

3A.7 

Green 

3A.7 

Green 


FY11 APP-30 




570 


Management and Performance 


201 1 Strategic Plan 
Objectives 

FY 2010 

FY 2009 

FY 2008 

FY 2007 

2.2.1 

Improve understanding of the fundamental physical 
processes of the space environment from the Sun 
to Earth, to other planets, and beyond to the 
interstellar medium. 

3B.1 

Green 

3B.1 

Green 

3B.1 

Green 

3B.1 

Green 

2.2.2 

Improve understanding of how human society, 
technological systems, and the habitability of 
planets are affected by solar variability interacting 
with planetary magnetic fields and atmospheres. 

3B.2 

Green 

3B.2 

Green 

3B.2 

Green 

3B.2 

Green 

2.2.3 

Maximize the safety and productivity of human and 
robotic explorers by developing the capability to 
predict extreme and dynamic conditions in space. 

3B.3 

Green 

3B.3 

Green 

3B.3 

Green 

3B.3 

Green 

2.3.1 

inventory solar system objects and identify the 
processes active in and among them. 

3C.2 

Green 

3C.2 

Green 

3C.2 

Green 

3C.2 

Green 

2.3.2 

Improve understanding of how the Sun’s family of 
planets, satellites, and minor bodies originated and 
evolved. 

3C.1 

Green 

3C.1 

Green 

3C.1 

Green 

3C.1 

Green 

2.3.3 

Improve understanding of the processes that 
determine the history and future of habitability of 
environments on Mars and other solar system 
bodies. 

3C.3 

Green 

3C.3 

Green 

3C.3 

Green 

3C.3 

Green 

Q 

Improve understanding of the origin and evolution 
of Earth's life and biosphere to determine if there Is 
or ever has been life elsewhere In the universe. 

3C.2Green 

3C.2Green 

3C.2Green 

3C.2Green 

Q 


3B.3 

Green 

3B.3 

Green 

3B.3 

Green 

3B,3 

Green 



3C.4 

Green 

3C.4 

Green 

2.4.1 

improve understanding of the origin and destiny of 
the universe, and the nature of black holes, dark 
energy, dark matter, and gravity. 

3D.1 

Green 

3D.1 

Green 

3D.1 

Green 

3D.1 

Green 

2.4.2 

Improve understanding of the many phenomena 
and processes associated with galaxy, stellar, and 
planetary system formation and evolution from the 
earliest epochs to today. 

3D .2 
Green 

3D.2 

Green 

3D.2 

Green 

3D.2 

Green 

2.4.3 

Generate a census of extra-solar planets and 
measure their properties. 

3D.4 

Green 

3D.4 

Green 

3D.4 

Green 

3D.4 

Yellow 

3.1.1 

Create a pipeline of new low Technology 

Readiness Levels (TRL) innovative concepts and 
technologies for future NASA missions and 
national needs. 

None 

None 

None 

None 

3.2.1 

Prove the technical feasibility of potentially 
disruptive new space technologies for future 
missions. 

None 

None 

None 

None 

3.2.2 

Spur the development of routine, low-cost access 
to space through small payloads and satellites. 

None 

None 

None 

None 

3.2.3 

Demonstrate new space technologies and infuse 
them into future science and exploration small 
satellite missions and/or commercial use. 

None 

None 

None 

None 

3.2.4 

Demonstrate new space technologies and infuse 
them into missions. 

5.3 

Green 

None 

5.3 

Green 

5.3 

Green 
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201 1 Strategic Plan 
Objectives 

FY2010 

FY 2009 

FY 2008 

FY 2007 

3.2.5 

Provide flight opportunities and relevant 
environments to demonstrate new space 
technologies. 

5.1 

Green 

5.1 

Green 

5.1 

Green 

5.1 

Green 

3.3.1 

Demonstrate in-space operations of robotic 
assistants working with crew. 

None 

None 

None 

None 

3.3.2 

Develop and demonstrate critical technologies for 
safe and affordable cargo and human space 
exploration missions beyond low Earth orbit. 

6.2 

Green 

6.2 

Green 

6.2 

Green 

6.2 

Green 

6.3 

Green 

6.3 

Green 

6.3 

Green 

None 

3.4.1 

Promote and develop innovative technology 
partnerships among NASA, U.S. industry, and 
other sectors for the benefit of Agency programs 
and projects and national interests. 

5.3 

Green 

None 

5.3 

Green 

5.3 

Green 

4.1.1 

Develop advanced technologies to improve the 
overall safety of the future air transportation 
system. 

3E.1 

Green 

3E.1 

Green 

3E.1 

Green 

3E.1 

Green 

4.1.2 

Develop innovative solutions and technologies to 
meet future capacity and mobility requirements of 
the Next Generation Air Transportation System 
(NextGen). 

3E.2 

Green 

3E.2 

Green 

3E.2 

Green 

3E.2 

Green 

4.1.3 

Develop tools, technologies, and knowledge that 
enable signiflcantly improved performance and 
new capabilities for future air vehicles. 

3E.3 

Green 

3E.3 

Green 

3E.3 

Green 

3E.3 

Green 

4.2.1 

Develop advanced tools and technologies that 
reduce the technical risk associated with system- 
level integration of promising aeronautical 
concepts. 

3E.5 

Yellow 

3E.5 

Yellow 

3E.5 

Yellow 

3E.5 

Yellow 

5.1.1 

Establish and maintain a workforce that possesses 
state-of-the-art technical and business 
management competencies. 

AS .2 
Green 

None 

None 

None 

5.1.2 

Provide opportunities and support systems that 
recruit, retain, and develop undergraduate and 
graduate students in STEM-reiated disciplines. 

ED.1 

Green 

ED.1 

Green 

ED.1 

Green 

ED.1 

Green 

ED,2 

Green 

ED.2 

Green 

ED.2 

Green 

None 

5.2.1 

Achieve mission success by factoring safety, 
quality, risk, reliability and maintainability as 
integral features of programs, projects, 
technologies, operations, and facilities. 

ASA 

Green 

None 

None 

None 

5.2.2 

Provide information technology that advances 

NASA space and research program results and 
promotes open dissemination through efficient, 
innovative, reliable, and responsive services that 
are appropriately secure and valued by 
stakeholders and the public. 

AS.1 

Green 

None 

None 

None 

5.2.3 

Develop and implement long-range infrastructure 
plans that address institutional capabilities and 
critical assets, directly link to mission needs, 
ensure the leveraging of external capabilities, and 
provide a framework for Agency infrastructure 
decision-making. 

AS.3 

Green 

None 

None 

None 

5.3.1 

Work with the National Rocket Propulsion Test 
Alliance to identify NASA, Department of Defense 

AS.5 

Green 

6.4 

Green 

6.4 

Green 

6.4 

Green 
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2011 Strategic Plan 
Objectives 

FY 2010 

FY 2009 

FY 2008 

FY 2007 


and commercial capabilities and requirements. 

5.1 

Green 

5.1 

Green 

5.1 

Green 

5.1 

Green 

5.3.2 

Ensure that Aeronautics Test Program (ATP) 
facilities are available and capable of supporting 
research, development, test and evaluation goals 
and objectives for NASA and national aerospace 
programs. 

3E.4 

Green 

3E.4 

Green 

3E.4 

Green 

3E.4 

Green 

5.4.1 

Ensure reliable and cost-effective access to space 
for missions critical to achieving the National 

Space Policy of the United States of America. 

AS.5 

Green 

6.4 

Green 

6.4 

Green 

6.4 

Green 

5.1 

Green 

5.1 

Green 

5.1 

Green 

5.1 

Green 

5.4.2 

Transform the Florida launch and range complex to 
provide a robust launch and range infrastructure 
for future users. 

AS.5 

Green 

6.4 

Green 

6.4 

Green 

6.4 

Green 

5.4,3 

Build and maintain a scalable, integrated, mission 
support infrastructure that can readily evolve to 
accommodate new and changing technologies, 
while providing integrated, comprehensive, robust, 
and cost-effective space communications services 
at order-of-magnitude higher data rates to enable 
NASA’s science and exploration missions. 

AS.5 

Green 

6.4 

Green 

6.4 

Green 

6.4 

Green 

5.5-1 

Facilitate the use of the ISS as a National 

Laboratory for cooperative research, technology 
development, and education. 

None 

None 

None 

None 

5.5.2 

Enhance international and interagency 
partnerships through increased use of international 
and interaqencv coordination mechanisms. 

6.4 

White 

6.5 

Green 

6.5 

Green 

None 

6.1.1 

Provide quality STEM curricular support resources 
and materials. 

ED.2 

Green 

ED.2 

Green 

ED.2 

Green 

None 

6.1.2 

Provide NASA experiences that inspire student 
interest and achievement in STEM disciplines. 

ED.2 

Green 

ED.2 

Green 

ED.2 

Green 

None 

6.1.3 

Assess grant recipient institutions throughout the 
education pipeline to ensure that grant recipients 
demonstrate a consistent commitment to civil rights 
compliance. 

ED.1 

Green 

ED.1 

Green 

ED.1 

Green 

ED.1 

Green 

6.2,1 

Develop NASA's leadership role In national STEM 
improvement efforts, as demonstrated by provision 
of meaningful educator professional development 
and student experiences, adoption of education 
technologies, and contributions to STEM education 
policies and strategies. 

ED.1 

Green 

ED.1 

Green 

ED.1 

Green 

ED.1 

Green 

6.3.1 

Extend the reach of participatory engagement 
across NASA. 

None 

None 

None 

None 

6.4.1 

Use strategic partnerships with formal and informal 
educational organizations to provide NASA content 
to promote interest in STEM. 

ED.3 

Green 

ED.3 

Green 

ED.3 

Green 

ED.3 

Green 

6.4.2 

Provide clear, accurate, timely, and consistent 
information that is readily available and suitable for 
a diverse audience. 

None 

None 

None 

None 


FY1 1 APP-33 
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Management and Performance 

2011 Strategic Plan 
Objectives 

FY2010 

FY 2009 

FY 2008 

FY 2007 

6.4.3 

Provide the communications infrastructure to 
enable NASA’s commitment to make government 
more open, transparent, and participatory. 

None 

None 

None 

None 


FY11 APP-34 
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Sen. Sessions 

The Chinese believe that successes in their space program do more to advance and 
inspire students into Science, Technology, Engineering, and Math (STEM) 
education than actual STEM spending. They cite the "Apollo Generation" of 
scientists in the U.S, Will the U.S. fall behind the Chinese in space supremacy and 
will that inspire fewer young Americans go into the seiences? 

The President has spoken of how the space program inspired him personally, and the 
Administration strongly believes in the power of the space program to spark passions 
and launch careers. By almost any indicator, U.S. capabilities in space far surpass 
those of China, and the President’s Budget will continue to guarantee the Nation’s 
leading position in space. 

The President is firmly committed to moving U.S. students from the middle to the top 
of the pack in math and science achievement over the next decade. The 20 1 2 Budget 
invests $3.4 billion in programs across the federal government to address the need to 
improve our science, technology, engineering, and math (STEM) education. 

As part of the effort to out-educate other nations in STEM subjects, the President called 
for a new effort to prepare 100,000 STEM teachers with strong teaching skills and deep 
content knowledge over the next decade. As a crucial component of achieving this goal, 
the 2012 Budget proposes an investment of $100 million through the Department of 
Education and the National Science Foundation to prepare effective STEM teachers for 
the classroom. 
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Sen. Sessions 

The President proposes to resurrect the Build America Bonds (BAB) program, 
increasing entitlement spending by almost $60 billion over ten years, offset by 
increased taxes from the phaseout of the existing interest exclusion for tax exempt 
state and local bonds. The BAB program provides a subsidy to state and local 
governments to defray slightly more than a third of the interest cost of issuing 
bonds. 

1. If the Federal Government has a debt problem, how is it responsible for the this 
government to subsidize and encourage state and local governments to incur more 
debt with Build America Bonds? 

2. Do you think the federal subsidy will cause states to take on more debt than 
they normally should simply to get the benefit of the Build America Bonds 
program? 

The Administration proposes to make the successful Build America Bond (BAB) 
program permanent at a reduced subsidy level designed to be approximately revenue 
neutral in comparison to the Federal tax losses from traditional tax-exempt bonds. This 
would entail reducing the subsidy rate from 35 percent, provided under the American 
Recovery and Reinvestment Act, to 28 percent. The proposal would also expand the 
eligible uses for BABs beyond new investments in governmental capital projects to 
include certain additional program uses for which State and local governments may use 
tax-exempt bonds under current law. 

With a reduced subsidy rate. State and local governments will not have an incentive to 
incur more debt than they would with traditional tax-exempt bonds, since their cost of 
debt service after the subsidy will be about the same. 
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Sen. Sessions 

The President created the Fiscal Commission in February of last year. The 
Commission issued its debt. Over the past year, when the President has been 
asked about his plan to reduce the deficit, he claimed that he was waiting for the 
Fiscal Commission to finish its work. 

1. Why did the President set out certain goals for the Fiscal Commission, and then 
produce a budget that did not meet those goals? 

2. How does this budget embrace the recommendations of the Fiscal Commission? 

3. Where specifically does the President disagree with the Fiscal Commission 
recommendations? 

The Fiscal Commission was charged with "identifying policies to improve the fiscal 
situation in the medium term and to achieve fiscal sustainability over the long run," and 
"balancing the budget excluding interest payments on the debt by 2015," with the result 
of "stabiliz[ing] the debt-to-GDP ratio at an acceptable level once the economy 
recovers." The President’s Budget reduces the deficit significantly starting in 2013 and 
achieves primary balance by 2017. It also takes a number of steps to put the budget on 
a more sustainable long-term trajectory. For example, the Budget proposes policies that 
would pay for relief from scheduled cuts in Medicare physician payments under the 
Sustainable Growth Rate system (SGR) and scheduled increases in the Alternative 
Minimum Tax (AMT), two areas for which relief has often not been paid for in the 
past. The budget also includes principles for ensuring the long-term solvency of Social 
Security and tax code simplification. With both significant savings in discretionary and 
mandatory programs and sensible revenue proposals, this budget represents a 
comprehensive approach to deficit reduction in line with the Commission goals. 

The President’s Budget benefitted significantly from the hard work done by the Fiscal 
Commission. The Budget adopts the Fiscal Commission’s approach to corporate tax 
reform and treatment of the Transportation Trust Fund, and it includes consequential 
proposals like PBGC reform, government reorganization, and medical malpractice 
reform. It includes more than a dozen specific spending cuts fi-om the Commission's 
report, including the federal pay freeze, and it takes the first step towards significant 
long-term challenges highlighted in the Commission report, including paying for SGR 
and AMT relief with specific offsets. 

Like the Fiscal Commission report, the Presidenf s Budget includes a tough, disciplined 
proposal for the discretionary budget. The President’s budget saves $400 billion over 
ten years with a five-year freeze on non-security discretionary spending and puts non- 
security discretionary on a path to zero real growth. The Commission report front- 
loads significant discretionary savings with an up-front cut on both non-security and 
security discretionary spending, followed by a controlled growth rate through the end 
of the budget window. 
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Sen. Sessions 

The President tasked OMB with looking for ways to reduce the duplication of 
federal programs. The federal government currently provides extra financial 
assistance to: 

"Empowerment Zones"; "Renewal Communities"; "Enterprise Communities"; 
and "Historically Underutilized Business Zones." 

Your budget proposes creating a new "Growth Zone" program for "areas facing 
economic distress." Shouldn't we be consolidating these programs before we 
create a new one? 

Growth Zones would promote job creation and investment in economically distressed 
areas that have demonstrated potential for future growth and diversification into new 
industries. While current law provides some regionally targeted benefits to numerous 
areas, most of these incentives have expired or are due to expire soon and some of these 
designations have been in effect over 16 years. In particular. Empowerment Zones are 
due to expire at the end of 201 1 and would be replaced by Growth Zones. The 
Administration desires to target resources to areas where they would provide the most 
benefit on a going-forward basis. The national competition for Growth Zone status 
would drive regional economic growth. Growth Zones are designed to build on the 
success of Empowerment Zones while making improvements to ensure federal dollars 
are being spent effectively to generate the most impact on the ground. 

Renewal Communities and Enterprise Communities have expired. The HUBZone 
program is still in effect, but has no tax incentives that affect the budget, and is 
administered by the SBA to channel procurement contracts to small businesses in 
designated areas. 
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Sen. Sessions 

Please provide a table that shows -- by account, amount (BA and Outlays) aud 
year — the changes in Ibe baseline that result from reclassifications proposed in 
the budget. 

OMB provided this table to committee staff on 3/9/201 1, and is also provided below. 
Attachment; DOT proposed reclassifications.pdf 
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Proposed BEA Category Reciassiricattons in the 2012 Budget Adjusted Baseline 

(Changes from the 2012 Budget Adjusted Baseline, in millions of dollars) 

Account 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 


National Infrastructure Investments (021-04-0143): 
Discretionary: 


BA 

-600 

-600 

-609 

-619 

-631 

-643 

-654 

-667 

-680 

-693 

-706 

-720 

OL 

— 

-138 

-336 

-458 

-523 

-573 

-613 

-636 

-647 

-659 

-672 

-684 

Mandatory: 

BA. 

600 

600 

609 

619 

631 

643 

654 

667 

680 

693 

706 

720 

OL 


138 

336 

458 

523 

573 

613 

636 

647 

659 

671 

684 


Federal-aid Highways {021-15-8083}; 

Discretionary; 

OL -30,112 -34.490 -39,296 -35,439 -43,531 -44,526 -45,274 -46,761 -48,948 -50,121 -50,826 -51,318 

Mandatory: 

BA 1,196 -621 46 766 1,499 2,243 3,045 3,861 4,692 5,538 

OL 30,112 34,490 39,296 35,439 43,531 44,526 45,274 46,761 48,948 50,121 50,826 51,318 


Motor Carrier Safety Grants (021-17-8158); 
Discretionary: 


OL 

Mandatory; 

-275 

-449 

-311 

-315 

-321 

-326 

-332 

-338 

-343 

-350 

-356 

-363 

BA 


... 

3 

7 

12 

18 

23 

29 

35 

41 

47 

54 

OL 

275 

449 

311 

315 

321 

326 

332 

338 

343 

350 

356 

363 


Motor Carrier Safety Operations and Programs (021-17-8159): 

Discretionary: 

OL -237 -299 -245 -253 -260 -268 -276 -285 -294 -303 -312 -322 

Mandatory: 

BA — -5 2 9 16 25 33 42 50 60 70 80 

OL 237 299 245 253 259 268 276 285 294 303 313 323 


Operations and Research (021-18-0650): 
Discretionary: 


BA 

-140 

-140 

-143 

-148 

-151 

-156 

-160 

-165 

-170 

-175 

-180 

-185 

OL. 

-131 

-136 

-121 

-139 

-149 

-153 

-158 

-162 

-166 

-171 

-176 

-183 

Mandatory: 

BA 

140 

140 

143 

148 

151 

156 

160 

165 

170 

175 

180 

185 

OL 

131 

136 

121 

139 

149 

153 

158 

162 

167 

172 

177 

182 


Operations and Research (Transportation Trust Fund) (021-18-8016): 
Discretionary; 


OL 

Mandatory: 

-125 

-118 

-121 

-116 

-118 

-121 

-124 

-126 

-129 

-133 

-136 

-139 

BA 

— 

— 

— 

2 

5 

7 

11 

13 

16 

20 

23 

26 

OL 

125 

118 

121 

116 

118 

121 

124 

126 

130 

133 

136 

139 
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Proposed BEA Category Reclassifications in the 2012 Budget Adjusted Baseline 

(Changes from the 2012 Budget Adjusted Baseline, in millions of dollars) 

Account 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 


Highway Traffic Safety Grants (021-18-8020): 
Discretionary: 


OL 

-566 

-709 

-711 

-631 

-641 

-651 

-663 

-674 

-687 

-700 

-713 

-726 

Mandatory: 

BA 




9 

19 

30 

42 

54 

66 

79 

91 

105 

OL.'. 

566 

709 

711 

631 

641 

651 

663 

675 

688 

700 

712 

726 


Operating Subsidy Grants to the National Railroad Passenger Corp (021-27-0121): 
Discretionary: 


BA 

-563 

-563 

-571 

-580 

-590 

-600 

-610 

-621 

-632 

-644 

-655 

-667 

OL 

-563 

-563 

-571 

-580 

-590 

-600 

-610 

-621 

-632 

-644 

-655 

-667 

Mandatory: 

BA... 

563 

563 

571 

580 

590 

600 

610 

621 

632 

644 

655 

667 

OL 

563 

563 

571 

580 

590 

600 

610 

621 

632 

644 

655 

667 


Capital and Debt Service Grants to the National Railroad Passeng. (021-27-0125): 
Discretionary: 


BA 

-1,002 

-1,002 

-1,016 

-1,032 

-1,050 

-1,068 

-1,086 

-1,105 

-1,125 

-1,146 

-1,166 

-1,187 

OL 

-918 

-1,090 

-1,016 

-1,032 

-1,050 

-1,068 

-1,086 

-1,105 

-1,125 

-1,146 

-1,166 

-1,187 

Mandatory: 
BA 

1,002 

1,002 

1,016 

1,032 

1,050 

1,068 

1,086 

1,105 

1,125 

1,146 

1,166 

1,187 

OL 

918 

1,090 

1,016 

1,032 

1,050 

1,068 

1,086 

1,105 

1,125 

1,146 

1,166 

1,187 


Capital Assistance for High Speed Rail Corridors and Intercity P. (021-27-0719): 
Discretionary: 


BA 

-2,500 

-2,500 

-2,535 

-2,576 

-2,619 

-2,664 

-2,709 

-2,758 

-2,808 

-2,858 

-2,910 

-2,962 

OL. 

— 

-23 

-115 

-329 

-627 

-963 

-1,367 

-1,847 

-2,289 

-2,537 

-2,622 

-2,665 

Mandatory: 
BA 

2,500 

2,500 

2,535 

2,576 

2,619 

2,664 

2,709 

2,758 

2,808 

2,858 

2,910 

2,962 

OL 


23 

115 

329 

627 

963 

1,367 

1,847 

2,288 

2,536 

2,622 

2,665 


Administrative Expenses (021-36-1120): 
Discretionary: 


BA 

-99 

-99 

-102 

-106 

-110 

-114 

-119 

-123 

-128 

-132 

-138 

-145 

OL 

-96 

-102 

-102 

-106 

-110 

-114 

-118 

-123 

-127 

-133 

-137 

-143 

Mandatory: 

BA 

99 

99 

102 

106 

110 

114 

119 

123 

128 

132 

138 

145 

OL... 

96 

102 

102 

105 

110 

114 

118 

123 

127 

132 

137 

145 

Grants for Energy Efficiency and Greenhouse Gas Reductions (021-36-1131): 






Discretionary: 
BA 

-75 

-75 

-76 

-77 

-79 

-80 

-81 

-83 

-84 

-86 

-87 

-89 

OL 

... 

-8 

-27 

-38 

-61 

-70 

-77 

-83 

-80 

■81 

-82 

-84 

Mandatory: 

BA 

75 

75 

76 

77 

79 

80 

81 

S3 

84 

86 

87 

89 

OL 

... 

8 

28 

38 

61 

70 

77 

83 

80 

81 

83 

84 



581 


Proposed BEA Category Reclassifications in the 2012 Budget Adjusted Baseline 

{Changes from the 2012 Budget Adjusted Baseline, in millions of dollars) 


Account 2010 2011 2012 2013 2014 

Capital Investment Grants (021-36-1134): 


Discretionary: 


BA 

-1,998 

-1,998 

-2,026 

-2,058 

-2,093 

OL 

-1,197 

-1,337 

-1,585 

-1,815 

-1,996 

Mandatory: 

BA 

1,998 

1,998 

2,026 

2,058 

2,093 

OL., 

1,197 

1,337 

1,585 

1,815 

1,996 

Research and University 

Research 

Centers 

(021-36-1137): 

Discretionary: 

BA 

-66 

-66 

-67 

-68 

-69 

OL 

-53 

-57 

-73 

-77 

-74 

Mandatory: 

BA 

66 

66 

67 

68 

69 

OL 

53 

57 

73 

77 

74 


Discretionary Grants (Transportation Trust Fund, Mass Transit 
Discretionary: 


OL 

■17 

-13 

■13 

-13 

-13 

Mandatory; 

OL 

17 

13 

13 

13 

13 


Transit Formula Grants (021-36-8350): 


Discretionary: 


OL 

-7,346 

-7,644 

-9,641 

-9,535 

-9,671 

Mandatory; 

BA 


... 

■18 

99 

234 

OL 

7,346 

7,644 

9,641 

9,534 

9,671 

Totals 

Discretionary: 

BA 

-7,043 

-7,043 

-7,145 

-7,264 

-7,392 

OL - 

•41,636 

-47,176 

-54,284 

-50,876 

-59,735 

Mandatory: 

BA 

7,043 

7,038 

5,936 

6,769 

7,724 

OL 

41,636 

47,176 

54,285 

50,874 

59,734 

Net 

BA 


-5 

-1,209 

-495 

332 

OL 

— 

... 

1 

-2 

-1 


2015 

2016 

2017 

2018 

2019 

2020 

2021 

-2,129 

-2,148 

-2,165 

-2,039 

-2,204 

-2,118 

-2,244 

-2,154 

-2,284 

-2,192 

-2,325 

-2,231 

-2,367 

-2,271 

2,129 

2,147 

2,165 

2,039 

2,204 

2,118 

2,244 

2,154 

2,284 

2,192 

2,325 

2,231 

2,367 

2,271 


•70 

-72 

-73 

-74 

-75 

-77 

-78 

■74 

-69 

-71 

-72 

-73 

-74 

-76 

70 

72 

73 

74 

75 

77 

78 

74 

69 

71 

72 

73 

74 

76 


Acct) (021-36-8191): 


-9,304 

-8,789 

-8,939 

-9,096 

-9,257 

-9,423 

-9,593 

380 

9,304 

529 

8,790 

680 

8,940 

843 

9,096 

1,009 

9,257 

1,177 

9,423 

1,348 

9,592 

-7,524 

-60,959 

-7,656 

-61,595 

-7,799 

-63,889 

-7,945 

-66,789 

-8,093 

-68,500 

-8,244 

-69,581 

'8,400 

-70,421 

8,750 

60,958 

9,793 

61,596 

10,860 

63,891 

12,000 

66,791 

13,163 

68,499 

14,344 

69,582 

15,551 

70,422 

1,226 

-1 

2,137 

1 

3,061 

2 

4,055 

2 

5,070 

-1 

6,100 

1 

7,151 

1 
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Sen. Warner 

The Performance and Management section of the budget highlights the progress 
that has been made with the Performance.gov website - which hosts all the 
progress agencies are making on the high priority performance goals included in 
the FYll Budget. When will this site be public and updates on the goals be 
available? 

0MB is developing Performance.gov to track progress on Priority Goals and cross- 
cutting management efforts. This information will primarily be used within the 
Executive Branch to help drive progress on these priorities. A test version of the site is 
currently in use by Federal agencies to support internal management reviews. In 
addition to its use for internal management, the website will communicate a clear, 
concise picture of progress to the Congress, the public, and others. With the passage of 
the GPRA Modernization Act of 2010, this website is required to be available to the 
public before October 1, 2012. We are working now to make the website meet the 
requirements of the law, and plan to make it available before the statutory deadline. 

We are currently revising our project plans to address the necessary changes and the 
current uncertainty over project funding levels for the Electronic Government fund at 
GSA, which funds development of the site. We will update the committee as the 
revised project plans are finalized. 
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Sen. Warner 

Last year, we passed the Government Performance and Results Modernization 
Act of 2010 to improve the information used for decision making. Can you give me 
an update on the implementation at OMB? What do you see as the key challenges 
to implementation? 

OMB has begun working with agency leaders in the President's Management Council, 
Performance Improvement Council, other management councils, and other offices in 
the EOP to implement the law. I anticipate that OMB will issue initial guidance to 
agencies in early spring, A key implementation challenge will be bringing about a 
lasting cultural change where government agencies. Congress, and other partners’ 
recognize the value of performance information and see goals, measurement, and 
analyses as tools to improve performance and reduce costs and risks. Past government 
efforts in this area have led to a focus on compliance and one-size-fits all approaches 
that produced reams of plans and reports that no one read, but little diagnostic analysis 
that helped agencies make smarter decisions and improve performance. We intend to 
work closely with agencies to ensure that the goal-setting, measurement, and data- 
driven reviews required by the new law are powerful tools that aid decision makers in 
headquarters, in the field, and in the government and private organizations that work 
with the Federal government to improve the quality of American lives. 
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Sen. Warner 

This year, you asked agencies to identify "low prioritj'" programs in their budget 
submissions. How did you use this information in the budget development? 

The Administration asked agencies to engage senior leaders to set near-term Priority 
Goals and identify low-priority agency programs which informed the priority-setting so 
essential to the FY 2012 Budget process. Many of the programs agencies identified 
through this process are included in the Terminations and Reductions volume or 
reprioritized in the 2012 Budget. 
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Sen. Enzi 

You noted in your answers to questions that the Social Security Trust Funds are 
solvent until 2037. Currently, money collected from taxpayers for the social 
security trust funds are invested in interest-bearing Treasury securities. Is it true 
that the federal government does not set aside financial assets to cover its 
liabilities associated with these securities (rather, the funds are used by the U.S. 
Treasury for general government purposes), so that as the trust funds are depleted 
and the securities are redeemed, the federal government must finance repayment 
through more public borrowing, repaying less debt, raising taxes, or cutting other 
spending? 

It is true that amounts collected by Social Security in excess of benefit payments are 
invested in interest-bearing securities that constitute legal claims on the Treasury, 
similar to interest-bearing securities held by the public. It is also true that the 
securities held by Social Security are reported as assets by the Social Security 
Administration and liabilities by the Treasury, which cancel each other out for the 
Government as a whole. 

When Social Security redeems securities for benefits, the Treasury will finance the 
benefit payments in the same way as it finances any other Federal expenditure. It will 
use current receipts if the unified budget is in surplus or it will borrow from the public 
if the budget is in deficit. The need to finance these future expenditures for Social 
Security and other important programs requires that the Government work today to 
ensure that it is in a position to fulfill these obligations, which, as all Treasury bonds, 
are backed by the full faith and credit of the United States, when they come due. The 
2012 Budget provides a roadmap to putting the Government on a fiscally sustainable 
path so that the Government will be able to fulfill its commitments. 
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Sen. Enzi 

The FY 2012 budget includes a provision to terminate Abandoned Mine Land 
payments to certified states. 

I was one of the lead authors on a carefully constructed compromise that 
reauthorized the Abandoned Mine Lands Trust Fund in 2006. That trust fund 
continued the tax on coal companies for each ton of coal they mine. The 
compromise legislation included Democrats and Republicans. The coal industry 
and the United Mine Workers of America supported the bill. Members from 
certified states like Wyoming supported the compromise as did members from 
uncertified states like Pennsylvania and West Virginia. As a Senator, President 
Obama voted in favor of the legislation that included this compromise. 

Why is the Administration backtracking on the agreement between Democrats 
and Republicans on an issue that was supported by then-Senator Obama? 

The Administration proposes to reform DOl's abandoned mine lands program to focus 
the available reclamation fimds on cleaning up the highest priority sites. The Budget 
proposes to terminate unrestricted mandatory payments from the Treasury to States and 
Tribes that have finished restoring their abandoned coal mines, because these payments 
do not contribute to the goal of addressing abandoned mine hazards. This proposal 
would also competitively allocate the remaining funds to reclaim the Nation’s highest 
priority abandoned coal mine sites. 
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Sen. Enzi 

The President issued Executive Order 13563 titled, Improving Regulation and 
Regulatory Reviews. I was pleased to see the President acknowledge some 
regulations have gotten out of balance, placing unreasonable burdens on business 
- burdens that have stifled innovation and have had a chilling effect on growth and 
jobs." On its face, this is an initiative both sides of the aisle can support. 

According to the Government Accountability Office 43 major rules imposing new 
costs on the private sector were adopted during the last fiscal year. These rules 
imposed $28 billion in new costs to Americans, including many small businesses 
that can't afford increased costs. 

It is my understanding that section 7 of the Executive Order exempts independent 
agencies from this review. One of those independent agencies, the National Labor 
Relations Board (NLRB), is charged with administering the National Labor 
Relations Act in more than six million workplaces in the country, including many 
small businesses. NLRB Chairman Wilma Liebman said rulemaking will be an 
area of emphasis in 2011. Do you agree that including independent agencies in the 
regulatory review would be the first major step towards actually lessening the 
regulatory burden on small businesses? If so, how will you ensure these 
independent agencies, including the NLRB, condnct reviews of their regulatiohs? 

Please provide a status update on the government-wide review of current 
regulations and the timeline for completion of the review. In addition, please 
describe how 0MB will quantify the economic consequences of the regulations you 
review. 

Following the practice set by previous Executive Orders on regulatory review, dating 
back to President Reagan, Executive Order 13563 does not apply to or bind 
independent agencies. But in recent guidance, OMB/OIRA has explicitly encouraged 
such agencies to give consideration to all of its provisions, consistent with their legal 
authority. In particular, such agencies are encouraged to consider undertaking, on a 
voluntary basis, retrospective analysis of existing rules. Executive Order 13563, as 
well as guidance we have issued pursuant to it, calls for agencies to engage in a 
“periodic review” of their regulations in order to maintain a “consistent culture” of 
retrospective review and analysis throughout the executive branch. To facilitate this 
ongoing process of review, the E.O. states that each agency shall develop and submit a 
plan for revising its regulations “[wjithin 1 20 days of the date of this order,” or May 1 8, 
201 1. On February 2, 0MB issued guidance on implementation of EO 13563. That 
guidance, among other things, asks agencies to solicit the public for comments and also 
to rely on cost-benefit analyses to evaluate the economic consequences of their rules. 
Agencies are now actively engaged in the process of producing their preliminary plans 
and of analyzing existing rules. Among other things, the Environmental Protection 
Agency, the Department of Transportation, the Social Security Administration, and the 
Department of Energy have asked the public for comments. In connection with our 
201 1 Draft Report to Congress on the Benefits and Costs of Federal Regulations, 0MB 
is requesting comments on conceptual, empirical, and methodological issues associated 
with retrospective review. 
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Sen. Enzi 

Recently, the Occupational Safety and Health Administration (OSHA) 
"temporarily" halted two proposals. One of the proposals was a "re- 
interpretation "of a workplace noise standard. The second was a proposed rule on 
musculoskeletal disorder recordkeeping requirements. Upon withdrawing the two 
proposals, the Department of Labor announced that it planned outreach to the 
small businesses and stakeholders on both issues. I am curious why the 
Department did not conduct any of this outreach prior to making proposals? 
Halting the proposed rule after DOL has already put employee time and money 
into the effort, only to be told "start over" does not seem to be an efficient, nor 
competent way to do business. Wouldn't it be a good idea for the Administration 
to initiate a Small Business Regulatory Enforcement Fairness Act (SBREFA) 
advisory panel on such proposals? What do you suggest can be done so that 
agencies like OSHA follow SBREFA? 

OSHA is required to initiate an advisory Small Business Regulatory Enforcement 
Fairness Act (SBREFA) panel when a proposed rule is expected to have a significant 
impact on a substantial number of small entities. The Agency has conducted SBREFA 
panels on a number of important regulatory issues that meet this criterion. Most 
recently, for example, OSHA has held a SBREFA panel to address issues associated 
with the prospective regulation of diacetyl; the Agency has also indicated plans to 
initiate SBREFA panels on injury and illness prevention programs and combustible 
dust. This Administration is firmly committed to eliminating excessive and unjustified 
burdens on small businesses, and to ensuring that regulations are designed with careful 
consideration of their effects, including their cumulative effects, on small businesses, as 
indicated in the January 201 1 Presidential Memorandum “Regulatory Flexibility, Small 
Business, and Job Creation.” 
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Under current law, the Centers of Medicare and Medicaid Services (CMS) is 
allowed to use Medicare Trust Fund dollars for specified activities relating to 
quality improvement and fraud and abuse prevention. 

Concerns have been raised that CMS could use this so-called apportionment 
authority to fund some of the implementation activities associated with the new 
health care law. Any diversion of these funds would represent a serious breach of 
faith with the Medicare beneficiaries who have contributed to the Medicare Trust 
Fund through their Medicare payroll taxes. 

Will you commit that OMB will block any effort to divert Medicare Trust Fund 
dollars to any purpose other than providing care for Medicare beneficiaries and 
funding the existing Medicare quality and fraud prevention programs? 

The Social Security Act explicitly provides authority to CMS to use Hospital Insurance 
Trust Fund and Supplementary Medical Insurance Trust Fund dollars to support 
program administrative costs, including quality improvement and fraud and abuse 
prevention activities. This has been true since the inception of the Medicare 
program. This principle, which is also true for Social Security, is to ensure that the total 
costs of the program are reflected in the Trust Funds. 

The Affordable Care Act (ACA) builds on existing authorities within the Social 
Security Act to improve program quality and reduce fraud waste and abuse. The ACA 
extends authorities that have always been funded through the Trust Funds and use of 
Trust Fund dollars to support these activities is appropriate and explicitly authorized by 
law. 

We appreciate your concerns about inappropriate use of funds. The President’s Budget 
includes a number of provisions to reduce inappropriate and wasteful spending in tbe 
Medicare and Medicaid programs. The Office of Management and Budget keeps a 
watchful eye to make sure that all Federal dollars are spent for appropriate purposes. 

We can ensure you that Trust Fund dollars will not be diverted for inappropriate 
purposes. 

I would also point out that the enactment of the ACA significantly improved the status 
of the Medicare Hospital Insurance Trust Fund. In the aggregate CBO estimated that 
the changes made by the Affordable Care Act will save $230 billion over ten years and 
by $1 trillion over the next ten years. Both CBO and CMS’s Office of the Actuary 
project that the ACA will also extend the insolvency date of the Hospital Insurance 
Trust Fund. 
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Despite numerous requests, Congress has not been given a schedule of when 
additional health care reform regulations will be published. Can you please 
provide a schedule of when you expect upcoming health care regulations will be 
published? 

Also, senior Administration staff have previously indicated that many of the 
interim final rules will be reissued as final rules. Is this your understanding? If so, 
please include the dates you expect the interim final rules will be reissued as final 
rules as part of the schedule mentioned above. 

The Departments of Health and Human Services, Labor, and Treasury have been 
working to meet the schedule for implementing the Affordable Care Act according to 
the deadlines provided in the Act. We expect the agencies to issue final rules, 
responding to comment, in a timely fashion. For information on planned regulatory 
actions, the Unified Agenda published on December 20, 2010 contains information on 
regulatory activities, including timelines. Agencies are in the process of developing the 
201 1 Spring Agenda, which will update this information. 
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Within nine months of the new health care bill becoming law, OMB helped to 
publish 18 regulations. Twelve of the 18 regulations were issued as interim final 
rules. This means that two thirds of the health care regulations were issued 
without an opportunity for the public to comment on them. This is unacceptable 
and Americans are suffering the consequences as these rules are being rushed 
through by this Administration. 

For example, parents in at least 19 states cannot buy health insurance for their 
children because of the way one of the regulations was drafted. The 
Administrative Procedure Act establishes the basic requirements for the 
rulemaking process, and generally requires that federal agencies publish a notice 
of proposed rulemaking in the Federal Register, give "interested persons" an 
opportunity to comment on the proposed rule, and after considering the public 
comments, publish a final rule. 

Can you make a commitment to me that your office will insist that federal 
agencies publish a notice of proposed rulemaking in the Federal Register, and give 
the public at least a 30 day opportunity to comment on all the regulations issued 
implementing the new health care law? 

1 share your support for public participation in the federal rulemaking 
process. Executive Order 13563 specifically directs agencies, where feasible and 
permitted by law, to provide the public with ample time to comment on regulatory 
actions. EO 13563 states, "To the extent feasible and permitted by law, each agency 
shall afford the public a meaningful opportunity to comment through the Internet on 
any proposed regulation, with a comment period that should generally be at least 60 
days." However, statutory or judicial deadlines can affect an agency's ability to issue a 
notice of proposed rulemaking. The Affordable Care Act regulations are examples of 
situations where the rulemaking agency faced a statutory deadline. We will continue to 
work with agencies to encourage the use of notices of proposed rulemaking and other 
means of advancing public participation. 
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Once again, the Administration's FY2012 budget calls for the expiration of the 
2001 and 2003 tax cuts for so-called "high-income earners" upon their expiration 
in 2012. Based on the discussions that this administration had with business 
owners and executives over the past several months regarding tax reform, I am 
surprised that the administration has not recognized the impact of not allowing 
those tax rates to continue for small businesses that operate in pass-through form, 
the business income from which is faxed at individual income tax rates. Pursuant 
to this proposal, half of all small business income would be subject to higher taxes, 
and nearly 750,000 small businesses would face higher taxes. Is this proposal the 
Administration's idea of a good non-corporate tax reform effort - raise taxes on 
small businesses and small business owners in Wyoming and around the country? 
Does the Administration believe that it can separate tax reform info corporate and 
non-corporate tax reform? If so, why has the Administration not taken into 
account the proliferation of businesses in Wyoming and throughout the United 
States that operate as partnerships, limited liability companies, or S-corporations, 
all of whose business income is subject to individual income tax rates? 

Most of the pass-through income goes to a small percentage of taxpayers. Over 95 
percent of small-business owners will be unaffected by the expiration of the tax cuts for 
high-income earners, since most have net income that is below the $250,000 income 
threshold at which the higher tax rates would be increased if the 2001/2003 tax cuts 
expire. 

The Administration supports revenue-neutral corporate tax reform that would lower 
corporate tax rates and increase the tax base by eliminating loopholes and other tax 
preferences. Also, as the President said in the State of the Union address, the best thing 
we could do on taxes for all Americans is to simplify the individual tax code, and the 
Administration is ready to work in a bipartisan effort to do that. 

The Administration has fully supported tax provisions that have benefited small 
business in the Small Business Jobs Act of 2010, the Tax Relief, Unemployment 
Insurance Reauthorization, and Job Creation Act of 2010, and in the FY12 Budget. 

The December bipartisan agreement expanded and temporarily increased the annual 
expensing and investment limits for small businesses, and also extended a temporary 
increase in the exclusion of tax on capital gains realizations on certain small business 
stock. The Administration proposes to permanently extend the 100 percent exclusion 
of capital gains realizations of small businesses. 
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Just a few weeks ago, an overwhelming majority in the Senate voted to approve an 
amendment to an aviation bill that would repeal the onerous Form 1099 reporting 
provisions that were included in the health care reform law. As I pointed out when 
I asked you the question, the Administration's budget suggests that this bipartisan 
agreement is not the right answer - that, in fact, a portion of the provision should 
remain in the law. You told me that you would get back to me with the 
Administration's position, given that it was recent Senate action. 

Does the Administration stand by its proposal that a business be required to fde 
an information return for payments for services or for gains aggregating to $600 
or more in a calendar year to a corporation (except a tax-exempt corporation) and 
information returns would not be required for payments for property? 

We support a modification that would alleviate the burden of this requirement on small 
business and will work with Congress to accomplish this goal. The Budget proposes to 
repeal the additional reporting requirements imposed by the Affordable Care Act. The 
proposal also would require businesses to file an information return for payments 
aggregating to $600 or more in a year to a corporation. Regulatory authority would be 
provided to make appropriate exceptions where reporting would be especially 
burdensome. Information returns would not be required for payments for property. We 
believe these provisions will alleviate the reporting burden at a much lower cost than 
simply repealing the ACA provisions. While we have concerns with pending offsets, 
we look forward to working with the Congress to ensure a fully paid-for repeal of the 
1099 provision becomes law. 
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The budget proposes a 25 percent decrease in the Job Corps construction account. 
How does this proposal impact the Job Corps Center that is scheduled to be built 
in Riverton, Wyoming? 

Funding for this Center, along with the Centers in Iowa and New Hampshire was 
walled off when they were awarded in 2007. Since that time, the Centers in 
Wyoming and New Hampshire have been delayed. When does the Administration 
plan to release the bid solicitation for the Job Corps Center in Wyoming? 

The 2012 Budget's proposal to reduce Job Corps Construction would not affect the 
program's ability to finance construction of the Wyoming center. However, the 
pending FY 201 1 appropriations bill, H.R, 1, would not fund new facilities, considering 
significant cuts to Job Corps unobligated balances and new 201 1 funding. Pending 
resolution of the FY 201 1 appropriations process, the bid solicitation processes for 
Wyoming and New Hampshire are on hold. 
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Community Living Assistance Services and Supports Act (CLASS Act): 

The CLASS Act was passed as part of the Patient Protection and Affordable Care 
Act of 2010. On January S, Secretary Sebelius sent a letter to Congress stating that 
the CLASS Act programs would be moved to the Administration on Aging (AoA). 
The following questions concern that move and the overall implementation of the 
CLASS Act. 

1. The Administration is utilizing nearly $1 billion in funds from the Patient 
Protection and Affordable Care Act of 2010. Will you please provide a breakdown 
of how these monies are being spent and by the agencies spending the money? 
How much money is being used to implement the CLASS Act? 

Of the $1 billion appropriated in the Health Reform implementation Fund, $128 million 
was obligated in FY 2010. This includes $107 million for the Department of Health 
and Human Services and $21 million for the Internal Revenue Service, The FY 2012 
President’s Budget includes $120 million for CLASS. The obligated funds have 
primarily supported salaries, benefits, contracts, and infrastructure for health reform 
initiatives. 
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2. Is the Administration on Aging (AoA) receiving funds to administer the 
program? Are federal funds being transferred from other previously 
appropriated programs, such as Own Your Future and the National Long-Term 
Care Clearinghouse, to finance the administrative costs of the CLASS Act? What 
percentage of AoA monies are being used for the CLASS Act implementation? 
Please list any programs whose funding has been shifted to implement the CLASS 
Act, and for each fiscal year. Please specify whether these are mandatory or 
discretionary funds. Please also list the statutory authority for the use of these 
funds for the implementation of the CLASS Act. 

The President’s FY 2012 Budget requests $120 million in administrative funding for 
the CLASS program, including significant investments for the development of a 
national IT system and education and outreach to potential participants and employers. 

FY 2012 will be the first year that CLASS will receive a discretionary appropriation. 
CLASS requires funds from a discretionary appropriation in FY 2012 to bridge the 
period between FY 201 1 when funding is covered under Section 1005 of P.L. 111-152 
and the point at which administrative ftmding can be drawn statutorily from premiums 
received. 

For FY 2010 and FY 2011, no AoA funding is being used to administer CLASS. The 
program’s expenses are being funded entirely by the Health Reform Implementation 
Fund. 
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3. Is there expected to be an advertising and/or outreach campaign for the 
CLASS Act programs? If so, what is the ten year budget for the 
advertising/outreach campaigns? How will the monies be spent? Where will the 
Department of Health and Human Services (HHS) find the money for the 
campaign? Please specify whether these are mandatory or discretionary funds. 
Please also list the statutory authority for the use of these funds for the 
implementation of the CLASS Act 

The CLASS Act is geared to help Americans protect their independence if they require 
long-term care services in the future. The CLASS program is required by law to 
maintain solvency over 20 and 75 years. The Department of Health and Human 
Services (HHS) will develop CLASS to meet these important requirements, and no 
taxpayer funds will be used for payment of benefits. Outreach and education will be 
crucial components of achieving the goals of the CLASS program. HHS will provide 
additional detail regarding implementation of outreach efforts for the CLASS program. 
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4. Recently, I was informed that HHS intends to contract with outside to groups, 
Knowledge Networks and Thompson Reuters, to conduct a study and surveys on 
who is purchasing long-term care insurance and related products. Were these 
contracts put out for competitive bid? Will you please supply copies of the 
contracts? 

The Department of Health and Human Services (HHS) will develop CLASS to 
meet important statutory requirements for solvency over 20 and 75 years, and no 
taxpayer funds will be used for payment of benefits. HHS will provide additional detail 
regarding contracts required to implement the CLASS Act. 
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5. If surveys were used by these outside groups on behalf of a study undertaken 
for HHS, federal law requires that the surveys of more than ten individuals must 
be approved by the Office of Management and Budget. Please supply copies of the 
OMB approval of these surveys and copies of all surveys used. 

All information collection requests (ICRs) submitted by agencies for OMB approval 
under the Paperwork Reduction Act (PRA) can be found at 

http://www.reginfo.gov/public/do/PRASearch. OMB has reviewed and approved one 
survey that contained questions related to the CLASS Act. These questions added to 
HHS/CDC’s National Health Interview Survey (approved by OMB on December 13, 
2010) can be found at: 

http://www.reginfo.gov/public/do/PRAViewDocument?ref_nbr=201 009-0920-002. 
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6. In adhering to the President's commitment to transparency and abiding by 
government contract regulations, please list all studies that have been submitted to 
OMB for approval in the last 180 days. Include the estimated cost of the study, the 
source of the funding, as well as the organization in charge of its administration. 

Between August 22, 2010 and February 18, 201 1, OMB received 321 information 
collection requests (ICRs) that employ statistical methods for OMB approval under the 
Paperwork Reduction Act (PRA), The supporting statement for each ICR contains 
information such as the agency conducting or sponsoring the study and cost to the 
federal government. Copies of the ICR package (including the supporting statement) 
submitted for OMB approval can be found at; 

http://www.reginfo.gov/public/do/PRASearch, The source of the funding can be 
obtained from the agency conducting or sponsoring the study. 
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7. Has the Department of AoA hired an actuary for the CLASS Act? Pursuant to 
Section 3203 of the CLASS Act, you shall develop at least three actuarially sound 
benefit plans as alternatives for the CLASS Independence Benefit Plan. Have you 
consulted with the three actuaries, and if so, who are the actuaries? Is the actuary 
for the Centers of Medicare and Medicaid Services (CMS) one of the three 
actuaries? When will the three alternatives be shared with Congressional 
oversight Committees? When will the final decision be made with respect to which 
actuarial plan alternative will be the basis for the CLASS Act implementation? 
Will you require that each of the actuarial analyses contain a 7S-year analysis? 

Robust actuarial estimates will be crucial components of achieving the goals of the 
CLASS program. HHS will provide additional detail regarding implementation of the 
actuarial work for the CLASS program. 



602 


Sen. Enzi 

8. What will OMB do to ensure the fiscal solvency of the CLASS Act programs? 
Will OMB use an independent aetuary to review calculations used by HHS in 
establishing premiums and benefits under the CLASS Act programs? 

HHS is utilizing expertise throughout the Administration, including OMB, during the 
planning for CLASS. In addition, the CLASS actuary will operate under the same 
longstanding approach of the Medicare and Social Security actuaries — with strong 
independence supported by the best available information and analytic tools. 
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9. When will the first premiums be collected pursuant to the CLASS Act 
programs? Will the collection of premiums begin prior to the establishment of the 
CLASS Independence Benefit Plan? Will the collection of premiums begin prior to 
the establishment of enrollment mechanisms for all entities and individuals? What 
regulations need to be finalized before premiums collection commences? 

HHS will provide additional detail regarding collection of premiums for the CLASS 
program. 
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10. Recently, Secretary Sebelius gave a speech to the Kaiser Family Foundation 
concerning the CLASS Act. She claimed that the CLASS Act has loopholes and 
that it only offers two options for setting premiums and "[n]either of these options 
is appealing." What loopholes need to be fixed? Will these require legislative 
changes? What other options are you considering for premiums? Will these 
premium issues require legislative changes? 

HHS will provide additional detail regarding premium frameworks being considered 
for the CLASS program. 
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11. In recent years, the federal government's own long-term care insurance 
programs experienced a serious spike in cost of premiums to those enrolling in the 
program. How can you ensure that no premium spikes will occur with those 
enrolling in CLASS Act programs? Will enrollees in CLASS Act programs be 
given the opportunity to receive a refund if premium spikes are too high? 

HHS will provide additional detail regarding premium frameworks being considered 
for the CLASS program. 
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Regulatory Flexibility Act: 

12. What will OMB do to ensure that federal agencies comply with E.O. 12866 
and the Regulatory Flexibility Act and to provide for sound economic analyses for 
all proposed, interim and final regulations? Will there be any additional OMB 
oversight of regulations promulgated pursuant to the Patient Protection and 
Affordable Care Act of 2010 and the Dodd-Frank Wall Street Reform and 
Consumer Protection Act? Will OMB require additional outreach to the small 
business community to ensure that the economic analyses cover all effected 
entities? 

On January 18th, the President issued Executive Order 13563, entitled “Improving 
Regulation and Regulatory Review,” as well as a memorandum entitled “Regulatory 
Flexibility, Small Business, and Job Creation,” both of which emphasize the 
importance of reducing regulatory and paperwork burdens (including those burdens on 
small businesses). In the memorandum, the President specifically directed executive 
departments and agencies (and requested independent agencies) to give serious 
consideration to whether and how it is appropriate to reduce regulatory burdens on 
small businesses through increased flexibility (including, for example, delayed 
compliance dates, simplified reporting requirements, and partial or total 
exemptions). The President also directed that whenever an executive agency chooses 
not to provide such flexibility in a rule that is likely to have a significant economic 
impact on a substantial number of small entities (for reasons other than legal 
limitations), it should explicitly justify its decision. Recently OMB requested that 
agencies submit burden reduction initiatives, with particular emphasis on reducing 
paperwork and reporting burdens on small business. 

As part of the regulatory review process, OMB will evaluate agency compliance with 
Executive Order 13563 and with the Presidential memorandum on “Regulatory 
Flexibility, Small Business, and Job Creation.” OMB will also work with the U.S, 

Small Business Administration Office of Advocacy on Regulatory Flexibility Act 
compliance for regulations that have an impact on small businesses. Such work will 
include the Affordable Care Act and Dodd-Frank Wall Street Reform and Consumer 
Protection Act regulations that are subject to E.O. 12866 and 13563 review. (It is 
important to note, however, that independent agency regulatory actions are not subject 
to these E.O.s, although independent agencies are encouraged to give consideration to 
all of its provisions, consistent with their legal authority.) 
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The President's FY2012 budget proposes moving the Senior Community Service 
Employment Program (SCSEP) from the Department of Labor (DOL) to the 
Administration on Aging (AoA). The Government Accountability Office's (GAO) 
job training report released February 8, 2011 found while administered hy DOL, 
SCSEP appeared to be meeting its training and employment objectives. Given 
DOL's experience and existing resources in administering job training programs, 
could you please describe how AoA is better equipped to oversee SCSEP? Please 
explain AoA's level of experience in administering job training and employment 
programs. Does AoA currently employ any staff dedicated to handling older adult 
workforce issues, and if so, how many? 

The Senior Community Service Employment Program (SCSEP) has three goals: to 
foster individual economic self-sufficiency, promote useful opportunities in community 
service, and increase the participation of low-income seniors in unsubsidized 
employment. Transferring SCSEP to the Administration on Aging (AoA) will 
strengthen SCSEP's capacity to meet these goals by fostering better coordination 
between SCSEP and other senior-serving programs, improving SCSEP's focus on the 
comprehensive well-being of seniors, and expanding opportunities for SCSEP 
participants to contribute to their communities through service to other seniors. Closely 
integrated with other programs serving low-income seniors, SCSEP could better 
support not only employment, but also health, wellness and independence for 
seniors. Because of its expertise in senior issues, AoA is well-positioned to 
provide strong support and technical assistance to SCSEP grantees. Over two-thirds of 
the state and territorial grantees already house their SCSEP programs within offices on 
aging, senior services or health and human services departments - departments that 
AoA already works with. A move to AoA will consolidate federal oversight of the 
OAA under one department, streamlining operations and putting federal administration 
of SCSEP in alignment with operations in the field. Additionally, AoA will continue to 
work with the Department of Labor to expand job opportunities for aging workers 
and ensure that the employment and training needs of SCSEP participants are met. 
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With the Older Americans Act up for reauthorization this year, why should 
transitioning SCSEP from DOL to AoA be completed using budgetary procedures 
instead of through the regular legislative process? Has DOL or AoA solicited 
comments from outside stakeholders and the older adult community, and if so, 
what has been the reaction to the proposed transition? 

In anticipation of reauthorization, AoA convened three national listening sessions, held 
one joint session with the Department of Labor, and participated in hundreds of 
national, state and local sessions convened by stakeholders and involving all states and 
area agencies. As a result, the critical internal and external stakeholders representing 
thousands of older individuals and their caregivers were engaged in providing input and 
recommendations for the next reauthorization. Representatives indicated that SCSEP 
participants could benefit from a greater degree of alignment between the networks that 
administer the programs. AoA anticipates working closely with SCSEP grantees at the 
national, state, and local levels to enhance coordination and create better alignment 
with other Older Americans Act programs and services as well as with the Workforce 
Investment Act system. The Administration looks forward to working with Congress 
on ways to strengthen the Senior Community Service Employment Program (SCSEP) 
and other programs providing critical supports to seniors through reauthorization of the 
Older Americans Act. 
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Since the Social Security trust fund contains Certificates of Indebtedness and 
Special Issue Obligations that can only be redeemed through the Treasury 
Department, the federal government will have to cover any cash deficit in Social 
Security through one of three methods- tax increases, reduced spending in other 
areas, or increased deficits, or some combination thereof. 

How does Pres. Obama assume these cash deficits will be covered? What form of 
tax increases and spending cuts will be implemented to cover this cash deficit? 
How much additional debt, above what is already projected, will be taken out to 
pay for this? 

The operations of the Social Security trust funds are fully reflected in the President's 
Budget. The Budget proposes to reduce the overall budget deficit to 3 percent of GDP 
by 2017, thereby achieving primary balance. The deficit is reduced to levels that keep 
the debt from increasing as a share of GDP even earlier, starting in 2013. 

The Budget includes all of the transactions of the Social Security trust funds under 
current law, and proposes no change to their structure or financing. Therefore, there is 
no additional debt beyond what is projected in the Budget to cover the transactions of 
the Social Security trust funds. 
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In December 2010, President Obama signed into law a tax compromise. As part of 
this compromise, he lowered the employee share of the Social Security payroll tax 
by two percentage points. The tax cut compromise is slated to expire at the end of 
FY 2012. 

a) Does the OMB budget baseline assume that the employee share of the payroll 
tax reverts back to 6.2 %? 

b) How much additional revenue will this bring in than if the employee share 
stayed at 4.2% through 2021? 

The budget assumes that the reduction in the Social Security employee payroll tax rate 
from 6.2 percent to 4.2 percent, which applies to taxable wages received after 
December 31, 2010, and before January 1, 2012, expires with respect to wages received 
after December 3 1, 201 1, as scheduled under current law. Extending the 2% payroll 
tax holiday through 2021 would reduce payroll tax revenues by $1.4 trillion over the 
ten year period. 
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If all other factors in the OMB budget remain the same, what would the federal 
government's annual interest payments be if borrowing costs on US debt returned 
to the average level they were at during the Clinton Administration by the 
beginning of FY 2013? What would be the overall impact on the deficits and 
debt? 

During the Clinton Administration, Treasury 91 -day interest rates were on average 0.81 
percent higher than the Budget assumptions for 2013-2021, and 1 0-year rates averaged 
1.17 percent higher. The sensitivity to economic assumptions table in the 
Budget projects the effects of a 1 percentage point increase in interest rates, a similar 
scenario. The table shows the impact of higher rates starting in 201 1; when the 
increase is delayed to 2013 there is a $714 billion increase in the debt over the Budget 
window. 
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Regarding the AMT fix in the OMB budget, how much of the offset for this fix is 
present in the first three years? 

a) What is the present value of the remaining offset through 2021? 

The Budget pays for the $316 billion cost of a three-year extension of AMT relief with 
an offset of $321 billion from limiting the value of certain tax expenditures. $51 billion 
of the offset is over the three years for which the extension of AMT relief reduces 
revenues. The remaining portion of the offset for the AMT fix is $270 billion over the 
last seven years of the ten-year budget window. OMB does not calculate present value 
amounts in the budget other than for Federal credit programs, which use present value 
to measure the subsidy cost of loans and loan guarantees according to the Federal 
Credit Reform Act. 
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Regarding the SGR "doc-fix" in the OMB budget, how much of the oHset for this 
is present during the first two years? 

a) What is the present value of the remaining offset through 2021? 

The Budget pays for the $54 billion cost of two years of Medicare physician payment 
relief from the SGR formula with an offset of $62 billion from savings in Medicare, 
Medicaid, and other health programs. $6 billion of the offset is over the three years that 
the SGR fix increases outlays. The remaining portion of the offset for the SGR fix is 
$56 billion over the last seven years of the ten-year budget window. OMB does not 
calculate present value amounts in the budget other than for Federal credit programs, 
which use present value to measure the subsidy cost of loans and loan guarantees 
according to the Federal Credit Reform Act. 



614 


Sen. Tooniey 

The President's Budget ineludes a policy called "Pay-for-I)elay" that limits the 
ability of brand and generic drug firms to settle their patent lawsuits. The effect 
on the budget deficit of this policy, as outlined on Page 196 (Table S-8), is listed as 
reducing the deficit by almost S8.8 billion dollars from now' until 2021. However, 
the CBO estimates that this change in policy will only generate S2.6 billion in that 
same time frame. Could you please justify this discrepancy? 

The Budget estimate was developed by the independent CMS Office of the Actuary. 

The estimate is generally based on the methodology reported by the Federal Trade 
Commission (FTC) in its January 2010 report. "Pay-for-Delay: How Drug Company 
Pay-Offs Cost Consumers Billions," applied to a base of Medicare and Medicaid 
spending. However, the CMS estimate assumes average consumer savings of 45 
percent, compared to 77 percent assumed by FTC, We do not have detailed 
information about CBO's scoring assumptions and methodology. Potential factors that 
may contribute to the difference in savings estimates include variable assumptions 
about the baseline against w'hich savings were estimated, different assumptions about 
the impact of the proposal over time, and assumptions about behavioral changes that 
could be produced by the proposal. 
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Total spending for Medicare in the OMB budget from 2010 to 2021 is estimated to 
be about SI. 5 trillion less than what the CBO predicted in their January forecast 
for the same time frame. Could you please account for this significant 
discrepancy? 

The difference of about $1.5 trillion between CBO and OMB’s Medicare baselines is 
because CBO’s projection is for gross Medicare spending but the Budget's estimate is 
net Medicare outlays. Gross spending includes Medicare expenditures that arc covered 
by premiums and other offsetting receipts such as Part D State payments to the federal 
government. Net outlays subtract these offsetting receipts to show net Federal spending 
on the program. When comparing apples to apples, that is, comparing CBO and the 
Budget’s projections of net Medicare spending between 2010 and 202 1 , the difference 
shrinks to about S354 billion from 2010 to 2021, which represents about 5 percent of 
Medicare net outlays. I’his difference is well within the range of historical differences 
between CBO and OMB’s estimates. Since the FY 2000 Budget. OMB and CBO’s 
Medicare baseline estimates have differed by as much as 10.3 percent and as little as 
0.1 percent. Differences between CBO and the Administration’s estimates are due to 
differences in technical and economic assumptions. 
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Sen. Graham 

With one of President Obama's initiatives being to double exports over the next 
five years and 94% of the nation's overseas coinnicrce being carried on federally 
maintained channels, I fail to see this priority refleeted in the budget request for 
Army Corps, which is responsible for the getting our ports ready to handle the big 
ships carrying these job-creating exports. What type of priorities went into 
developing the Corps' budget, and why was sueh a limited amount of resources 
allocated to establishing a South East deepwater eapable harbor? 

The President's Budget provides $4.6 billion for the Army Corps of Engineers civil 
works program (Corps). The Budget does not allocate these funds on a regional basis 
or to give exports a preference. Rather, it strives to produce as much value as possible 
for the Nation from this funding, with emphasis on the three main missions of the 
Corps, one of which is commercial navigation. (The other two are flood and storm 
damage reduction, and aquatic ecosystem restoration.) 

The proposed budget for the Corps commercial navigation program is S 1 .6 billion, 
roughly 34 percent of the $4.6 billion provided for the Corps. In allocating this $1.6 
billion, the Corps gave priority to maintaining major coastal harbors and their channels, 
maintaining the inland waterways with the most commercial use, constructing inland 
and coastal navigation projects with high economic return.s, and completing four 
ongoing feasibility studies. Most of this funding reduces transportation costs for 
commercial goods moved by water, including exports. 

The budget for the Corps is consistent w'ith the Admini-stration's export initiative. In 
the short-term, it maintains spending for work financed from the 1 larbor Maintenance 
Trust Fund at the FY 2010 enacted level, in a year in which the overall budget for the 
Corps is 15 percent lower. In the long-term, the President's Budget proposes to reform 
the way that Federal navigation investments are funded. These reforms, which affect 
both the Harbor Maintenance I rust Fund and the Inland Waterways Frust Fund, will 
support investments that contribute to the strength of the .American economy. 

As noted above, the proposed budget for the Corps docs not establish priorities on a 
regional basis. However, it does include $162 million in support of several dozen 
navigation projects from Virginia to Florida, roughly 10 percent of the total funding for 
the Corps commercial navigation program nationwide. 

The Corps has constructed the main navigation channel in three southeast harbors to a 
depth of 45 teet or more: Morehead City, NC (45 feet); Charleston, SC (45 feet); and 
Hampton Roads, Norfolk, and Newport News Harbors, VA (50 feet). The Budget 
provides $59 million for the Corps in support of commercial navigation at these three 
ports, nearly 37 percent of the Corps funding for all southeast ports. This illustrates 
how major coastal ports are a priority for the Corps and our ongoing investment in 
infrastructure. 
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Sen. Graham 

For the FY 2012 International Affairs request, the Administration has asked for 
two pots of funding for the State Department and United States Agency for 
International Development (USAID): (1) a base request of S47 billion for 
operations and programs and (2) Overseas Contingency Operations (OCO) 
totaling S8.7 billion funding for the "temporary and extraordinary" costs 
associated with Iraq, Afghanistan and Pakistan. Can you please clarity’: when the 
Administration asserts that the International Affairs request is in our national 
security interests - and should be considered national security spending - arc you 
only talking about OCO, or both the base and OCO requests? What specifically 
are those interests? 

The Administration’s International Affairs request, both base and OCO, advances the 
national security interests of the United States, just as military base and OCO budgets 
arc both considered part of our national security budget. 

The International Affairs request supports the President’s National Security Strategy 
across a broad range of international programs and activities. Each program in the base 
and OCO contributes to advancement of our national security objectives of security, 
prosperity, respect for universal values, and ajust and sustainable international order. 

The distinction between base and OCO focuses on those costs that are e.xtraordinary 
and temporary rather than enduring in nature. OCO supports programs closely tied to 
Department of Defense activities in the front-line states of Iraq. Afghanistan, and 
Pakistan, but the base request also supports enduring operations and assistance 
programs in each country necessary to sustain a long-term diplomatic, development, 
and security relationship. 
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Sen. Graham 

The House of Representatives will act on a Continuing Resolution (CR) that 
provides $44.9 billion for the State, Foreign Operations, which is S3. 8 billion 
below the FY 2010 enacted level and $11.7 billion below the FY 2011 budget 
request. How will the House CR impact the operations and programs of the State 
Department and USAID? 

The House bill (H.R. I ) would cut State Department funding by 1 8 percent from the 
President’s FY 201 1 Budget request. A cut of this magnitude would force reductions 
that would have an adverse impact on civilian efforts critical to success in Iraq. 
Afghanistan, and Pakistan, and our ability to promote IJ.S. national security and foreign 
policy interests. 

The House bill would cut the President’s Budget request for Slate and USAID global 
health programs by $1.5 billion nearly 18 percent. A cut of this magnitude would put 
millions of lives at risk by leaving over 1 0 million persons at risk of malaria without 
preventive or treatment services, and scaling back life-saving interventions to protect 
mothers and newborns, such as immunizations and training of skilled birth attendants, 
resulting in over 275,000 additional preventable deaths. 

The House bill would reduce Development Assistance and the Economic Support Fund 
(ESF) by $3.3 billion compared to the FY 2011 request, a reduction of nearly 31 
percent. The bill would not allow the Administration to fund all of its priorities in 
Afghanistan and Pakistan. The cut to the ESF could limit infrastructure and 
governance initiatives in /Afghanistan and bring the Pakistan non-military assistance 
level below the Kerry-Lugar-Berman authorization bill. 

The House bill cuts about $600 million (-33 percent) from the FY 201 1 President's 
Budget for humanitarian assistance to refugees (MRA) and over $400 million (-50 
percent) for International Disaster Assistance (IDA). The cuts vvould leave millions of 
people affected by conflict and disasters without access to shelter, clean water, food 
and other critical needs and, for refugees, would likely significantly reduce admissions 
to the United States. 

Fhe I louse bill would reduce Food for Peace 3’itle II food aid by over 40 percent 
overall and emergency food aid by over 55 percent compared to the FY 201 1 reque.st 
and FY 2010 enacted base level ofSl .7 billion. Based on average beneficiary costs, 
the cut would likely leave more than 15 million people in drought and other 
humanitarian crises without access to food. While the program implements both 
emergency and non-einergcncy food aid, the entire cut would fall on the emergency 
side due to a statutory floor on the program's non-emergency aid. 

The House bill w'ould also cut Treasury’s funding for international programs to 61 
percent below the FY 201 1 President’s Request and nearly 45 percent below FY 2010 
enacted. This would prevent the U.S. from fulfilling numerous commitments to 
international institutions and programs. Failure to keep these commitments will tarnish 
the Nation’s image abroad, affect U.S. positions of leadership at these institutions, and 
harm our ability to conduct diplomacy that helps protect America from foreign threats. 
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Sen. Graham 

There is no question belt-tightening is in order, and the FY 2012 budget request 
includes $1.6 billion for assessed costs for L'.S. membership in the United Nations 
and over 40 other international organizations. What steps is the Administration 
taking to review IJ.S. participation in these international organizations, and 
decrease our involvement accordingly? While NATO assessed costs are justifiable, 
do we really need to participate in the International Coffee Organization or the 
International Rubber Study Group? 

The Department of State evaluates IJ.S. participation in international organizations to 
determine their value to advance U.S. foreign policy objectives and to produce benefits 
for U.S. citizens and businesses. These objectives include reducing trade barriers, 
improving border and port security, obtaining international patent and trademark 
protection, maintaining the world's telecommunications networks, setting standards for 
aviation and maritime security, promoting international law in the areas of child 
custody and support, and disseminating information about the supply and demand of 
vital commodities. Pursuing foreign policy objectives through international 
organizations al.so enables the U.S. to leverage the financial contributions and c.xpertise 
of other nations. 

Specifically regarding the International Coffee Organization (ICO) and the 
International Rubber Study Group (IRSG), the TY 2012 Budget supports continued 
participation in the ICO but includes no funding for the IRSG. The ICO collects and 
publishes statistics on coffee production, prices and trade, and facilitates cooperation 
between governments and the private sector. The U.S. benefits from ICO's efforts to 
promote transparent and sustainable coffee markets. On the other hand, the limited 
benefits to the U.S. government membership in IRSG outweighed the financial, legal 
and stair resources required for continued participation and the U.S. has taken steps to 
withdraw from this organization. Withdrawing from organizations must be carefully 
considered to ensure that U.S. interests in continued participation are fully understood. 
However, we will continuously review our participation in international organizations 
and propose changes if justified. 
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Sen. Nelson 

In the President's budget proposal, the takeover of I'annie Mae and Freddie Mac 
is estimated to cost a total of S73 billion. However, the proposal only accounts for 
Federal aid through 2013, while relying on dividend payments from the two 
entities through 2021. 

Could you explain how the administration determined that Fannie and Freddie 
would not need additional support past 2013? Do you have an estimate on Fannie 
and Freddie's expeeted losses this year and next year? If not, how ean you prediet 
with any aeeuraey how much liquidity they will require in the future? Do you 
expeet the mortgage market to signifieantly pick up by 2013? And docs the 
administration expect Fannie and Freddie to retain enough of the mortgage 
market to make the projeeted dividend payments through 2021, including 
payments as high as S23 billion in 2013? 

The Budget assumes that Treasury will make cumulative investments in Fannie Mae 
and Freddie Mac of $224 billion from FY2009 through FY2012 and receive dividends 
of $55 billion over the same period. Starting in 2013. the Budget forecasts that Fannie 
Mae and Freddie Mac will have suBicient earnings to pay part but not all of the 
scheduled dividend payments. These estimates are consistent with the "current 
baseline" case in the range of potential draws in stress lest performed and analyzed by 
the GST's regulator, the Federal Housing Finance Agency (FFIFA), announced in 
October 2010. 1 he Administration does assume that house prices w ill be growing in 
2013, an assumption that is supported by the FHFA’s analysis using Moody's 
projections, and repeatedly affirmed through industry surveys such as the monthly 
MacroMarkels Home Price Kxpectations Survey. The Budget projections of Treasury's 
investments are also consistent with the Department of Treasury 's 20 1 0 financial 
statement and take into account that the GSEs will be wdnding dow'n their investment 
portfolios at an annual pace of no less than 10 percent as specified in their agreements 
with Treasury, but do not assume any changes to operating assumptions on their single 
family guarantee business (such as future pricing increases or legislative changes). 
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Sen. Nelson 

In contrast to your cost estimate for Fannie Mae and Freddie Mae, the 
Congressional Budget Office believes the takeover of Fannie and Freddie will cost 
taxpayers S389 billion. 

Could you explain why your estimate varies so widely from CBO’s estimate? Are 
you treating mortgage backed-securities held by Fannie and Freddie the same as 
CBO? If not,why ? 

The Budget maintains the existing non-budgetary presentation for Fannie Mae and 
Freddie Mac, as it does for the other GSEs. This is consistent with financial accounting 
standards that do not require consolidation of an entity if ownership control is 
temporary. I lowever, all of the federal programs that provide direct support to Fannie 
Mae and Freddie Mac, including the Senior Preferred Stock Purchase Agreements 
(PSPAs), are showm on-budget. CBO’s estimates of the deficit impact of the GSEis are 
considerably higher than the Administration's because CBO defines the budget impact 
as capturing what a private entity would require as compensation for assuming Fannie 
Mae and Freddie Mac’s commitments. T he compensation is represented in CBO's 
description as the difference in market value between Fannie and Freddie's assets and 
their liabilities on a “risk adjusted’’ basis. This "risk premium" assigned by CBO does 
not constitute a federal outlay, and is not comparable to the budgetary estimates of GSF 
costs included in the President's Budget. The Administration presents the budget 
impact as the estimated transactions between Treasury and Fannie Mae and Freddie 
Mac under the PSPAs. 
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Sen. Nelson 

III the President's budget proposal, $556 billion is directed toward surface 
transportation over the next six years, iaciiiding the creation of a .National 
Iiirrastructure Bank, requiring an investment of $30 billion over the same time 
|)eriod. 

After the initial investment, would the Bank be able to be self-sustaining? Would 
it leverage private capital f4ir financing? If .so, how? Furthermore, do you expect 
the Bank to ever fully supplant the need for annual appropriations or future 
aulliori/ations for surface transportation projects? 

TIk proposal tor a National Infrastructure Bank (1-Bank) provides $30 billion in budget 
authority over six years to fund grants and the subsidy costs of Federal loans and loan 
guarantees lo projects of regional and national or regional significance, and to 
fund adrnini.stration of the program. The proposed program will be compliant with the 
federal Credit Reform Act. Because of the grants provided and the subsidized nature 
ol'thc loan and loan guarantee financing, the program will not be self-sustaining. 

Rather, like oUicr surface transportation programs funded under the rcautliorization 
proposal, C'ongres.s would need to provide additional budgetary re.soiirces to support I- 
Baiik activities beyond the levels provided. We do not envision the Bank fully 
supplanting tlic need for future aulhorizatiuns and.'or annual appropriations. Rather, we 
envision the Bank serving a specific niche; projects that will generate very 
significant benefits lo our economy — and in most cases will he associated with some 
revenue source to pay back the Bank’s investment - but may be difficult to finance 
w'ith existing, stove-piped financing sources. 

We do envision the i-Bank leveraging .significant non-Federal co-irivcsiment, including 
private capital. In addition to cost-share requirements, project sponsors that 
demonstrate substantial commitments of tum-l-cdcral resources to projects of national 
or regional economic significance will be most competitive in the pursuit of 1-Hank 
support. Private investors will be engaged on a projcci-by-projcci basis. I'lieir 
participation in/evaluation of individual deals (i.e., ihclr willingness to risk their own 
funds) is a key way tliat Bank managCTs will be able to gauge the financial returns 
associated with projects. .A key advance that w-e would expect from a successful !- 
Dank is to advance the state of the art in evaluating projects based on overall benefits, 
both financial and otherwise, and prioritizing investments accordingly. 
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Sen. Cornyn 

How much in discreliuiiarw' spending does the President's FY2012 budget provide 
for the implementation of the Patent Protection and Affordable Care Act (P.L. 
111-148) and the Health Care and Education Reconciliation Act of 2010 (P. L. 
111-152)? 

Implementing the Affordable Care Act is one of the Administration’s highest priorities, 
and we are committed to its successful implementation and the efficient use of taxpayer 
resources. Funding for the continued implementation of ACA is built into the 
President’s FY 2012 Budget for such agencies as the Centers for Medicare and 
Medicaid Services, the Administration on Aging, the Internal Revenue Service, the 
Department of Labor, the Office of Personnel and Management, and the Social Security 
Administration. ACA implementation activities in these agencies are interwoven with 
the execution of other statutes and authorities making estimates of resources that will 
specifically support ACA implementation dilflcult to disaggregate. 
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Sen. Murray 

Director Lew. because mv time ran our during the hearing. I would like to make 
sure that I am able to communicate the full scope of my quesrion, and I look 
forw ard to your written rcsponsc- 

As 1 said, I'm pleased that the DOE Environmental Management budget has a 
slight increase, which I view as a sign that the Admini.stration rccognircs its legal 
obligations. 

I appreciate the time and effort that you have pul into making the EM budget 
couipliant fur fiscal year 2012. Bui I'm very concerned that al these funding levels, 
yuu're pushing off work that needs to be done in F^' 12 to ensure DOE meets its 
legal obligatiiin.s moving forward. 

I also appreciate that the Administraliun is cominilled to modernizing our nuclear 
weapons facilities in the coming years, and I noticed that that OMB has said it will 
ensure that future allocations to that effort will occur in the required amounts. As 
you know, Mr. Lew, it's unusual for OMB to commit itself to future funds like 


As I have been saying for years, this is esactly where we need to go with EM 
budgets. For fundamental legal reasons, and because there Is also massive 
amounts of human and uiiinelary capital wasted when EM doesn't have stable 
budgets, we need to make sure that the Administration budgets effectively user 
the long term to meet required compliance deadlines. 

How can Congress and this Administration work together to develop a clear and 
consistent approach to EM budgets over the long term, like OMB is doing with 
NNSA2 

The Adminisiralion has a clear and consistent approach lo funding for the Department 
of Energy's (DOK) Knvironmenlal Management program as reflected in the 2012 
Budget. The Budget proposes $6.13 hillion for the cleanup program. +$83 million 
more than the 201 1 budget request and -$I22 million more than the 2010 enacted 
level. This includes sufiicieni funds to provide DOE the opportunity to meet all FY 
2012 enforceable milestones in its various cicamip agreements, including the Hanford 
Tri-Party Agreement to protect the Columbia River. The Administration also is 
concentrating on improvements in management and oversight of the program and 
activities in EM. with ihe aim of maximizing performance from the tiinds we allocate 
to the program. The Administration recognizes Ihe Department's cleanup obligations 
and will work vvith Congress to meet these environmental requirements over the long 
term in a fiscally responsible manner. 
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Sen. Cornyn 

How much in discretionary funds does the President's budget provide for the 
administration and enforcement of the employer mandate and the individual 
mandate? 

The individual and employer shared responsibility provisions of the Affordable Care 
Act become effective in 2014, so no enforcement is possible or necessary in 2012. 
However, the IRS Commissioner has informed Congress that $62.5 million in 
discretionary resources are necessary for IT operations support at IRS to set up systems 
that are related to enforcement activities. 
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Sen. Cornyn 

How much in diserctionarj’ spending does the President's FY2012 budget provide 
for the implementation of the Dodd-Franks Wall Street Act (P.L. 1 1 1-203). 

Because funding for Dodd-Frank is not segregated from other activities for the lead 
agencies responsible for implementing the Act, the Budget docs not contain an explicit 
estimate of binding for Dodd-Frank. Some of the funding for Dodd-Frank 
implementation w'ould be fee funded, and some would come from the General Fund, 
depending on the agency. Discretionary Dodd-Frank funding is allocated among the 
Securities and Kxchange Commission (SF.C), Commodity Futures Trading Commission 
(CF fC), and the Department of Treasury. This funding will permit these agencies to 
bring greater transparency and accountability to the derivatives market, increase 
supervision of hedge funds and private equity funds, increase oversight of credit rating 
agencies, stand-up the new' Federal Insurance Otllce and the Office of Minority and 
Women Inclusion, and draft the numerous regulations and reports required by the Act. 
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Sen. Cornyn 

How many federal employees will be hired to implement the legislation under the 
President's budget'? 

Hiring agencies include the Department of the Treasury, the Office of the Comptroller 
of the Currency, the Securities and Exchange Commission, the Commodity Futures 
Trading Commission, and the Consumer Financial Protection Bureau. Given the many 
agencies involved and the fact that Dodd-Frank implementation will be inteiw'oven 
with existing responsibilities, the Budget does not include estimate of the number of 
full-time equivalents (FTEs) who will be hired. 
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Sen. Cornyn 

The President's budget includes $36 billion of additional loan guarantee authority' 
for nuclear power facilities. My state of Texas is no stranger to nuclear power. As 
you may know, there is a nuclear facility is located near Bay City', Texas called the 
South Texas Project. It is one of the newest and most productive nuclear power 
plants nationwide. This twin-reactor facility currently produces 2,700 megawatts 
of electricity, enough to serve more than two million homes in Texas. 

There is an effort underway to expand the South Texas Project, and construct two 
additional units, which would add approximately 2,700 megawatts of power 
generation- enough to power approximately two million households in San 
Antonio, Austin, Houston and surrounding areas. Director Lew, I understand 
there is an application for a nuclear loan guarantee fur the South Texas Project, 
and the application has made it through the Department of Energy's credit 
committee, and is now subject to OMB review. I know that the loan guarantee 
process for this project began in April of 2008, so I would appreciate anything you 
can do to expedite the review of their loan guarantee application. This project is 
very' important to my state. Not only will Texas benefit from the energy 
production; the construction of this nuclear project will create approximately 
6,000 jobs and S9 billion of economic activity for Texas. 

1. Can I count on your assurance that OMB will do a timely review? 

2. What is the anticipated timeline for this review? 

The Administration is committed to the objectives of the Title XVII program, and we 
are committed to reviewing all applications, including the South Texas Project, as 
quickly as possible consistent with fulfilling our statutory responsibilities to protect 
taxpayer funds. In Texas, and across the country, there are clean energy projects with 
major potential economic and energy impacts, and w'ith that in mind, we are working 
together across the Administration to implement the program expeditiously and 
prudently. 

The OMB role in reviewing DOE loan guarantee transactions derives from its statutory 
oversight responsibility under the Federal Credit Reform Act of 1990 (FCRA). Section 
503 of FCRA gives the Director of OMB the responsibility for the credit subsidy cost 
estimates for all Federal credit programs. Under this authority, OMB review's and must 
approve subsidy cost estimates for all loan and loan guarantee programs, including the 
credit subsidy cost estimates generated by DOE for the Title XVII program, to ensure 
that costs are accounted for appropriately, as required by FCRA. OMB ensures that the 
costs of direct loans and loan guarantees are presented and reflect estimated risks 
consistently across Federal agencies so that taxpayer funds are invested in a prudent 
and effective fashion. 
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Sen. Wydcn 

Can you please provide further details on the funding levels that the President's 
Budget proposes for the Secure Rural Schools program for each of the 5 years of 
the reauthori/.ation and the split of those funds that are intended to be allocated to 
the Forest Service payments and those that are designated for the BLM's Oregon 
and California grant lands? Can you provide details on how the funding is 
intended to be split and calculated among the states? 

I'ol lowing is information on each of the five years of the reauthorization, broken out by 
I'oresl Service and the Bureau of Land Management and by each title. More detailed 
information on funding by state w'ill be made available by USDA once the proposed 
legislation is finalized. State level funding will be calculated in the same manner as 
currently done (estimated funding will be calculated by multiplying the adjusted share 
by the full funding amounts prescribed in the proposal). 

Attachment: QFR attachment secure rural schools funding.pdf 
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2010 

2011 

2012 

2013 

2014 

2015 

2016 


Actual 

Estimate 

Proposed 

Proposed 

Proposed 

Proposed 

Proposed 

Payments for Schools and Roads (Title 1) 

426 

310 

255 

230 

131 

81 

49 

Forest Service (schools and roads) 

[353] 

[276] 

[227] 

[205] 

[117] 

F2] 

[44] 

Bureau of Land Management (county general fund) 

Economic Investment & Forest 

[73] 

[34] 

[28] 

[25] 

[14] 

m 

[5] 

Restoration/Protection (Title 11) 

49 

35 

64 

64 

64 

64 

64 

Forest Service 

[42] 

[32] 

[57] 

[57] 

[57] 

[57] 

[57] 

Bureau of Land Management 

FJ 

[3J 

FI 

F) 

F] 

F] 

F] 

Fire Assistance (Title ill) 

26 

19 

9 

0 

0 

0 

0 

Forest Service 

[20] 

[16] 

[6] 

[0] 

[0] 

[0] 

[0] 

Bureau of Land Management 

m 

[31 

(11 

fO] 

m 

fO] 

[0] 

Total 

501 

364 

328 

294 

195 

145 

113 


These numbers are estimates and subject to change. 
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Sen. Wyden 

Recent events across the Middle East and Northern Africa have demonstrated 
that this is a time of great instability in lhal region. This volatility emphasizes the 
importance of solid relationships among the L'.S. and strategic partners, including 
Israel and Egypt. FY 2012 is the fourth year of a 10-year memorandum of 
understanding (MOU) between the U.S. and Israel on military assistance. 

Does the Obama Administration remain committed to fully funding the aid 
promised under this MOU? 

Is the Obama Administration committed to continuing to provide funding fur the 
"Iron Dome" ballistic missile defense program, which is vital to Israel's strategic 
defense? 

I’hc FY 2012 Budget includes full funding to meet the fourth year of the 10-ycar 
memorandum of understanding (MOU) between the U.S, and Israel on military 
assistance. 

The Administration maintains an unshakeable commitment to Israel's security, 
including efforts to expand coordination between the U.S, and Israel militaries and to 
preserve and strengthen Israel's qualitative military edge. The U.S. also supports 
efforts to fortify Israel's ballistic missile defenses, including a one-time request last 
year to provide U.S. financial support for Iron Dome, which protects against short- 
range rockets and mortars. 

The Administration will continue to work with the Congress to enact the President's 
requests going forward, including full support for requested assistance programs for 
Israel. 
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Sen. Crapo 

The 2012 Budget proposes to eliminate extra revenue sharing payments to certain 
counties from Federal geothermal leases, which are in addition to payments. 
Specifically, this proposal would repeal these geothermal payments to counties 
and return to the traditional 50/50 Federal-State revenue sharing arrangement. 

Question #1: Please provide more information regarding the justification for 
reverting these distribution levels from the pre-EPACT arrangement. What is the 
Administration doing to offset this important revenue source for counties? Are 
you concerned that the new levels will seriously reduce essential public services? 

The geothermal payments to counties established by the 2005 Energy Policy Act are 
inconsistent with longstanding revenue sharing arrangements. Revenues from similar 
mineral development on Federal lands have historically been split equally between 
the Federal Government and the State in which the lands were located. I'he additional 
25 percent share provided to counties means that Federal taxpayers receive an 
inadequate return from the use of these Federal resources. States have the flexibility to 
allocate their share of revenue from Federal leases to counties if they consider that to be 
appropriate. It is also worth noting that Federal geothermal energy development 
creates jobs and many other economic benefits for nearby communities. 
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Sen. Crapo 

Under the 2012 Budget, funding for the State Criminal Alien Assistance Program 
(SCAAP) would be reduced by S194 million. However, a recent Government 
Accountability Office study determined that states spend more than SI. 7 billion 
each year to incarcerate criminal aliens and that Congress has reimbursed only 20 
percent of these local expenditures. 

Question #1; The reduction of SCAAP funding will undoubtedly increase the 
burden on state taxpayers. At a time when many states are experiencing 
unprecedented budget challenges, what plans does the Administration have for 
additional Federal reimbursement if SCAAP funding is decreased? 

The Budget proposes to increase funds for a number of programs to help states and 
localities directly address crime and violence including increased immigration 
enforcement efforts by the Department of Homeland Security (DHS). In doing so, the 
Budget makes some trade-offs, including reduced funding for SCAAP. Under the 
Administration's 2012 Budget proposal, SCAAP will better target payments to states 
and localities by limiting reimbursements to those expenditures related to inmates who 
have verified status as illegal aliens. Payments for "unknowns” (58 percent of the 
persons for which reimbursements were provided in 2010) will be discontinued. 

The Budget provides more than $2 billion in DOJ resources to help curtail illegal 
immigration and combat the violence associated with trans-border gangs and illicit gun 
and drug trafficking. In addition, the DHS's Immigration and Customs Enforcement 
(ICE) will continue efforts to remove criminal aliens through the Secure Communities 
and Criminal Alien Programs. In fact, the 2012 Budget seeks an additional $64 million 
for a total Secure Communities program level of SI 84 million. This funding includes 
personnel, IT, and other resources that are estimated to allow' ICEi to identify 199,000 
more criminal aliens in FY 2012 than in FY 2010 through Secure Communities. 
Through Secure Communities, ICE uses technology to share information between law 
enforcement agencies and applies risk-based methodologies to focus resources on the 
removal of those criminal aliens representing the greatest threat to community safety. 
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Sen. Murray 

Director Lew, because my time ran out during the hearing, I would like to make 
sure that I am able to communicate the full scope of my question, and 1 look 
forward to your written response. 

As 1 said, I'm pleased that the DOE Environmental Management budget has a 
slight increase, which I view as a sign that the Administration recognizes its legal 
obligations. 

1 appreciate the time and effort that you have put into making the EM budget 
compliant for fiscal year 2012. But I'm very concerned that at these funding levels, 
you're pushing off work that needs to be done in FY 12 to ensure DOE meets its 
legal obligations moving forward. 

I also appreciate that the Administration is committed to modernizing our nuclear 
weapons facilities in the coming years, and I noticed that that OlVIB has said it will 
ensure that future allocations to that effort will occur in the required amounts. As 
you know, Mr. Lew, it's unusual for OMB to commit itself to future funds like 
that. 

As I have been saying for years, this is exactly where we need to go with EM 
budgets. For fundamental legal reasons, and because there is also massive 
amounts of human and monetary capital wasted when EM doesn't have stable 
budgets, we need to make sure that the Administration budgets effectively over 
the long term to meet required compliance deadlines. 

How can Congress and this Administration work together to develop a clear and 
consistent approach to EM budgets over the long term, like OMB is doing with 
NNSA? 

The Administration has a clear and consistent approach to funding for the Department 
ofKnergy's (DOK) Environmental Management program as reflected in the 2012 
Budget. The Budget proposes $6.13 billion for the cleanup program, +.$83 million 
more than the 201 1 budget request and t $|22 million more than the 2010 enacted 
level. This includes sufficient funds to provide DOE the opportunity to meet all FY 
2012 enforceable milestones in its various cleanup agreements, ineluding the Hanford 
Tri-Party Agreement to protect the Columbia River. The Administration also is 
concentrating on improvements in management and oversight of the program and 
activities in EM, with the aim of maximizing performance from the fttnds we allocate 
to the program. The Administration recognizes the Department's cleanup obligations 
and will work with Congress to meet these environmental requirements over the long 
term in a tiscally responsible manner. 
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Sen. Murray 

Tn the face of one of the worst economic crises our nation has faced, including an 
increase in home foreclo.su res, homelessness is affecting unprecedented numbers 
of children and youth. At the end of the 2008-2009 school year, public schools 
enrolled nearly one million homeless ehildren and youth - a 41 percent increase 
since the 2006-2007 sehool year. 

Homelessness is assoeiated with a higher likelihood of multiple school transfers, 
truancy, dropout, and lower standardized test scores. Thus, homeless students 
often require additional supports to succeed in school. The Education for 
Homeless Children and Youth program removes barriers to elementary' and 
secondary education. It is unique in its focus on finding, enrolling, and supporting 
our poorest children and Youth. Simply put, there is no other federal education 
program that does what it does to create access to and stability in public 
education. Yet for the second year in a row, the President's budget provides level 
funding for the Education for Homeless Children and Youth program. 

Did OMB take the increases in enrolled homeless students reported by the 
Department of Education into account when It proposed level funding for this 
program? If not, on what other basis did OMB choose to level fund the Education 
for Homeless Children and Youth program? In May, the Administration released 
the first Federal Strategic Plan to End Homelessness, with the stated goal of 
ending family and youth homelessness in 10 years. How does the flat funding 
request for the Education for Homeless Children and Youth program factor into 
achieving this goal? Does the Administration believe that this goal can be achieved 
without increased access to education for homeless children and youth, and 
without additional resources for schools to meet their needs? 

Homeless children are one of our nation’s most vulnerable populations, and they suffer 
from significant barriers that impede their educational access and success, There is a 
critical need to provide adequate educational services and additional supports to these 
children in order to eliminate these barriers. 

Even within this fiscally constrained environment, the Administration maintains a 
separate funding stream for homeless youth in 2012 and in its ESEA reauthorization 
proposal, focuses on strengthening the program to belter serve homeless youth. Among 
some of these changes, program funds w'ould be allocated to States based on the most 
recent Slate-reported data on the number of homeless ehildren and youth available to 
the Department rather than on Slate shares ofl ille I funds to help ensure that stale 
funding is based on need. An additional change would eliminate the exemption to the 
prohibition against operating separate schools for homeless youth, given that homeless 
students are unlikely to receive a high-quality education in a segregated environment. 

Furthermore, the Administration requests funds for several other programs in 2012 that 
directly address problems most prevalent for homeless students. For e.xample, the 
College Pathways and Accelerated Learning program would support efforts to increase 
high school graduation rates in middle and high schools with concentrations of students 
from lovv-incomc families and in high schools with low graduation rates. Title I in 
ESO-A provides $14.8 billion to help disadvantaged students in high poverty 
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communities meet high standards and graduate high school ready for college and 
careers. 
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Sen. Murray 

Director Lew, as you know all too w'ell, w'e are living in a challenging time for 
many Americans. The unemployment rate is 9 percent and families are struggling 
to make ends meet. The LIHEAP program provides vital assistance to seniors and 
low-income families in Washington state and across the nation to cover the cost of 
heating and cooling their homes. I hear over and over from folks in my state how 
important this funding is. 

According to the most recent data, energy costs arc increasingly taking up a larger 
share of U.S. consumers' budgets, accounting for more than 6 percent as of 
December. And research has shown that when energy costs approach 5 percent of 
consumers' budgets, economic growth is hindered - consumers are forced to 
reduce spending on other necessities such as food, health care, and housing. These 
arc the hard economic realities facing millions of Americans as gasoline, heating 
oil, and electricity prices increase across the country. 

And so it disappoints me to see that the Administration has chosen to slash 
funding for the LIHEAP programs to nearly half of the fiscal year 2010 enacted 
level. 

Energy costs are already a huge burden for American families. What happens if 
heating and cooling costs increase this year, given the fact that your budget does 
not propose an emergency contingency fund for LIHEAP? Will you commit to 
revisiting funding for LIHEAP if there are energy cost increases that leave our 
seniors and low-income families struggling to make ends meet? 

During this period of tough budget choices, the President's FY 2012 Budget provides 
$2.57 billion for the Low Income Home Energy Assistance Program (LIHEAP) to help 
low-income families offset a portion of their home heating and cooling expenses. This 
total includes $1.98 billion in block grants to States and $590 million in contingency 
funds to allow the Administration to respond to energy-related emergencies. 7’he FY 
2012 Budget does not re-propose the mandatory funding trigger that was included in 
prior Budgets. Reflecting forecasts for more moderate energy prices in winter 2011- 
2012, this returns LIHEAP funding to historic levels received for 2008, prior to the 
energy price spikes. The Administration will continue to monitor energy prices going 
forward and will be willing to revisit program needs if there are significant price 
increases. 
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Coons, Sessions, Ensign, Cornyn, Thune, Portman, Toomey, and 
Johnson. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Today we will focus on the President’s budget and revenue 
proposals. Our witness today is Treasury Secretary Tim Geithner. 

Mr. Secretary, welcome back to the Committee. We look forward 
to your testimony. We also value your wise counsel as we have 
come through some of the most difficult times in our economic his- 
tory. I believe history will record the steps that were taken at the 
end of the Bush administration and the initial days of the Obama 
administration were absolutely critical to averting a financial col- 
lapse. I believe that history will make that clear. And I believe you 
played a hugely constructive role, as did Secretary Paulson at the 
end of the Bush administration. 

I believe the President’s budget gets it about right. In the first 
year or 18 months, even as it moves to cut spending, it continues 
critical investments in the areas of education, energy, and infra- 
structure. These near-term investments will help strengthen eco- 
nomic recovery and lay the foundation for long-term economic 
growth. 

I was raised by my grandparents, and my grandmother was a 
school teacher. We called her “Little Chief” She was 5 feet tall, but 
she commanded respect. And in our family, she told us over and 
over, “There are three priorities in this household: No. 1 is edu- 
cation, No. 2 is education. No. 3 is education.” And she meant it 
and we got the message. So I know that she would feel very strong- 
ly that education has to be the cornerstone for future economic 
growth. 


( 639 ) 
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But I do take issue with the President’s budget in the medium 
and long term where I believe we simply have to do more to ad- 
dress our deficits and debt. According to the administration’s esti- 
mates, the budget brings the deficit down from 10.9 percent of GDP 
to 3.1 percent by the end of the 10-year budget window. So that 
is the good news of this budget, as I see it. 


The President’s budget does make substantial progress in bring- 
ing down the deficit as a share of the gross domestic product, which 
most economists say is the most valid measure. So a very substan- 
tial improvement in our deficit path by that measure. 
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Let us go to the next, if we can. 



If we are looking at dollar terms, the changes to the gross Fed- 
eral debt under the President’s budget goes from $15.5 trillion to 
more than $26 trillion at the end of the 10 years. So over 10 years, 
we are averaging an increase in the gross debt of $1 trillion a year. 
That to me cannot be the path. 




Gross Debt as Percent of 
GDP Under Obama Budget 
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If we look at gross debt as a share of the economy under the 
budget, we can see it reaches 100 percent and continues rising 
slightly throughout the remaining budget window. Why is this im- 
portant, that the debt is now — the gross debt, I want to emphasize, 
the gross debt, not the publicly held debt that you often see in the 
newspaper. The gross debt, taking all of the debt of the United 
States, is over 100 percent of GDP. Why does that matter? 




Well, it matters because the best analysis that has been done of 
financial history, work done by the economists Carmen Reinhart 
and Kenneth Rogoff, found this: We examine the experience of 44 
countries spanning up to two centuries of data on central govern- 
ment debt, inflation, and growth. Our main finding is that across 
both advanced countries and emerging markets, high debt-to-GDP 
levels — gross debt above 90 percent — are associated with notably 
lower growth outcomes for the future. That is why this matters. A 
debt that is too high acts like an anchor on the economy, reduces 
future economic growth, reduces opportunity for the American peo- 
ple, reduces job prospects for those seeking employment. 

So these debt figures are more than numbers on a page. This 
matters to real people and their lives. It matters to the thing I 
think everyone around this table cares the most about, which is fu- 
ture economic opportunity for the people of our Nation. 
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Spending and Revenue! 
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Make no mistake. We are at a critical juncture. We are bor- 
rowing 40 cents of every dollar that we spend. Let me repeat that. 
We are — you know, this is reality. We are borrowing 40 cents of 
every dollar that we spend. Spending is at its highest level in 60 
years as a share of the economy. Revenue is at its lowest level as 
a share of the economy in 60 years. Revenue the lowest it has been 
in 60 years, spending the highest it has been in 60 years. No won- 
der we have record deficits. 

This has to be addressed, I believe, on both side of the equation. 
Yes, we have to cut spending. Yes, we have to reform entitlements. 
But, yes, we also need tax reform to help reduce the deficit and 
make America more competitive. We need to be realistic about 
what is necessary to meet the needs of the Nation and return the 
budget to a sustainable long-term fiscal trajectory. 
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Looking at revenues in isolation has led some to argue that rev- 
enue should be held to the historical level of 18 percent of GDP. 
That has been the level over the last 40 years. Let me point out 
revenue at that level would not have produced a single balanced 
budget in a single year in all of those 40 years. In fact, on the five 
occasions when the budget has been balanced or in surplus since 
1969, revenues have ranged between 19. 5 percent of GDP and 20.6 
percent of GDP. So I would just say to those who say, you know, 
revenue, no more than 18 percent of GDP, we would not have bal- 
anced the budget ever in the last 40 years — not one time. 
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Last Five Times Budget in Surplus, 
Revenues Near 20% of GDP 
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The five times we have balanced, revenue has been from 19.5 
percent to 20.6 percent of GDP. I would argue it is going to have 
to be at the high end of that range given the retirement of the 
baby-boom generation. 


The Need for Tax Reform 

• Tax system out of date and hurting U.S. 
competitiveness 

• Hemorrhaging revenue - tax gap, tax 
havens, abusive shelters 

• Expiring provisions create uncertainty 

• Simplification and reform keep rates low 

• Long-term imbalance must be 
addressed 
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Fundamental tax reform must be a part of the approach to ad- 
dressing our fiscal problems. The current state of the Tax Code is 
simply indefensible. As a former State tax commissioner and chair- 
man of the multi-state tax commission, I am acutely aware of what 
has happened to the Tax Code, and it is a Chinese riddle. You 
know, you have to be a contortionist to deal with this Tax Code. 
It is out date, this Tax Code. It is hurting U.S. competitiveness. It 
is hemorrhaging revenue. The tax gap, offshore tax havens, abusive 
shelters undermine the effectiveness of the Tax Code and cost con- 
fidence in the fairness of it. 


Tax Reform in Fiscal 
Commission Plan 

• Eliminates or scales back tax expenditures, and lowers rates 

• Promotes economic growth and improves America’s 
global competitiveness 

• Makes tax code more progressive 

• “Illustrative” tax reform plan; 

- Three rates for individuals - 12%, 22%, 28%; 
corporate rate of 28% 

- Capital gains / dividends taxed as ordinary income 

- Reforms mortgage interest and charitable deductions 

- Preserves Child Tax Credit and EITC 

- Repeals AMT 

• Revenues grow to 21% of GDP by 2022 


This Tax Code is riddled with expiring provisions. This creates 
enormous uncertainty for citizens and businesses, making it dif- 
ficult for them to plan ahead. If we took steps to simplify and re- 
form the Tax Code, we could reduce tax rates below where they are 
today and produce more revenue. Tax expenditures are running at 
over $1.1 trillion a year. That is as much as all of domestic discre- 
tionary spending. 

Although the President’s budget called on Congress to work with 
the administration to begin the process of tax reform, it did not in- 
clude any significant tax reform recommendations. I believe the 
only way we are going to solve the Nation’s long-term fiscal imbal- 
ance is by enacting a comprehensive debt reduction plan. We need 
a plan in size and scope of what was proposed by the President’s 
Fiscal Commission. 

Here are the key elements of tax reform that were included in 
the Commission’s plan. It eliminated or scaled back tax expendi- 
tures and lowered tax rates to promote economic growth and dra- 
matically improve America’s global competitiveness, which needs to 
be a goal. We are in a different world. When this Tax Code was 
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written, we did not have to worry about the competitive position 
of the United States. We were dominant. Now we are in a tough, 
competitive global environment, and we have to be competitive. 

The Commission proposal makes the Tax Code more progressive. 
I was proud that we made the Tax Code more progressive. The 
Commission’s report included an illustrative tax reform plan that 
demonstrates how eliminating or scaling back tax expenditures can 
lower rates. Instead of six brackets for individuals, the plan in- 
cludes just three: 12 percent, 22 percent, and 28 percent. The cor- 
porate rate would be reduced from 35 to 28. Capital gains and divi- 
dends would be taxed as ordinary income. The mortgage interest 
and charitable deductions would be reformed, better targeting 
those benefits to people that actually need them. The child tax 
credit and earned income tax credit would be preserved to help 
working families, and the alternative minimum tax would be re- 
pealed. The Commission’s plan also increased revenue to 21 per- 
cent of GDP by 2022. That is the kind of tax reform I believe that 
we need to adopt. 

Let me just conclude on that point. I have gone longer than I 
would normally, but I do think that it was important to lay out 
some of the elements of what the Commission said and what I 
strongly believe. I will be quick to say there are many things that 
I disliked intensely about the Commission’s report. I remember one 
of my colleagues called me the night before we were to vote and 
said to me, “What are you going to do?” I said, “I tell you, the only 
thing worse than being for this is being against it.” And, you know, 
at the end of the day here, we are going to have to put together 
a package nobody is going to like. It is going to be controversial. 
Nobody is going to be happy. But it has to be done. It has to be 
done. 

Senator Sessions. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Mr. Chairman, thank you once again for your 
wise comments, your warnings to us. I think they absolutely should 
be heard, and the most important thing I think cannot be over- 
emphasized is that we are not here fighting over spending and 
other issues and sacrifices that would have to be made for aca- 
demic or political reasons, but because of the reasons you stated, 
our economy is in danger as a result of the path we are on. 

Thank you. Secretary Geithner, for appearing before us in the 
Committee today and discussing the budget. I know you did face 
a serious challenge after our financial crisis, but it would have 
been better if Mr. Paulson and Mr. Bernanke and the Chairman 
of the New York Fed had seen it coming before the financial crisis 
hit, and maybe we could have avoided it. And so now we have some 
suggestions that we could be heading to another one, and we need 
to take steps now to avoid it. 

It is clear that the plan submitted by the President does not seri- 
ously address the Nation’s growing fiscal crisis. Here, Mr. 
Geithner, is how you described our fiscal situation earlier this 
week, correctly: “Our deficits are too high. They are unsustainable 
and, left unaddressed, these deficits will hurt economic growth and 
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make us weaker as a Nation.” Admiral Mullen said it is the great- 
est threat to our national security. 

But the President’s budget does not confront this danger. In fact, 
the President’s budget continues the unsustainable course. The 
plan creates 10 straight years of deficits that never once fall below 
$600 billion and adds $13 trillion, at least from 2010, overall to our 
gross debt. Under the President’s plan, interest alone on the debt 
will rise to $844 billion in 1 year, more than we pay for Medicare 
or Medicaid. It is almost unthinkable that the President would put 
this budget before Congress and the American people as a long- 
term plan for our Nation. But to hear his supporters and certain 
administration officials describe the budget, you would think they 
had achieved balance and brought the debt crisis, the deficit crisis 
to an end. 

Here is what the President’s Director of Budget Jack Lew said 
over the weekend: “Our budget will get us over the next several 
years to the point where we can look the American people in the 
eye and say we are not adding to the debt anymore. We are spend- 
ing money that we have each year, and that we can work on bring- 
ing down the national debt.” 

And here is what President Obama said just 2 days ago: “What 
my budget does is to put forward some tough choices, some signifi- 
cant spending cuts, so that by the middle of this decade our annual 
spending will match our annual revenues. We will not be adding 
more to the national debt.” 

Clearly, these statements, as heard by the American people, are 
incorrect, false. Yet, remarkably, the President’s new press sec- 
retary, Jay Carney, was asked about the President’s claim yester- 
day whether it would withstand scrutiny, and he said, “Absolutely.” 

In what fantasy world do we double our gross debt to $26 trillion 
and then say we are not adding to the debt? This is a serious mat- 
ter, and to tackle our fiscal challenges, we need to work together 
and the President needs to lead the Nation in an honest conversa- 
tion. 

But we have not seen from our President the willingness to look 
the American people in the eye and have a candid conversation 
about the challenges and what we will have to do to solve them. 
The message seems to be there is no problem; we have it taken 
care of; we are going to be living within our means under this 
budget. 

So I do think the President is taking a risk here with his credi- 
bility. During the same press conference, he complained about 
the — he expressed a desire to work with Republicans toward mean- 
ingful reforms. I do hope that can be accomplished. But I have to 
note it was kind of a mixed message when a couple of hours later 
he threatened to veto if Republicans took steps to reduce current 
spending by $59 billion, which is $100 billion less than his proposal 
for spending in that year. 

So let us remember, those arguing that we cannot reduce spend- 
ing are the same ones who argued 2 years ago that the massive 
stimulus plan would speed our economic recovery. I believe they 
were wrong. Our recovery has lagged behind past recessions. Un- 
employment has remained painfully high. The failed effort to revive 
the economy through a surge in Government spending has instead 
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imperiled our economy with a crushing debt that stifles job growth 
today, as economists have shown, and threatens our prosperity to- 
morrow. 

So, Mr. Geithner, you will forgive me if I am unconvinced that 
arguments that are being made that we must preserve every cent 
of this year’s $1.65 trillion deficit is critical and we cannot change 
the course we are on. So we need to stop growing the Government 
and start growing the economy. That means reducing spending 
now. The situation is too urgent and the need for a new direction 
too great for us to delay action any longer. Significant reductions 
in spending may not be easy, but the reason they are not easy is 
because we have been heading in the wrong direction for so long. 
So, yes, we will have to make some tough choices, but they will put 
us on the right road, the road that leads to a better future. 

And, Mr. Chairman, we absolutely need to reform taxes. Thank 
you for raising that point. But I do want to emphasize that histori- 
cally periods of frugality have helped us achieve a balanced budget 
also. 

Chairman CoNRAD. I thank the Senator. 

Now we will turn to our witness. Secretary Geithner, thank you 
for your patience in listening to us. Thank you for your service. I 
have had a chance to work with you, and I have high confidence 
in you. And I know we are at really a defining moment in many 
ways for the fiscal future of the country. So please proceed with 
your testimony. 

STATEMENT OF THE HONORABLE TIMOTHY F. GEITHNER, 
SECRETARY, U.S. DEPARTMENT OF THE TREASURY 

Secretary Geithner. Thank you, Mr. Chairman, Ranking Mem- 
ber Sessions, and members of the Committee. Thanks for giving me 
a chance to come talk to you about these important questions, and 
I want to compliment both of you for running a very high quality 
debate, conversation, discussion of options on this critical issue. 

The President’s budget presents a comprehensive strategy to 
strengthen economic growth and to expand exports, with invest- 
ments in education and innovation and infrastructure. And along- 
side these investments, the budget presents a comprehensive, de- 
tailed multi-year plan to cut spending and reduce deficits. 

As you quoted me saying. Senator Sessions, our deficits are too 
high. They are unsustainable; left unaddressed, they will hurt eco- 
nomic growth and weaken us as a Nation. We share a critical obli- 
gation to restore fiscal sustainability, fiscal responsibility, and go 
back to living within our means as a country. 

Now, the President’s budget cuts the deficit he inherited in half 
as a share of GDP by the end of his first term. These cuts are 
phased in over time in order to protect the recovery, the expansion. 
And in order to make it possible for us to invest in future growth 
and to reduce future deficits, the President proposes to reduce non- 
security discretionary spending to its lowest level as a share of the 
economy since Dwight Eisenhower was President. 

To achieve this, as you know, the budget proposes a 5-year freeze 
of non-security discretionary spending at its 2010 nominal level, 
which will reduce the deficit by more than $400 billion over the 
next 10 years. But the President also proposes to cut defense 
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spending, to freeze civil service salaries, and to improve efficiency 
in Government by eliminating and reducing a very substantial 
number of Government programs. 

These savings create the necessary room for us to make targeted 
investments in support of reforms that will help strengthen future 
growth. The most important things we can do for future growth are 
to improve the quality of our education system, to invest in innova- 
tion, and to rebuild America’s infrastructure. Without these invest- 
ments, America will be weaker and less competitive. 

Now, as part of this strategy for growth, the President proposes 
reforms to our tax system that are designed to encourage invest- 
ment. We proposed to put in place a permanent and expanded tax 
credit for research and development; to eliminate capital gains 
taxes on small businesses; to encourage advanced manufacturing in 
clean energy technologies; to keep taxes on investment income, 
dividends, and capital gains low; to reform and extend the Build 
America Bonds program; to make college more affordable for mid- 
dle-class Americans. 

Now, these tax incentives are accompanied by reforms that 
would reduce incentives to shift income and investment outside of 
the United States and to close loopholes and tax preferences that 
we cannot afford. 

Now, in addition, we propose to pursue comprehensive corporate 
tax reform that would lower the corporate tax rate. Our present 
system, as you all know, combined a very high statutory rate with 
a very broad range of expensive tax preferences for specific indus- 
tries and activities. We need a more competitive tax system for 
businesses that allows the market, not tax lobbyists and tax plan- 
ners, to allocate investment, a system which businesses across in- 
dustries pay a roughly similar share of earnings in taxes, a system 
that provides more stability and certainty and is more simple to 
comply with. And we need to do this without adding to our future 
deficits. 

Now, we have begun the process of trying to build support for a 
comprehensive corporate tax reform plan, and I hope we have the 
chance, the opportunity to move forward on that soon. 

The President’s budget also outlines some responsible reforms on 
the individual side. We propose, as we have in the past, to allow 
the 2001 and 2003 tax cuts for the wealthiest 2 percent of Ameri- 
cans to expire on schedule; to limit certain deductions for those 
same high-income Americans; to restore the estate tax levels and 
exemptions to 2009 levels; and to close the carried interest loop- 
hole. These proposals — and I want to emphasize this. These pro- 
posals are designed to help ensure that the savings we achieve to- 
gether in reducing spending are devoted to deficit reduction, not to 
sustaining lower tax rates for the most fortunate 2 percent of 
Americans. 

Now, this budget would achieve the dramatic reductions in our 
deficits over the next decade that are necessary, that are essential 
to stop the national debt from growing as a share of the economy 
and to stabilize the debt burden as a share of the economy at a 
level that will not threaten future economic growth. 

Could I just pause there for a minute to make the following point 
clear? When CBO scores these proposals in the next few weeks. 



652 


they will show higher deficits than we project. And, therefore, they 
will show deficits that are unsustainable over time. They will show 
debt rising as a share of the economy even in these next 10 years. 

Now, we recognize, as you do, that these reforms, even if en- 
acted, would represent only a first step, only a downpayment on 
the longer-term reforms that are necessary to address our long- 
term deficits. To address the deficits we face beyond the next dec- 
ade, over the next century, we have to build on the progress we 
achieve in the Affordable Care Act to substantially reduce the rate 
of growth in the costs of entitlement programs, health care costs. 
And although Social Security is not a contributor to our short- or 
medium-run deficits, we have to work together across the aisle to 
try to strengthen Social Security for future generations. 

Now, it is very important to understand that we cannot grow our 
way out of these deficits. They will not go away on their own. They 
will not be solved by cutting deeply into programs that are critical 
to future growth and competitiveness. And we have to find con- 
sensus on a multi- year plan that cuts where we can so that we 
invest where we need to and that reduces deficits over time. Mak- 
ing a multi-year commitment will allow us to make sure that these 
changes are phased in as the expansion continues, as the economy 
recovers from the crisis, and making a multi-year commitment will 
give businesses and individuals the chance to plan to adjust, to pre- 
pare for the impact of those changes on the economy over time. 

Now, these proposals, as I said, represent a starting point for the 
discussion. We recognize that there are different ideas, different 
proposals from both sides of the aisle for how to achieve the nec- 
essary reduction in our deficits. And we know, as you know, that 
we need both parties and both Houses of Congress to come together 
to enact solutions. 

Now, in December of last year, we were able to find bipartisan 
consensus on a very strong — not perfect in everybody’s views, but 
very strong package of tax incentives to help sustain the recovery 
and restore confidence. We have to bring that same spirit of com- 
promise, of bipartisanship to the challenge of fiscal responsibility. 

Thank you. 

[The prepared statement of Secretary Geithner follows:] 
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Chairman Conrad, Ranking Member Sessions and members of the Committee, thank you for the 
opportunity to appear before you today to discuss the President's Fiscal Year 2012 Budget. 

I. Introduction 

When the President took office two years ago, the U.S. economy was in the middle of its deepe,st 
recession in more than 50 years. The economy was contracting at a rate of 5 percent per year, 
and private businesses were cutting more than 700,000 jobs per month. 

In the face of this crisis, this Administration and Congress put in place policies that helped pull 
the economy back from the brink and established the basis for the ongoing recovery. Today the 
economy has grown for six straight quarters. Businesses have started to hire again and have 
added more than 1.3 million Jobs since the labor market began to recover. Economic activity has 
accelerated over the last few months, supported by strong private demand. 

This past December, the Administration and Congress agreed to a bipartisan tax package that 
will help ensure that the recovery continues. This agreement prevented a tax increase on middle 
class Americans, and also included crucial Administration initiatives - such as a temporary 
payroll tax cut, an extension of unemployment insurance benefits, and immediate expensing for 
certain business investments - that will provide a substantial boost to economic activity. 

Consumers and businesses are now expressing more optimism about the future, suggesting 
momentum that will sustain growth in the coming months. At the same time, private sector 
analysts have issued more optimistic near-term forecasts and are projecting stronger grow'th in 
2011 and 2012. 

However, we still face very substantial economic challenges. Millions of Americans remain out 
of work, and families across the country arc still struggling to make up for losses in their savings 
and in the value of their homes. 

The President has outlined a broad strategy to help strengthen economic growth with investments 
in education, innovation, and the nation’s infrastructure. Alongside those investments, w'c must 
reform the nation’s finances to restore fiscal responsibility. Our deficits are too high and they 
are unsustainable. Left unaddressed, these deficits will hurt economic growth and make us 
weaker as a nation. We must go back to living within our means. 

The Budget presents a detailed plan to cut spending and reduce deficits. The President’s Budget 
cuts the inherited deficit in half as a share of the economy over his first term; includes proposals 
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that will reduce deficits by more than $1 trillion over the next 10 years; and cuts non-security 
discretionary spending to its lowest level as a share of the economy since Dwight Eisenhower 
was President. These cuts are phased in over time to protect the recovery. 

In addition, the Budget sets priorities by balancing spending cuts with the need to protect 
investments in education, innovation and infrastructure. Under-investing in these areas would 
compromise our competitiveness. Finally, the Budget reaffirms our commitment to reduce tax 
expenditures and reform entitlement programs. 


II. A Credible Commitment to Fiscal Responsibility 

The President’s Budget meets the following five imperatives, all of which are necessary 
components of a credible commitment to fiscal responsibility: 

• First, wc must lower deficits over a multi-year period to stabilize or reduce the national 
debt as a share of the economy. Deficit reduction needs to be gradual to avoid 
endangering the recovery. 

• Second, w'e need to reduce overall spending as a share of the economy, w'ith spending 
cuts targeted at programs we cannot afford. 

• Third, we need to protect and expand investments in targeted areas crucial for future 
economic growth. 

• Fourth, we must develop tax policies that promote growth and investment while 
maintaining fairness and fiscal responsibility. 

• Fifth, we must restore fiscal responsibility over the long term by reducing the rate of 
growth in health care expenditures and by strengthening and extending the solvency of 
Social Security. 

The following sections outline in detail how the President’s Budget meets each of these 
imperatives. 


A multi-year commitment to stabilize the national debt 


While our deficits will decline in coming years as the economy continues to recover, economic 
grow'th alone will not be enough to stabilize our finances, in the absence of further action, the 
deficit is projected to remain near 4.5 percent of GDP for the rest of the decade, even after the 
economy is fiilly recovered. Under this scenario, the national debt held by the public will grow 
from 62 percent of GDP in 20 1 0 to nearly 85 percent of GDP by 202 1 , the highest share since 
1948. Without reform, debt will continue to grow after 2021, as mandatory spending and interest 
payments on the debt grow faster than revenues. 
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Roughly speaking, stabilizing the debt as a share ofthe economy requires that outlays, excluding 
interest payments on the national debt, must equal revenues. This requires us to cut the deficit to 
approximately 3 percent of GDP and maintain deficits at about this level into the future. 

The President's Budget accomplishes this over the medium term. Our proposals cut the deficit in 
half by 2013, reduce it to 3.2 percent of GDP by 2015, and maintain deficits around 3 percent of 
GDP for the second half of this decade. Under our proposal, the national debt held by the public 
as a share of the economy stabilizes around 76 percent starting in 2013, although it rises slightly 
at the end ofthe 10-year budget window. Excluding the financial assets held by the government, 
such as student loans and other investments, our proposals stabilize the national debt held by the 
public as a share of the economy at around 68 percent. 

The pace of deficit reduction has to be calibrated to the path of recovery. Under the path 
envisioned in the Budget, significant deficit reduction starts in 2012 and accelerates in 2013 and 
2014, due mainly to economic recovery' and the expiration of .support measures, and also due to 
Budget proposals that reduce the deficit. Starting in 2015, when the economy is projected to be 
closer to operating at full capacity, the Budget proposals will reduce the deficit by more than 
,S 1 50 billion each year on average through 202 1 . 

The tension between the need for fiscal responsibility in the medium term and supporting the 
recovery in the short term creates a difficult challenge for policy makers. Because changes made 
one year can easily be altered the next, the bc.st way to resolve this tension is for Congress and 
the Administration to commit to a multi-year plan of fiscal responsibility, phased in over an 
appropriate time horizon. 

Committing to a multi-year deficit reduction plan would give businesses and individuals more 
certainty about the impact of future government policy. This can improve confidence today and 
help keep borrowing rates low. Moreover, committing to a multi-year plan would give 
businesses and individuals adequate time to adjust and prepare for future changes. 

Cut spendine and eliminate orosrams we cannot afford 

Meaningful deficit reduction requires serious cuts to government spending. The Budget 
propo.ses a five-year freeze of non-security discretionary .spending at its 2010 nominal level, 
reducing the deficit by more than $400 billion over the next decade, and bringing the level of 
non-security discretionary spending to its lowest share of our economy since the Ei.senhower 
Administration. 

This will not be easy. The President has asked each agency to make tough choices, and the 
Budget includes more than 200 terminations, reductions and savings proposals. The President 
has also asked civilian government employees to share responsibility for reducing deficits and 
has proposed freezing their salaries for two years, which will save more than $60 billion over the 
next 1 0 years. Finally, we are continuing to make government more efficient by reducing 
administrative overhead costs, refomiing the government purchasing process, and embracing 
competitive grant programs. 
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In addition to cutting current non-security discretionary spending, the President is asking 
departments and programs outside of the spending freeze to reduce their future spending. 
Specifically, the Department of Defense is pursuing a variety of strategies to reduce defense 
spending; as a result, the Budget reduces defense spending by $78 billion over the next five 
years, relative to last year’s Budget proposal. Secretary Gates believes these savings can be 
realized through reducing overhead costs, improving business practices, and cutting excess or 
troubled programs, and will not weaken our national security. 

In addition to cutting spending, the Budget includes two proposals that will reduce our future 
obligations. The Budget proposes giving the Board of the Pension Benefit Guaranty Corporation 
(PBGC) the authority to adjust gradually the premiums it charges pension plan sponsors. This 
will encourage companies to fund their pension benefits fully while improving the PBGC’s 
long-term financial position. Premium increases would be phased in, starting in 2014. The 
Budget also includes a proposal that would provide short-term relief to states and employers, 
while encouraging states to put their unemployment insurance programs on firmer financial 
footing. Together these two proposals would reduce the federal deficit by $60 billion over 
10 years. 

Increase investmen/ in areas important to economic erowlh 

It is not enough to spend less; government must also spend more wisely. The President’s Budget 
sharply restrains overall spending, but it also invests in important areas where the government 
has a clear role to provide public goods that promote future economic growth and 
competitiveness: education, innovation and infrastructure. 

• Education : An educated and skilled workforce is critical for the United States to compete 
in the global economy. Workers with a college education not only earn higher wages for 
themselves, but increase the productivity of those who work with them and of the 
economy overall. The need for additional investment in education is striking; America 
has fallen to ninth among advanced countries in the proportion of young people with a 
college degree. The Budget proposes targeted investments in education to help us regain 
our competitive edge. 

We propose to strengthen investments in programs across every stage of a child’s 
education. The Budget includes $350 million for the Early Learning Challenge Fund, a 
program that would apply the lessons learned from the successful Race to the Top 
program to early education, and dedicates $100 million to help prepare 100,000 new 
teachers in .science, technology, engineering and math over the next 10 years. The Budget 
also recommits to maintaining the maximum Pell grant award and to making permanent 
the American Opportunity Tax Credit, which provides up to $10,000 for a student for 
four years of college. These two programs help make college affordable for millions of 
students and their families. 
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• Innovation : Investments in research and development (R&D) produce the technological 
advancements that contribute to productivity growth and improvements in U.S. living 
standards. How'ever, busincs.scs may under-invest in R&D because they do not capture 
the full social returns on their investments. The President believes that government has 
an important role to play in promoting technological progress, and the Budget includes 

$ 148 billion in R&D investments for this year to support basic research and clean energy. 

These include maintaining the Administration's commitment to doubling the investment 
in basic research conducted at the National Science Foundation, the Department of 
Energy’s Office of Science, and the National Institute of Standards and Technology labs. 
The Budget’s proposal to increase the federal investment in the National Institutes of 
Health to a total of $32 billion will support innovations in biomedical research, 
improving future health care outcomes and economic growth. 

The Budget afso provides $8.7 billion for clean energy technology, including more than 
doubling investments in energy efficiency research, development, and deployment; 
increasing renewable energy investments by over 70 percent; and expanding investments 
in the Advanced Research Projects Agency - Energy (ARPA-E). 

• Infrastructure : Infrastructure is critical to economic growth and competitiveness, and yet 
our current investments in infrastructure are insufficient and often inefficiently allocated. 
In addition to a $50 billion up-front investment in transportation infrastructure to create 
jobs in occupations that have been hit hard by the recession, the Budget lays out a 
long-term plan for sustained, targeted investments in the most effective infrastructure 
programs and projects. 

'fhe Budget proposes a six-year surface transportation reauthorization that increases 
average annual investment by $35 billion per year, in real terms, over the previous 
six-year authorization plus passenger rail funding appropriated in those years. This 
proposal includes $30 billion to create a National Infrastructure Bank, which will attract 
private capital to infrastructure projects while improving the process of alloeating 
infrastructure funds. The proposal also includes $32 billion in competitive funding to 
encourage states and cities to reform their transportation programs to focus on more 
efficient and effective investments. We are committed to working with Congress on a 
bipartisan basis to ensure that there is sufficient revenue to keep the underlying 
Transportation Trust Fund solvent, because these investments must be fully paid-for, 

Taken together, the Budget balances two priorities that guide our approach to government 
spending. Fir-st, spending cuts arc necessary to lower the deficit. At the same time, we must 
protect targeted, responsible investments that allocate limited government resources towards 
programs that will boost economic growlh and promote job creation over the long run. 
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A lax system that supports growth, fairness and fiscal respomihilUv 

Strengthening our competitiveness and restoring fiscal responsibility will require reforms to our 
tax system. 

Starting with revenue provisions that promote investment in innovation and clean energy, the 
President’s Budget includes a series of specific tax policy changes that help us move towards a 
more efficient, fair and competitive tax system that will support economic growth. 

Specifically, the Budget proposes making an expanded research and experimentation tax credit 
permanent, thereby increasing certainty for businesses making crucial long-term investments that 
will lead to more innovation. In addition, in order to support investment in clean energy 
technology, the Budget proposes tax credits for advanced manufacturing facilities, energy- 
ctficient commercial buildings and an improved credit for plug-in vehicles. 

The Budget proposals also reduce the incentives for multinational firms to shift income and 
assets to their foreign subsidiaries, finally, the Budget proposes a fee on financial firms to 
recoup the costs of the extraordinary financial assistance the government put in place to resolve 
the crisis. 

In addition to these proposals, we must pursue comprehensive corporate tax reform to create a 
competitive tax system that raises sufficient revenue in the most efficient, simple and fair way. 
The current system for taxing corporations and business hurts economic growth by placing 
burdens on U.S. businesses that negatively affect their investment and employment choices. 
Because of various loopholes and carve-outs, some industries pay an average rate that is four or 
five times higher than others, and although our statutory corporate tax rate is one of the highest 
in the world, we raise about the same amount of corporate tax revenue as our major trading 
partners. 

Moreover, because of the high rate and because of the various loopholes and carve-outs, too 
many businesses end up making investments based on what their tax planners recommend, 
instead of what sound business judgment would suggest. This puts our entire economy at a 
disadvantage. As the President has announced, in consultation with the business community and 
other stakeholders, the Administration is examining ways to lower the corporate tax rate and to 
eliminate provisions that negatively affect investment. By pursuing these two objectives 
together, we can enact reform that does not add to current or future deficits. I look forward to 
working with you on this important endeavor. 

Balancing the budget requires sacrifice from all Americans, but should also promote fairness for 
the middle class. 


The Budget proposes reducing the value of certain tax expenditures on the wealthiest Americans 
by limiting the value of itemized deductions to 28 percent for high income households. This is a 
down payment on reform of the individual income tax system. 
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This provision alone will generate enough revenue to fully protect the middle class from a 
dramatic expansion of the Alternative Minimum Tax (AMT) for three years. The Budget ealls 
on Congress to find additional ways to pay for permanent AMT relief beeause if left 
unaddre.ssed, the AMT will inappropriately sweep up tens of millions of families into this 
parallel tax system. Working with Congress to fully pay for AMT relief after 2014 would lead to 
an additional one percent of GDP in deficit reduction by the end of the decade. 

In addition, the Budget proposes to reform the taxation of carried interests in financial 
partnerships, to eiose the loophole that allows some to pay tax at low-er capital gains rates on 
what is effectively compensation. 

We must also allow' the 2001 and 2003 tax cuts for married couples with household incomes 
above $250,000 (and $200,000 for single filers) to expire and return the tax on large estates to 
2009 levels. The President has been clear that we cannot afford these tax cuts for the wealthiest 
Americans, which do very little to support economic growth. Allowing thc.se temporary tax cuts 
to continue indefinitely would increase the deficit by nearly $1 trillion over the next 10 years. 

Fiscal sustainabilitv over the lone run 

While stabilizing the debt-to-GDP ratio over the medium term is an important down payment on 
long-term fiscal stability, we must also reform entitlement programs, as entitlement spending is 
projected to increase more quickly than revenues due to an aging population and growing health 
care costs. 

We made important progress on entitlement reform la,st year by passing the Affordable Care Act 
(ACA). Independent analysts have estimated that the ACA will significantly slow the growth of 
medical costs, relieving both government and businesses of some of the pressure of rising 
medical expenditures. According to the most recent analysis from the Congressional Budget 
Office, the ACA is estimated to reduce the deficit by more than $200 billion from 2012 to 2021, 
and by more than $1 trillion in the following decade. The most important step we can take right 
now for long-term deficit reduction is to implement the ACA fully and effectively. 

Still, we know that more is needed, which is why the Budget includes additional provisions that 
address our rising medical expenditures. The Budget proposes $62 billion in specific .savings in 
health programs that will fully pay for two years of relief from physician payment rate cuts 
called for by the Sustainable Growth Rate formula. The Budget calls for a long-term, fiscally 
responsible reform of physician payments that provides incentives to improve quality and 
efficiency while ensuring that payments will be predictable, A long-term solution will build on 
the fully paid-for, one-year relief for physicians enacted this past December. In addition, the 
Budget includes $250 million in grants to encourage progress on medical malpractice reform, 
which can reduce over-utilization of some expensive procedures without compromising patient 
outcomes. 
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Finally, ihc President is committed to strengthening Social Security. Together with Congre.ss, 
we will consider ideas that put Social Security on more sound financial footing over the long 
term. However, we will reject plans that slash benefits; that fail to protect current retirees, 
people with disabilities and the most vulnerable; or that subject Americans’ retirement savings to 
the whims of the stock market. 


III. Conclusion 

America is at a fiscal crossroads. We cannot pretend that our budget problems are merely the 
result of the financial crisis, nor can we pretend that we can restore fiscal responsibility without 
real sacrifice that affects all Americans. 

Unless we act today, the national debt will continue to grow as a share of the economy over the 
medium run, even after the economy is fully recovered. Without reform, an aging population 
and rising health care costs will cause entitlement spending to grow more quickly than revenues 
in the long run, putting increasing strain on the budget and causing deficits to remain elevated far 
into the future. 

If the debt were to continue to grow as a share of the economy, an ever-increasing share of 
revenues would have to be devoted just to paying the interest on the national debt, so that in 
2020 interest payments would be nearly as large as all defense spending. Such escalating interest 
payments would create an unsustainable cycle that would eventually force dramatic adjustments, 
Without appropriate reforms, this path would have consequential effects on the U.S. economy. 

While it is apparent that adjustments arc necessary, we need to choose our path wisely. Cutting 
.services and programs too much, too soon would jeopardize the recovery and destroy tens of 
thousands of jobs. Cutting the deficit today without making a long-term commitment to fiscal 
responsibility could enable a return to profligacy in the future. Cutting spending indiscriminately 
would force us to cut investments in vital public goods, and focusing reform solely on spending 
would impose an undue burden on those most in need while ignoring the opportunity to make 
our tax system more simple, fair, and efficient. 

The President’s plan navigates these challenges. The Budget lays the foundation for long-tenn 
growth while cutting spending in order to reduce the deficit. Making a multi-year commitment 
to the principles embodied in the President's Budget will reduce the risk of future crises, reassure 
investors and provide certainty about the future path of spending and taxes. In addition, a multi- 
year commitment will help ensure that borrowing costs remain low, making home ownership and 
higher education more accessible for Americans and making long-term investments more 
attractive for American businesses. Together the increased certainty and improved confidence 
will contribute immediately to economic growth and job creation. 


History provides many examples of how past Congresses have made similar multi-year 
commitments. In some cases. Congress made permanent changes to policy that lowered the 
deficit over many years. For example, the 1983 amendments to Soeial Security extended the 
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solvency of the Social Security Trust fund for several generations. In other cases. Congress 
adopted budget rules that locked in a path of deficit reduction, limiting future deficit spending. 
For example, discretionary spending caps and PAYGO rules for mandatory spending and 
revenue legislation adopted in 1990 and 1993 contributed to reductions in the budget deficit, and 
eventually to budget surpluses. 

Restoring fiscal sustainability will require courage from both the Administration and Congress, 
as we cannot move forward without compromise. We know compromise is possible. The 
December tax agreement proves that we arc capable of forging agreements that move our 
economy forward. 

There is no doubt that Members of this Congress - in both parties and both houses ~ have many 
good ideas of their own for promoting fiscal sustainability. While we believe the President’s 
Budget is appropriately balanced in its priorities, we look forward to working with you to make a 
commitment that reflects our common ground - creating American jobs and promoting 
long-term economic growth. 

Thank you, and 1 look forward to faking your questions. 
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Chairman CONRAD. Thank you very much for your testimony. 

Let me go to the — not that one, but that. This to me is kind of 
the nub of the issue. It is true that the President’s budget is stabi- 
lizing the debt, that is, that you are bringing down the deficits in 
a way that the debt as a share of the gross domestic product does 
not continue to increase. 

The problem that I see is that it is stabilized at a level that is 
too high, that it is stabilized at a level of gross debt of over 100 
percent of GDP. 

I go back to the Reinhart-Rogoff study. Two hundred years of fi- 
nancial history, 44 countries, their conclusion: When you have a 
gross debt of over 90 percent of GDP, future economic growth is di- 
minished, and pretty significantly. 

Have you assessed the Reinhart-Rogoff study? Do you agree with 
it? Do you think that they are correct in terms of high levels of 
debt affecting economic growth adversely? 

Secretary Geithner. Absolutely. It is an excellent study, and you 
could say in some ways from what you summarize understates the 
risks, because it is not just that governments or countries that live 
with very high debt-to-GDP ratios are consigned to weaker growth; 
they are consigned to the damage that comes from periodic finan- 
cial crises as well. 

Now, could you put that chart back up there for a second? 

Chairman CoNRAD. Yes. 

Secretary Geithner. Let me just say two things about this. In 
some ways, that overstates the near-term problem because, as you 
know, we hold substantial financial assets, and you really want to 
look at debt net of financial assets, and you want to look at debt 
held by the public. But in many ways, that still understates the 
problem because that does not capture the future liabilities that 
are embedded in Medicare, Medicaid, and Social Security, which, of 
course, grow at a very rapid pace in the decades beyond that. 

So if you are going to look at a true measure today of our full 
obligations to our citizens, the commitments we have made, of 
course, as you know better than anybody, it would be much higher 
than that. 

Chairman CONRAD. You know, having served on the Commission, 
having served here on the Budget Committee for 24 years, if there 
is one thing I am absolutely persuaded of, the risk to this country 
is untenable. Absolutely untenable. So that takes me to the next 
one. 

If we have agreed that this is too high a level of debt, that this 
does compromise future economic growth, then the question is: 
How do we go beyond what the President has proposed? I give him 
credit for stabilizing the debt, but it is stabilized at a level that is 
too high. And I am not one that expected the President to lay out 
a detailed plan in his budget because I know how this town works. 
Had he done that, the other side then spends all their time lacer- 
ating the plan. 

The question is: How do we get to the table to have a serious ne- 
gotiation between the House of Representatives, the U.S. Senate, 
the White House? What is your vision of how in the coming days 
and weeks we find a way to get to the table for a serious negotia- 
tion? 
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Secretary Geithner. Excellent question. I know you have 
thought a lot about that and offered a lot of ideas on that. I guess 
I would say that what we are going to see in the next few weeks 
is the following: In the House, the Republican leadership will have 
to propose and pass a budget resolution that lays out, like the 
President’s budget does, a comprehensive plan, revenues and out- 
lays to bring deficits down over the next 10 years. And they in that 
context will have to make the kind of choices we make in this 
budget, which is to answer the question: How far do you have to 
reduce the deficits? How far do you have to go? How deep do you 
have to go? How quickly or how gradually should you get there? 
What should be the composition of tax changes and reductions in 
spending to achieve that objective? What are you doing about 
things that matter to how we grow as a country in the future? So 
they will lay out those basic fundamental choices. 

Now, there is a process in the Senate that is engaged in looking 
at a way to adapt the kind of comprehensive framework you saw 
on the Commission and see if you can translate that into consensus 
here. That, when it comes, will provide another contrasting vision 
about strategy. And then you will have a chance at that point for 
people to confront the tough choices you have to make in choosing 
among those basic paths. 

Again, I think it is important to recognize that the President’s 
budget does not solve all the problems facing the country. It is not 
a budget for the next century. What it does do is tell you how to 
get to a level over the next 10 years that leaves us with a level of 
debt as a share of the economy that is probably stable and would 
not weaken future growth. But, of course, it does not solve the 
questions beyond that. 

If the Congress finds the will to go deeper, lower deficits over 
that 10-year period of time, which, as you said, would be desirable 
because it would start to bring the debt-to-GDP on a downward 
path, then — like the Commission did, the Commission achieved 
that — then people will say — will be able to look at it and they will 
say. Are we prepared to make the choices necessary to go beyond 
that? 

And I think, again, the fundamental reality that I think we all 
have to confront — and it is both the Executive and the Congress — 
is that the current process we use for making these choices does 
not work. It has not worked. It is completely dysfunctional, in part 
because it leaves us with year-by-year incremental uncertainty cre- 
ating changes to taxes with no clarity on spending. And the reason 
Rogoff-Reinhart produced the study that shows this effect on 
growth, opportunity incomes from high deficits, is because you 
leave the American people and American businesses to deal with 
a deeply uncertain future about what is going to happen to things 
that deeply affect their income and their business prospects. 

So the costs of leaving that uncertainty out there are very, very 
high, and to resolve that you need something beyond a year-by-year 
political fight on incremental change. You need something that 
locks in comprehensive, multi-year reductions. That way people can 
look at it, and they can plan. They say, OK, I know what is going 
to happen now, I now know Congress is going to solve the problem, 
and I can plan and adjust and prepare for those changes. 
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Chairman CONRAD. Well, let me take you right — my time has al- 
most expired. Let me just take you right to the Commission, be- 
cause we did get 11 of 18 to agree — five Democrats, five Repub- 
licans, one Independent. And we reduced the debt $4 trillion over 
the next 10 years — $4 trillion. The President said about $1 trillion. 
Not only did we stabilize the debt, we started bringing it down as 
a share of GDP and over time brought it down markedly to a place 
where you would not only be — ^you would be guarding against — you 
would be hedging against future economic risk. 

Is the size of what the Commission recommended a package that 
you believe would make sense, that is, $4 trillion of debt reduction, 
if we could get it on a bipartisan basis? 

Secretary Geithner. I think you have slightly overachieved in 
terms of what is necessary, but, again, our risk, of course, as a 
country is that we do too little, not too much at the moment. So 
I admire you for laying out that path. But what 

Chairman CONRAD. So if $4 trillion is overshooting, what do you 
think? Three trillion? 

Secretary Geithner. Again, I think the minimum test is to get 
the deficits comfortably below 3 percent of GDP for a sustained pe- 
riod of time. 

Now, again, as you know, the basic 

Chairman CoNRAD. But that does not reduce the debt. I mean, 
that will just 

Secretary Geithner. Right. But if you 

Chairman CONRAD. That will keep it from growing. 

Secretary Geithner. You have to get them there soon enough 
that you stop the debt from growing as a share of the economy at 
an acceptable level. Again, I admire you for going further, and if 
we can do that, that would be excellent. But what is driving, you 
know, the 10-year deficits is not Medicare, Medicaid, and Social Se- 
curity. What is driving the 10-year deficits is just a gap between 
resources and commitments outside those basic programs. It is be- 
yond the 10-year window where you start to see those commit- 
ments, you know, eat an excessively large share of GDP. And so 
what really matters, if you want to go deeper than 3 percent of 
GDP, is what do you lock in for those entitlement programs outside 
that 10-year budget window. 

Could I say one more thing, Mr. Chairman? There is a chart that 
I would like you to put back up which shows outlays and revenues 
to GDP, because I think that is the right way to think about it. If 
they are gone, then I will not do it. But what the President’s budg- 
et does is to propose some changes in revenues that would leave 
revenues as a share of GDP slightly above the historic average. I 
think in the President’s budget they rise to a little bit below 20 
percent of GDP — a little bit less than what the Commission pro- 
posed. And outlays in the President’s budget minus interest fall to 
around 20. Interest is about 3 percent of GDP at the end of that 
period if you do that. 

So the reason I say that is because when you think about the 
choices we face, they are about like. What do you want Government 
to do? How large a share of income do you want the Government 
to take and spend? And what the President’s budget does is get you 
to the point where revenues are not high at a level that would 
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threaten future growth and outlays minus interest, which is just 
the cost of the cumulative mistakes of the past, are at a level that 
is really quite low in the historical period. You know, I said 20 per- 
cent of GDP minus interest, and, of course, the discretionary non- 
defense share is much, much lower as a share of GDP at the end 
of that 10-year window. 

Chairman CONRAD. You know, I would like to continue the dis- 
cussion. My time has expired, so we will go to Senator Sessions. 
But I would like, if we have a chance to get to a second round, to 
come back to this point. 

Senator Sessions. 

Senator Sessions. Well, that is a big national discussion. I do not 
think the American people want to see the percentage of the take 
of the Government increase substantially. That charts shows that 
it is now 25 percent, well above where we have ever been in this 
kind of environment. And it is very dangerous, and people are not 
happy about it. They think this is a limited Government of limited 
responsibility. 

Senator Conrad, your chart, the one you have emphasized the 
most, having wrestled with these numbers, I think that is pretty 
close to the core chart. I have to give you credit. You have wrestled 
with it really hard, and when we are over 100 percent of GDP, we 
are in a danger area. 

Mr. Geithner, you indicated not only could it reduce our growth, 
but you have indicated it makes us more susceptible to crises, debt 
crises, perhaps like the one we had in 2007, like Greece and other 
countries have had. Is that correct? 

Secretary Geithner. I am very confident you are going to help 
us prevent that, but I am saying the reason why debt-to-GDP mat- 
ters is not just because growth is weaker, but because — and if you 
look at all those countries in the past, they suffer — they are much 
more prone to crises in that context. But, of course, we are going 
to avoid that as a country. 

Senator Sessions. Well, we need to take some steps to do so. In 
my opinion, we are too close, and as responsible Government offi- 
cials we have a duty to help our country avoid risk that is unneces- 
sary. 

Let me just briefly run through this plan, because we are, I 
think, talking past us on the numbers. You do not contend that the 
10-year budget calls for a single year, do you, in which we will not 
be adding more to the national debt? 

Secretary Geithner. No. You are exactly right. The debt in ag- 
gregate terms does keep growing over this period of time, even if 
you achieve this deficit reduction, but the measure that economists 
use, just like families use, they look at the amount of debt they 
have relative to income. 

Senator Sessions. Well, one of the reasons we got into trouble 
is that kind of logic. I admit it started with President Bush. But 
when you start politically allowing and accepting substantial defi- 
cits, it is hard for those of us who try to contain spending to have 
any moral basis on which to make that assertion. It is always that 
you are hurting somebody when you try to contain spending. I 
think it is a dangerous theory. It is part of the reason we are here, 
this GDP argument. The debt goes up. 
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Now, the administration does insist that the plan will reduce the 
total debt by $1 trillion over 10 years, but isn’t it a fact that the 
debt is increasing substantially during that period and it is just $1 
trillion less than it would otherwise have been? And I guess it oth- 
erwise would have been $14 trillion, and you are suggesting that 
it increases about $13 trillion. 

Secretary Geithner. Well, I do not think those numbers are 
quite the way to think about it, and I want to 

Senator Sessions. Well, I am just asking you. The $1.1 trillion 
simply reduces the total debt by $1 trillion projected to accrue over 
the 10 years and that that is a $13 trillion range. 

Secretary Geithner. What I am saying is that that slightly un- 
derstates the amount of deficit reduction. Let me just make one 
clarifying point. That does not count the revenue gains of allowing 
what we call the Bush tax cuts for the top 2 percent to expire. If 
you allow those to expire and you preserve the rates and exemp- 
tions for the estate tax at 2009 levels, then you achieve another 
roughly $1 trillion in deficit reduction. 

So, Mr. Chairman, if you look at the deficit reduction in our pro- 
posal relative to the Commission’s, we are closer to $2 trillion rel- 
ative to the Commission’s $4 trillion. It is not really like $1 trillion 
versus $4 trillion. 

The reason why. Senator Sessions, that is so important, of 
course, is that if you are not going to let those tax cuts for the high 
end expire, if you are going to extend them, and you want to 
achieve the same deficit reduction, you are going to have to find 
another $1 trillion in spending cuts to achieve that. 

Senator Sessions. Well, my time is running, but I would just say 
to you that I am using your numbers, as I believe, and it is about 
$13 trillion, and it is not a very large reduction of the surge in 
debt, and we are still on the road to doubling it. And the plan, let 
me ask you, does not call for any change in Medicare, Medicaid, 
and Social Security as you mentioned? 

Secretary Geithner. You are right that this budget does not pro- 
pose changes to Social Security, and it does not propose detailed 
changes beyond the cost savings in the Affordable Care Act. But I 
would just restate, of course, that CBO does estimate very, very 
substantial savings from the Affordable Care Act over the next two 
decades, about $200 billion the next decade and $1 trillion in the 
second decade. And those represent the largest cost-saving entitle- 
ment reforms than we have considered or adopted as a country 

Senator Sessions. Mr. Geithner, we will continue to debate that 
issue. I believe that CBO’s final letter right before the vote that it 
double counts the money is correct, and it is a miscalculation. And 
I do believe that it is driving up the cost of health care as CBO 
has said, not reduced it. 

Let me ask you this: It has been repeatedly suggested that dis- 
cretionary spending has been cut and tough choices have been 
made. But isn’t it a fact that total discretionary spending increases 
every single year except maybe with the reduction in the military 
effort next year? But 2012 through 2021 discretionary spending in- 
creases every year is not reduced. 

Secretary Geithner. I do not think that is quite right. I am sure 
what I am about to say is correct, which is that if you freeze non- 
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security discretionary spending at the 2010 nominal levels and you 
do that for 5 years, and then after that you let it grow with infla- 
tion, then you do reduce the deficits by $400 billion over that 10- 
year period of time. 

Senator Sessions. Well, let me just note that Table S. 10 shows 
that 2013 through 2021 there is an increase in discretionary spend- 
ing every year. I think that is indisputable. 

Secretary Geithner. I do not think that is quite fair, but. Sen- 
ator Sessions, one of the great things about our system here is that 
CBO will resolve these debates for us, and we will have a chance 
to 

Senator Sessions. They will, and they are not dispute the num- 
bers I read, I do not think. 

Now, the budget plan calls for average annual deficits over this 
10 years of $720 billion, that the lowest deficit in the 10-year pe- 
riod is $607 billion, and that in the last 4 years of your 10-year 
budget, the deficit is increased from 619 to 681 to 735 to 774, sub- 
stantially increasing deficits. Would you disagree with that? 

Secretary Geithner. Those numbers are exactly right. But, 
again, I think you have to look at them as a share of the economy 
as a whole, as a family would do. They look at debt to income. 

Senator Sessions. We are not inclined to use a share of the econ- 
omy anymore. That is why we are broke. 

Now, let us talk briefly, as my time is winding down, about our 
interest situation. Under your budget the interest increases each 
year. It was $187 billion in 2009. Under your proposal it increases 
to $844 billion. I do not know if we have a chart here. Would you 
not agree that that is a stunning figure, perhaps the fastest-grow- 
ing item in it, and all of that is a direct result of the debt we are 
running up and only a modest expectation of interest rate in- 
creases? 

Secretary Geithner. Senator, absolutely. It is an excessively in- 
terest burden. It is unsustainable. 

Senator Sessions. Well, it is your plan for the 10 years. I mean, 
that is the one the President has submitted. That is what he has 
asked us to vote on. It will result — and those are your numbers off 
your budget. 

Secretary Geithner. Senator, you are absolutely right that with 
the President plan, even if Congress were to enact it and even if 
Congress were to hold to it and reduce those deficits to 3 percent 
of GDP over the next 5 years, we would still be left with a very 
large interest burden and unsustainable obligations over time. 
That is why we are having the debate. I completely agree with you. 
But the question, though, is, just to be direct about it: What is the 
alternative plan? And, again, the way our system works- -this is a 
good thing — ^you will be able to see from the House, we will be able 
to see from this body, whether people can find the political will 
here to go deeper. And if you can find 

Senator Sessions. But what your plan is, that plan is the one 
you are required by law to submit, and that is what you call for, 
and it is not acceptable. I am sorry. It is a plan not for winning 
the future but losing the future. 

Secretary Geithner. No, I 

Senator Sessions. I am disappointed, really. 
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Secretary Geithner. No, Senator, I would just disagree again. 
But, again, the test of this is let us see the alternative. You know, 
we have laid out something that goes very deep, much deeper than 
we have gone as a country ever before. 

Now, in terms of the scale of deficit reduction in a short period 
of time, if Congress can find a way to do that without gutting basic 
programs, killing investments, hurting growth, then we would wel- 
come the chance to join you in embracing those reforms. But, 
again, the way our system works, we are proposing, and you will 
have the chance to see if you can do better. 

Senator Sessions. Well, obviously you 

Chairman CoNRAD. Senator 

Senator Sessions. That is your plan. 

Chairman CoNRAD. Senator, we have gone way over now. 

Senator Cardin. 

Senator Cardin. Thank you, Mr. Chairman. 

Secretary Geithner, once again it is good to be with you. I think 
we all agree the deficit — we need to have a credible game plan to 
bring the deficit under control. That requires the administration 
and Congress to work together. It requires Democrats and Repub- 
licans to figure out a way to come together on a budget plan that 
will be in the best interest of our country. I think we all agree on 
that. 

Now, there may be one area where we have some agreement, but 
from different sides, in that we all disagree with the Congressional 
Budget Office. My friends are telling me that they just want to ig- 
nore it in the House even though it is our impartial referee as to 
the scoring of costs. 

I am disappointed that the Congressional Budget Office has not 
scored a lot of the savings that will come from the health reform 
that you pointed out. I think it is intuitive to the people of this Na- 
tion that if we can really get access to care, if we can have people 
out of the emergency rooms and into primary care, if we can deal 
with readmissions to hospitals and better management of people 
with serious illnesses, that America does not have to stand out 
alone with the highest cost burden to any economy on health care, 
that we can bring it more into line and we can reduce our health 
care spending to help bring not only our budget into balance but 
our economy into better performance. 

So, yes, we do need action on spending, and I agree with Senator 
Conrad. I think the President’s proposal for a freeze on domestic 
discretionary spending and the way he is handling the military is 
a way that is a very credible plan on the spending side and that 
we need to lead on the spending side. But even if we get those sav- 
ings and even if we get the savings from the health care bill that 
I expect that we will get, you cannot do it on that alone. If we ex- 
tend all of the tax policies that are currently in place in this out- 
dated income tax structure we have, we will not only negate all the 
savings — all the savings we are talking about — but we will also be 
further in debt. 

So you have to have a comprehensive plan that deals with all 
these, and quite frankly, I do not think the action in the House of 
Representatives this week is particularly helpful. I do not think it 
is helpful because I think it will negate the potential savings in the 
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health care bill the way that they are restricting us to put in place 
good common-sense ways to try to keep people healthy in America. 
But also I think it is unrealistic, it is budget cuts, and will not 
produce the type of deficit reduction that is needed for this Nation. 

So I just really want you to know, I think that the President in 
his budget has put forward a good-faith approach to dealing with 
the discretionary spending areas. And, yes, we need to work to- 
gether and supplement that, as the Debt Commission did, in look- 
ing beyond just the discretionary spending in this country. We need 
to look at the entitlements. We need to look at the revenue side. 
And we need to come together for this country and not just make 
partisan speeches. 

Now, I want to touch on one particular area that we had some 
questions on yesterday before the Finance Committee, but I want 
to move forward on it as it relates to small business. In your budg- 
et, you are moving forward with the initiatives on small business, 
particularly as it relates to the availability of credit. That is an 
area that, when we first attacked the problem on our economy, in 
my view the small business community was not given the type of 
attention it needed in order to have credit. We all know that job 
growth is going to come primarily from the small business sector. 
Innovation is higher in the small business sector. 

Can you just give us the status of both the program at the na- 
tional level that will extend credit to small businesses as well as 
the moneys that are made available to leverage State programs to 
help credit for small businesses? 

Secretary Geithner. Again, I am happy to do that, but let me 
just start with the tax changes. At the end of the year in the tax 
package, there is a very powerful, sweeping set of incentives for 
small businesses that provide a lot of help and assistance at a time 
when they want to be able to have a chance to take advantage of 
growing demand for their products. They are very powerful, and 
they are very good economic sense, very practical, very creative. 
But the two programs you referred to we think will help, again, 
make sure that small businesses are going to be able to get access 
to credit and, therefore, bring more people back to work, bring 
more production online as demand improves. And those two pro- 
grams are, first, a program to give small banks the chance to come 
and get capital from the Government for a very economically at- 
tractive price. We have about 250 applications in. We are going to 
be approving those for eligible banks as quickly as we can, and 
they will help leverage a substantial amount of borrowing capacity 
available to small businesses. 

We also have approved three States now for some additional fi- 
nancial support to help reinforce their own small business credit 
programs. A lot of creativity around the country at the State level 
in those programs, and what Congress authorized last year was to 
provide a little additional financial resources for those programs, 
too. We think those will help, of course. 

But, you know, a lot of small banks across the country still have 
themselves way overexposed to commercial real estate and have a 
lot of digging out to do still, and that is going to be a problem for 
those small businesses that were, frankly, unlucky in their choice 
of bank. But what these programs will do is help provide alter- 
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native sources of credit, make sure there is enough capital in the 
system to, again, help reinforce this recovery that is happening. 

You are seeing loan demand start to increase again for the first 
time, and you want to make sure that banks are able to meet that 
demand. 

Senator Cardin. There is clearly a need out there, and there are 
clearly banks that are still sitting on the sidelines as it relates to 
making loans available to small businesses. If there is an existing 
relationship, it is a little bit easier for a bank and a small com- 
pany. If you do not have that existing relationship, particularly if 
you are new company, it becomes very, very difficult. 

We had that debate last year as to whether we should be using 
leveraging the private sector lending or whether we should try to 
do direct, and we went with leveraging the private sector. I would 
really appreciate you keeping us informed as to how well that is 
working so that we clearly need to pay attention to this issue, and 
we want to make sure that the money really is being leveraged to 
more activity. 

I could speak for the program in Maryland. Governor O’Malley 
is one of those Governors that has a program and is requesting 
Federal participation. They leverage the public dollars at a very 
high ratio level. So for a relatively small investment of Federal 
funds, we leverage a lot of loans to small companies. That is criti- 
cally important to companies that are having a hard time getting 
loans today. 

Secretary Geithner. And I think the loss rates on those pro- 
grams are really very low. 

Senator Cardin. Extremely low. 

Secretary Geithner. I think on net they make money for the 
State, not lose money. So if you design them well, then you can 
make a big difference. 

Senator Cardin. Thank you. 

Thank you, Mr. Chairman. 

Chairman CoNRAD. Senator Ensign. 

Senator Ensign. Thank you, Mr. Chairman. 

I want to go back to what you were talking about, the exchange 
that you had with the Chairman about the gross debt, the 90 per- 
cent gross debt, because you said something that I thought was 
fairly interesting when you talked about the unfunded liabilities 
that are not on our balance sheets, because you said the situation 
was actually much more dire than what your budget or anybody 
else is really talking about. And even when we go back to the 
study, the Reinhart study, the 200 years that they talked about the 
90 percent of gross debt, almost none of those countries had those 
unfunded liabilities. 

So if you actually put those on the books, that 90 percent is 
much higher, and where you get to 110 percent is much higher 
with this country when you put the unfunded liabilities. And the 
reason I make the point is because this situation is much more 
dire. The criticality of us working together with President Obama 
on entitlement reform is so critical, and that is why I think that 
some of us on this side of the aisle are so disappointed with this 
budget, that the President did not show bold leadership. 
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It is politically risky. I will acknowledge that. And, Mr. Chair- 
man, the one point that I disagree with you on is you said we 
would attack the President if he would have put that in his budget. 
I disagree, because you are showing — Paul Ryan, the Chairman of 
the Budget Committee in the House of Representatives, put out a 
proposal last year on entitlement reform, and he is putting it in his 
budget this year. 

I am encouraging you, I am encouraging Senator Sessions, to put 
entitlement reform in this year’s budget, so even though the Presi- 
dent has not shown the leadership, the Confess needs now to 
show the leadership, and then to ask the President to join us, be- 
cause we all know that these are politically, you know, third rails 
of American politics, but it is critical, because the numbers — and 
you agree, everybody agrees, everybody knows this is 
unsustainable. And if we do not show political courage right now, 
we are doomed as a country. We really are. 

Secretary Geithner. Well, Senator, I agree with you, but I would 
just try to make sure I emphasize one key thing, which is that you 
are absolutely right about entitlements, and if you look beyond the 
next decade, they again gradually, progressively, but at an alarm- 
ing rate start to eat too large a share of national income. But do 
not forget the next 10 years, because if we do not get these deficits 
down over the next 3 to 5 years to a level that is sustainable, then 
we will face the risk of a significantly weaker expansion. 

I know everybody is showing a lot of ambition on entitlements 
now, which is good because it helps underscore the importance of 
making sure the Affordable Care Act reforms are allowed to get 
some traction, because they do reduce cost growth. But remember, 
the next 10 years are really important, too. 

Senator Ensign. Absolutely, and let me just interrupt you for a 
second. I actually disagreed with one of your statements, too, 
where you said Medicare and Medicaid are not contributing to the 
deficit. They have been growing at such a rapid rate, they are abso- 
lutely contributing to the deficit right now. And so we need to get 
control of these entitlements, not just for the next decades to come. 
We need to get control of these entitlements for today. We need to 
design better systems. 

I believe that, for instance, Medicaid, what we did on welfare re- 
form in a bipartisan fashion during the 1990s, we block-granted it 
to the States because they were these institutions that had shown 
the ability to reform them and do it in a way with flexibility. And 
if we get the Federal Government out, we can cap the amount that 
we are sending. We know how much that could potentially save 
into the future. It could be huge amounts of money. And designing 
a better Medicare system that focused more on, you know, 
healthier behaviors for seniors and getting things under control, 
you know, chronic types of conditions. But we need to do that for 
this decade as well. 

I do not have a heck of a lot of time, so I do want to go to one 
other thing, because we know we need to do this. I am just encour- 
aging you to get the President to join us and actually show some 
Presidential leadership. 

The comment, small business is the engine that drives the econ- 
omy, do you think that that is a fairly true statement? 
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Secretary Geithner. Well, sometimes we get a little carried 
away, because big businesses matter, too. 

Senator Ensign. It does, but 

Secretary Geithner. But in general, you are right, that there is 
a lot of innovation and job creation that comes from small business. 

Senator Ensign. OK. The reason I bring this up is because in 
your budget, most small businesses — I was a small business owner. 
Most small businesses owners pay ordinary income because they 
are Subchapter S corporations, sole proprietors, LLCs, in various 
forms like that. And while I applaud you, I totally agree that we 
need to reform our corporate Tax Code. We need to bring it down. 
We need more of a territorial system. And I appreciated your com- 
ments yesterday about repatriating money back to the United 
States in a much easier way. All of that is good stuff. 

But if you allow the tax rates to go up, now corporations can be 
paying a 24-percent tax rate where, you know, most small busi- 
nesses in the country could be paying almost a 40-percent tax rate. 
And if it is really the engine that grows the economy, I think that 
you are going to stifle a lot of growth in small businesses with 
these high tax rates. And so, you know, I would like to hear your 
comments on that. 

Secretary Geithner. I believe that if you are going to do a seri- 
ous job of looking at corporate tax reform, comprehensive tax re- 
forms, you have to look at business income more broadly defined, 
and you are going to have to look at how we treat income of busi- 
nesses that are not corporations under the Tax Code. So I agree 
with that point. 

But could I make one qualifying point? 

Senator Ensign. By the way, I hope we can work together. I am 
actually working on something that treats them the same. It is a 
little expensive, and we are going to have to work on it, but I ap- 
preciate that comment. 

Secretary Geithner. I would welcome a chance to do that. I do 
want to make sure, though, we put in context what the implica- 
tions are for small businesses of letting the top 2 percent tax cuts 
expire, and this is very important because that would only affect 
less than 3 percent of small businesses. The average earnings of 
the less than 3 percent of small businesses affected are about a 
million. The median is about $700,000. And most of the small busi- 
nesses that fall into that category — again, it is less than 3 per- 
cent — are really what we would typically look at as law firms or 
partnerships or investment companies in that context. So we are 
not talking really about a significant number of the hardware 
stores on Main Street or the small manufacturing companies. We 
are talking about partnerships, law firms. But 

Senator Ensign. You need to get out there in the real world and 
talk to folks. The reason I am saying this, because I have been out 
there in the real world. It is the veterinary clinics, it is the dental 
offices, it is the — and they want to expand their businesses. They 
want to create jobs. And if taxes are part of the thing that they 
are looking in the future, if their taxes are going up, business own- 
ers — and, by the way, those 3 percent produce about a quarter of 
the jobs, the new jobs. And so that is a significant thing, and if 
they want to grow their business and we all want more jobs in 
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America, we have to understand that small businesses do create 
jobs, and we are going to hurt job creation, which hurts the growth 
curve of revenues coming into the United States. 

My time has expired. I apologize. 

Secretary Geithner. Mr. Chairman, could I just say — of course, 
I understand this concern, but, again, just two other context notes 
about — you know, we are proposing to restore the rates that pre- 
vailed in the 1990s. That was the best record of small business job 
growth, small business creation that we had seen in a long time 
and have seen since. It is something that is manageable, that we 
can afford as a country. We do not have unlimited choices, and we 
are proposing in the budget alongside those changes some very well 
designed, very powerful incentives directly related to small busi- 
nesses, like, for example, zero capital gains on investments in small 
businesses. And we are proposing to keep taxes on overall invest- 
ment quite low as a whole. 

But, anyway, happy to work with you on reform. You are right 
to say you have to look beyond corporates, although it is kind of 
difficult to do politically. 

Chairman CoNRAD. I thank the Senator. 

Let me just say we are on 7-minute rounds to Senators. You 
know, typically with this number of Senators we do 5 minutes, but 
we went to 7 minutes today given having the opportunity to have 
the Secretary. So I am going to try to drop the gavel right at 7 min- 
utes in fairness to the other colleagues who are here and waiting. 

Senator Sanders. 

Senator Sanders. Thank you very much, Mr. Chairman. And 
welcome. Secretary Geithner. 

I find this to be an extraordinarily strange conversation. We hear 
a lot of discussion about great concerns about the deficit and the 
national debt. But the people who talk most loudly and vigorously 
about this issue are those people who helped create this national 
debt. So let us be clear about how we got here in the first place. 
We might want to talk about that. 

This Senator voted against the war in Iraq, for a number of rea- 
sons, not the least of which it was unpaid for. Three trillion bucks. 
That is a lot of money. I did not hear too much discussion a few 
years ago about that war. 

This Senator voted against huge tax breaks for the wealthiest 
people in the country. And you know what? Budgets are two 
things. I know this is a radical concept. It is not just spending, but 
it is also money coming in. And if you give hundreds and hundreds 
of billions of dollars in tax breaks to the very wealthiest people, lo 
and behold, deficits go up. I voted against that. Most of my friends 
on the other side of the aisle voted for it. 

I voted against the Medicare Part D prescription drug program 
written by the drug companies and the insurance companies, not 
because we do not need a good program for seniors; that was a very 
wasteful, ineffective way to go. Most of my Republican colleagues 
who are now jumping up and down about the deficit, they voted for 
it. 

I voted against the Wall Street bailout, and I do understand 
much of that money has been paid back. But, nonetheless, I did not 
hear at that point when we bailed out the largest financial institu- 
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tions of the world whose illegal behavior, whose reckless behavior 
drove us to a recession, I did not my Republican friends say, “Oh, 
we cannot give them $800 billion. That will drive the deficit up.” 
Maybe I missed that discussion. But I did not hear it too much. 

So that is one of the reasons we got to where we are right now. 
Under Bush, as we all know, the national debt almost doubled. 

The second part of the discussion I am not hearing about is we 
talk about America like we are all in this together. Well, let me 
give you some startling news. We ain’t all in this together. The peo- 
ple on top, the top 1 percent, the top 2 percent, are doing phenome- 
nally well at the same time as the middle class in this country is 
collapsing. 

Mr. Geithner, when you respond, you tell me what I am missing 
here. All right? 

The United States today has the most unequal distribution of in- 
come and wealth of any major country on Earth. The top 2 percent 
earns more income than the bottom 50 percent. And I hear the 
words about political courage. Oh, we need to be really tough. We 
can throw old ladies in the State of Vermont off the heating assist- 
ance program when it gets 20 below zero. Man, that is real political 
courage. Well, how about some political courage about taking on 
the big money interests who fund our campaigns, who provide mil- 
lions of dollars and want tax breaks for the very wealthiest. Let us 
see some political courage there rather than throwing senior citi- 
zens off the LIHEAP program or low-income people off of life and 
death programs for them. 

Now, Mr. Secretary, in 2007 the top 1 percent earned 23.5 per- 
cent of all income in this country. The top one-tenth of 1 percent 
took in 11 percent of all income. The percentage of income going 
to the top 1 percent has nearly tripled since the 1970s. Is that 
right, Mr. Secretary? 

Secretary Geithner. I think that is largely right. 

Senator Sanders. From 8 percent to 23 percent. Between 1980 
and 2005, 80 percent of all new income created in this country 
went to the top 1 percent. 

Now, when we talk about how we move toward a balanced budg- 
et, I would appreciate my friends listening to this. In 2007, the 
wealthiest 400 Americans made an average of $345 million a year. 
Under the Bush administration, these 400 top earners saw their in- 
comes double while their effective Federal tax rate was cut almost 
in half over the past 15 years. 

So here is the dynamic that you have which must be thrown into 
this discussion. The middle class in many ways is collapsing. Real 
unemployment in America today — I have not heard a word about 
unemployment yet, by the way — is 16 percent if you talk about peo- 
ple who have given up looking for work and people who are work- 
ing 20 hours when they want to work 40 hours. Meanwhile, we 
have cut substantially taxes for the very, very wealthiest people in 
this country, and in this agreement, this very poor agreement that 
the Obama administration agreed to with the Republicans, those 
are extended again for another couple of years. 

So I would suggest that when we talk about sacrifice, maybe 
some of the campaign contributors and the wealthiest people in 
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this country might want to make some of that sacrifice rather than 
just the middle class. 

Let me ask Secretary Geithner a couple of questions. I was glad 
to hear you — and just let us go through this again. You would 
agree with me that Social Security has not contributed one nickel 
to the deficit and that Social Security has a $2.6 trillion surplus 
right now? 

Secretary Geithner. I think that is largely right, yes. 

Senator Sanders. OK. And would you agree with me that, ac- 
cording to all the studies done. Social Security can pay out every 
benefit owed to every eligible American for roughly the next 25 to 
30 years? 

Secretary Geithner. I would have to check that, but I assume 
if you are quoting it, it is right. 

Senator Sanders. Yes, it is. And after that, it can pay out about 
75 to 80 percent of all benefits. 

Secretary Geithner. That is true, but I would not be so com- 
fortable about that because, as you know, the minimum benefit is 
not a very rich benefit for many Americans. 

Senator Sanders. I know it. During the campaign, when Presi- 
dent Obama was elected, he suggested that the solution to the 
long-term solvency of Social Security was to lift the cap on upper- 
income folks above $250,000, which I thought was exactly the right 
thing to do. Is that still the administration’s or the President’s posi- 
tion? 

Secretary Geithner. Well, I want to be careful in how I say this 
because, again, we want to preserve some capacity for people to 
come together on something that is going to work, but I will be di- 
rect about it. You cannot do this in a way that is fair and respon- 
sible by simply cutting benefits, even if you do it in a progressive 
way. You have to go beyond benefits if you are going to do it in 
a way that is fair and has any realistic prospect of people coming 
together around the plan. 

Senator Sanders. I agree with you, and let me just say this. This 
is a quote from Candidate Obama during the campaign. He said, 
“John McCain’s campaign has suggested that the best answer for 
the growing pressures on Social Security might be to cut cost-of-liv- 
ing adjustments or raise the retirement age. Let me be clear. I will 
not do either.” 

Do you think that that is still the President’s position? 

Secretary Geithner. Well, I think the President’s position, again, 
is he just wanted to be very careful, as you heard him say in the 
State of the Union, to not be solving Social Security in a way that 
cuts deeply into benefits for people who need it or puts an undue 
burden 

Senator Sanders. You make me nervous when you say “deeply.” 
That is not what the President campaigned on. 

Secretary Geithner. Well, I did not mean to change his words, 
but the President has spoken on this several times in the last few 
days, few weeks. His words govern. I cannot quote them for you di- 
rectly. But, of course, those are his choices and his words. 

Senator Sanders. OK. Thank you very much. 

Chairman CONRAD. Thank you. Senator. Thank you for respect- 
ing the time. 
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Senator Thune. Thank you, Mr. Chairman. Mr. Secretary, wel- 
come again. We had Secretary Geithner in front of the Finance 
Committee yesterday, and I appreciate your willingness to endure 
our questions. 

I asked you yesterday about the individual mandate and whether 
you thought it was a penalty or a tax. You said that was up to the 
lawyers to decide. And I assume you have an opinion about that, 
but I will not go into that. I do have a question, though. Do you 
know how much that raises in your budget in terms of revenues? 

Secretary Geithner. I have to respond to you in writing. I do not 
know the number. I do not have it at my fingertips now. 

Senator Thune. OK. 

Senator Thune. Well, my own view on where we are today, I 
mean, obviously we have a big problem which has been contributed 
to over the years by a lot of different factors. I think in a fantasy 
world where we were not fighting a war on terror, we might not 
have had to spend money fighting a war on terror, which would be 
great. But the fact of the matter is we have had to do that. We 
have had the debt grow just in the last 2 years alone by $3 trillion. 

Now, my own view is that that is understated significantly be- 
cause I believe that the health care bill, notwithstanding your as- 
sertions that it is actually going to reduce the debt and the deficit 
over time, is actually going to add significantly to it for a couple 
of reasons. One is I do not believe that this Congress is really going 
to cut $1 trillion out of Medicare. Now, maybe I am wrong, but 
when I first got here in 2005, we had a vote to try and achieve sav- 
ings of somewhere on the order of $40 billion, and I think Vice 
President Cheney had to come back from Pakistan in order to try 
and break a tie on that. And at the end of the day, I do not think 
it ever happened. So I am very skeptical about whether or not we 
are actually going to reduce Medicare spending. 

Second, there are a number of things, as was alluded to earlier 
by the Senator from Alabama, about the way that was scored, 
which I think — and we have heard testimony from the CBO about 
that, that it double counts revenue. Medicare, Social Security Trust 
Fund revenue being credited to the trust funds as well as being 
used to pay for the new entitlement program on the order of hun- 
dreds of billions of dollars. 

The CLASS Act, which was scored in the near term as a revenue 
raiser, is, I think, going to be a huge deficit increaser in the out- 
years. That, too, is something that in my view is going to dramati- 
cally understate the fiscal picture, particularly when you look at 
the long run. And the SGR, which was not included in that, there 
are 2 years of offsets, I think, in this budget for the SGR, but the 
SGR is going to have to be dealt with as well. 

So you have all this spending associated with the Affordable 
Care Act, and everybody says, well, it is going to be budget neutral 
or, better than that, it is actually going to generate surpluses over 
the years. I just do not subscribe to that. So I think this situation 
is much worse than actually most of us believe. 

The other thing I would argue is that the growth rates that are 
assumed in the budget, which are significantly higher than the 
CBO’s growth rates — 4.4 percent I think in 2012 is what 0MB as- 
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sumes, and CBO says 3.1 percent. That makes a huge difference 
in the deficits that we are going to he looking at and the debt that 
we are going to be looking at. 

So having said all that, I think this picture is much more grim 
than many of us realize, and it does come back, in my view, to a 
spending issue. You can look at — and the Chairman put up the 
chart. Over the period of time that he looked at, the five times the 
budget was balanced, the revenue was actually exceeding the his- 
torical average. But the other thing you have to look at, there was 
only one of those years that I saw where spending was not below 
the historical average. If we balance the budget, the assumption 
was that spending had to have been below the 20.6 percent average 
that we have seen over the past 40 years, too. 

And what are we spending today as a percentage of our GDP? 
25.3 percent. That is this year’s number. The historical average 
over the last 40 years is 20.6 percent. This is a spending issue fun- 
damentally. And we have to deal with it. And as painful and hard 
as some of those choices are — and I think the only way you do that 
is with the long-term structural changes in these entitlement pro- 
grams that are going to explode in the out-years. And this bu%et 
just does not address that. 

Again, I mean, I cannot tell you how disappointed we all are in 
that, and I know that they are saying, well, you guys come up with 
your plan. Well, there will be, I think, some suggestions made 
when the House Budget Committee does their budget resolution. 
But you still have 535 Members of Congress and only one Presi- 
dent. The President is the CEO. The President has to lead. The 
President has to say, “This is what I would do to fix this problem.” 
And kicking the can down the road for another 2 years until we 
get past the next election just does not cut it. So I think many of 
us up here are prepared to work with him to address the long-term 
problem we face. 

Just a couple of quick questions for you. And, again, as we look 
at what we are going to be facing in the years ahead, the Treasury 
Department, of course, is tasked with running the auctions of U.S. 
securities, and I am wondering if you have any concern that any 
of the auctions are going to fail anytime within the 10-year budget 
window if we follow this budget. 

Secretary Geithner. No, there is no risk of that. In fact, if Con- 
gress were to enact these proposals, meaning bring about this level 
of deficit reduction as a share of the economy in this period of time, 
you would see a dramatic improvement in investor confidence 
about the political will in Washington to deal with these problems, 
recognizing that it does not go far enough. But if Congress would 
enact it, go this far, it would be historic deficit reduction on a scale 
we have never as a country even been able to consider. And I say 
that acknowledging that it does not solve all our problems. 

Senator Thune. Maybe I am going to take issue with that, but 
it just strikes me that when you are — that the gross debt is going 
to grow to $26.3 trillion at the end of the decade. It is $14.3 trillion 
today. It is hard to see how you can get to where you are 100 per- 
cent debt-to-GDP, and in the second decade it goes above that, that 
the bond markets are going to recognize that and say this is some- 
thing that we believe is actually going to get the fiscal situation of 
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the Federal Government back in line. I have a hard time under- 
standing how that would be interpreted by the bond markets to be 
a positive thing. 

Secretary Geithner. Well, again, you know. Senator, this is all — 
you know, these things about confidence are all a judgment about 
the strength of political will in a country. And people do look at 
this country over history, and they say ultimately in the end Wash- 
ington figured out how to fix it and get ahead of it. Right now, if 
we do not actually do that, we will suffer the risk of gradual ero- 
sion in confidence, and that will hurt us as an economy. 

But I want to state, I know that people would like us to go fur- 
ther, and, again, if Congress can find a way to go deeper and fur- 
ther in a way that does not gut basic programs critical to our ca- 
pacity to grow without creating growth, then we will join you in 
that cause. But what troubled me about where you began is the fol- 
lowing: You said that you are concerned Congress will not have the 
will to enact the cost savings in Medicare and Medicaid that are 
in the Affordable Care Act. So I guess I would ask in response to 
that, if you are troubled about those cost savings, then what does 
that mean about what plan you are going to provide us for how we 
get this deficits down? Because then if you are going to say we can- 
not actually do that, then you are going to have to look at other 
things, and that is going to put us in the position where, I think — 
I do not know where else you are going to go, because you have 
to go to defense, or you are going to have to go dramatically deeper 
than the House on discretionary, non-defense discretionary, or you 
are going to have to go to revenues, like the Commission did on a 
substantial scale. But, you know, it is just a question about where 
you make those choices. 

Senator Thune. And if I could, Mr. Chairman, just in response 
to that, look, I do not disagree. I do not think Congress has the ap- 
petite to deal with some of these issues. But it was a fundamental 
mistake, in my view, to go after Medicare to fund yet a new entitle- 
ment program rather than using those savings to reform Medicare. 
I think you would have plenty of support up here for doing that. 

Secretary Geithner. But, Senator, again, I think I agree. That 
is an interesting strategic question. But you could also take the 
other view, which is that apart from the basic rationale of extend- 
ing coverage to all Americans, and apart from the other changes 
that are designed to improve how we use health care, you could ask 
yourself. Would Congress have legislated those reforms without 
that? It seems to me highly unlikely. 

Again, if you jeopardize that law, then you will take off the table 
what is more than $1 trillion of cost savings for the taxpayer over 
the next two decades. And if you take that off the table, you have 
to say where are we going to find that revenue, where are we going 
to find those savings. And you will have to go places I think you 
are going to find it much, much harder to go. 

Chairman CoNRAD. Senator Whitehouse. 

Senator Whitehouse. Thank you. Chairman. Welcome, Sec- 
retary. 

Secretary Geithner. Mr. Chairman, could I ask one question? 
Well, I do not want to take your time up. Go ahead. Sorry, Senator. 
Go ahead. 
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Senator Whitehouse. I am happy to defer my 7 minutes for a 
moment if the witness has a question he wants to ask the Chair- 
man. We can restart the clock — 

Secretary Geithner. It is up to the Chairman. I can do it at the 
end, if you want. 

Chairman CoNRAD. Yes, I think we should keep going because 
we have a lot of members left here. 

Senator Whitehouse. Mr. Secretary, you have described in the 
past the importance of the housing market to the economic recov- 
ery, that you opposed the foreclosure moratorium basically on those 
grounds, and so I would like to ask a few questions about the hous- 
ing market and specifically the mortgage situation, the foreclosure 
situation that is out there. And it strikes me that a lot of different 
arrows are pointing to a catastrophic bureaucratic failure on the 
part of the banks and the servicers in dealings with distressed 
homeowners. 

The HAMP program is operating at one-fifth of its self-defined 
level of success, which was about less than half of the actual fore- 
closure liability that we face as a country. So that cannot be seen 
as anything resembling a success. 

When I talk to my realtors in Rhode Island, to a person, literally 
at meetings with a dozen or more realtors, they have had short 
sales on the books with a bank, and that same bank has foreclosed 
on the property during the short sale, with the result that a prop- 
erty that was going to be sold for 90 percent of value is now 
trashed and is in the foreclosure pool at 40 to 50 percent of value. 

When you deal with, as we all do, our constituents who are try- 
ing to work their way through mortgage modifications, it is a night- 
mare. I have had people who have been dealing for 19 months. 
They never found a person who would give them their last name. 
They never had anybody involved who could make a decision. And 
recently in Rhode Island, to sort of put a fourth arrow on this, the 
local bankruptcy court has made findings that in virtually every 
case there is literally no response on the part of the banks when 
these problems come in, and so they have had to develop a special 
program to try to do something incredibly simple: get a human 
from the bank who will make a decision in the room with the 
homeowner before you throw him out of his house. That is so offen- 
sive to Deutsche Bank that they have actually challenged the regu- 
lation in court, and we are trying to resolve that legislatively. 

But when all those arrows point in the same direction — the 
HAMP failure, the foreclosure nightmare that people experience, 
the court decisions, the realtors’ short sale experience — they all 
point to a huge bank bureaucracy that is incompetent, that is tor- 
menting people, that is doing great damage to the investors — I 
mean, who got hurt when the short sale got wiped out because the 
bank foreclosed on its own short sale? The investors did. 

We have been corresponding about this, and you have been send- 
ing me all these cheerful letters about how, you know 

Secretary Geithner. Not cheerful. 

Senator Whitehouse [continuing]. Do not worry, good news is 
around the corner. 

Secretary Geithner. Not cheerful. Never cheerful. 
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Senator Whitehouse. And I do not see good news around the 
corner. We have been doing this for more than a year. Have you 
analyzed the extent to which the HAMP incentives are over- 
whelmed by the existing financial incentives that the servicers 
have for dealing with foreclosure, dealing with programs? My take 
is that they are insignificant and, therefore, have not — that is one 
of the reasons the HAMP program has failed. 

And the second thing is you have kept issuing these sort of 
memoranda and suggestions as to the timeframe within which 
banks should be acting. They are not. They just are not. I do not 
care what timeframe you have said. They are not doing it. 

Where are you in terms of enforcement? Have you punished any- 
body for not doing it? And have you looked specifically at whether 
they are phonying up the file by continuing to demand — one of the 
things we hear all the time is that people have the same records 
asked of them six, seven, eight times. It strikes me that there is 
at least a reasonable case to be made that because your sugges- 
tions for the timing on this start with the close of the file, they 
have figured out that if you keep asking people for the same infor- 
mation over and over again and chucking it in the file or whatever 
they are doing, they can wait and never have the file closed and 
never start your clock. 

So either your suggestions to them for timing are just failing, or 
they are not being enforced, or they are being gamed. Please tell 
me where that is, because I do think that is important to the un- 
derlying economic recovery. 

Secretary Geithner. Senator, you are absolutely right that this 
is a tragic, terrible mess across the country still, and we are not 
coming to the end of that amount of pain and risk and trauma to 
homeowners caught up in this crisis. And many of them are com- 
pletely innocent victims of the failures of the system before this. 

Now, you are also right that servicers and banks on the whole 
I would say are still doing a terribly inadequate job of meeting the 
needs of their customers, helping customers navigate through this 
basic process. And we are going to have to do a better job of trying 
to reach as many people as we can reasonably reach with these 
programs. 

Now, one thing about what we have accomplished, because it is 
important to recognize this, it is — about 4 million people have ben- 
efited from mortgage modifications since these programs were 
launched. Now, a relatively small number of those are permanent 
modifications in HAMP, but do not understate, please, the impact 
that it has had on millions of homeowners in reducing their month- 
ly payments. 

There are people we are not going to reach with these programs 
because a lot of the people facing foreclosure are individuals for 
whom it is their second home, it is 

Senator Whitehouse. I get it. Let me interrupt, because I under- 
stand your point. All foreclosures cannot be prevented. That is not 
the point. And that was not the point when I urged you to do a 
foreclosure moratorium. The point of the foreclosure moratorium 
was not to stop all foreclosures. The point of the foreclosure mora- 
torium was to smack the banking industry and the servicers up the 
side of the head and let them know there are not going to be fore- 
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closures until they sort out this mess that has been for 2 years a 
bureaucratic nightmare that is ensnaring millions of Americans. 
And it is that bureaucratic nightmare that is the focus of my ques- 
tion, not the fact that for some people foreclosures are inevitable. 

Secretary Geithner. I was going to agree with you, not disagree 
with you, in your characterization of the problem. You asked why 
isn’t it stronger, why isn’t it better, and you are right that this is 
always a mix of compulsion and incentive, and the incentives 

Senator Whitehouse. Who have you whacked for failing? 

Secretary Geithner. Under the law, we do not have the power 
under the law to compel. We have the capacity financially to pro- 
vide incentives. Now, I think those incentives have not been power- 
ful enough in all cases to overwhelm the rest of the muck these 
servicers have created. I agree with you about that. But we do not 
have the power to compel. Congress did not give us that power, and 
that limits our leverage over the outcome. 

However, we are doing as much as we can given the tools Con- 
gress has given us to try to reach more people, and we are going 
to be able to reach substantially more people, although we will not 
come close to those initial estimates we laid out at the beginning 
of the program. 

Senator Whitehouse. My time has expired. Thank you. Chair- 
man. 

Chairman CoNRAD. I thank the Senator for respecting the time. 

Let me just indicate to members, they have told us now- -we ex- 
pect a vote at 11:50. We have five members left. We are doing 7- 
minute rounds. The math does not quite work. So I am just going 
to ask everybody please come right in at the 7 because I will stay 
here until we have 5 minutes left on the vote so everybody gets a 
chance. 

Senator Johnson. 

Senator Johnson. Thank you, Mr. Chairman. I can talk fast. 

Mr. Secretary, nice to meet you. There were a couple of inter- 
esting statements you made. The first one is basically it would be 
excellent if we could go further in deficit reduction. If you believe 
that, I guess my question is: Does the President believe that? And 
if he does, why doesn’t he lead? 

Secretary Geithner. Again, the question is how you do it. The 
challenge is not principally or only about how fast or how far you 
bring down the deficits, though that is really important. The ques- 
tion is how you do it. And the how matters because, again, you 
have to care a lot about the basic strength, competitiveness growth 
of the country, what you do to invest in incentives, education, 
things like that, but also you have to ask yourself what can you 
legislate. Because, again, if we sit here and we just talk about it 
forever and we do not legislate 

Senator Johnson. It would be far easier to legislate if there was 
leadership from the President. 

Another comment you made was — this is maybe an unfair para- 
phrase, but you said, “What is your plan?” I mean, is this just po- 
litical — are we playing a game of chicken here? 

Secretary Geithner. No. Again, the way our system works — and, 
again, our system has a lot of strengths, but a lot of weaknesses, 
and I would say, as I said at the beginning, our current budget 
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process does not work, has not delivered sustainable outcomes in 
this context. The way our system works is the President has to pro- 
pose. We have to take the burden, as we have done, to lay out a 
plan for how we choose, how we propose to address these chal- 
lenges. 

Now, that is just the start of the process, and the way the proc- 
ess works is everybody else has the obligation and the opportunity 
to say we think here is a better way to do it. And then the process 
begins. So it is just the first stage of the process, and, again, we 
are not asking you to like the plan. You do not have to embrace 
it. But what we do want to see is if you want to go deeper or get 
there on a different path, tell us how you think we can do it. 

Senator Johnson. We only have one President, and I am just 
going to tell you, I think the American people is hungering for lead- 
ership. The reason I ran for the Senate is because I believe we are 
bankrupting this Nation. You mentioned the unfunded liability. 
The figure I look at is the U.S. debt clock, that website. They list 
the top three entitlement programs. The total unfunded liability of 
those programs are $112 trillion. Total U.S. assets — household, 
small business, corporate assets — is $73 trillion. That is a $39 tril- 
lion shortfall. That is a huge problem. 

And, again, what numbers do you use in terms of the unfunded 
liability? 

Secretary Geithner. Well, Senator, again, I assure you, you can- 
not make me more concerned than I am as Secretary of the Treas- 
ury about the unsustainability of these commitments. And, again, 
I welcome, as everyone should, the fact that after years where peo- 
ple said deficits do not matter, these things pay for themselves, we 
do not have to care about the cost of this kind of stuff, people are 
coming around today and saying we are for trying to deal with this 
basic challenge. So that is a good thing to happen. We are seeing 
it at the State level. That is a very good thing to happen. So we 
have a chance now to try to translate that hunger for change on 
this kind of stuff into stuff that will actually matter over time. 

But, again, we are not trying to put the burden on you. The Con- 
stitution puts the burden on you. What we did is lay out this is our 
path. Happy to work with you. And, again, we recognize there are 
different ways to do this, but you have to make choices about what 
you are going to do to programs and about growth and about fair- 
ness. 

Senator Johnson. OK. Let me ask a couple nuts-and-bolts ques- 
tions. I asked Director Lew the same question. I look at your — on 
your Table S. 1, your total cumulative deficit over that 10- or 11- 
year period was $8.9 trillion. Gross Federal debt increases $12.8 
trillion. That is a $4 trillion difference. 

Now, I know about $1 trillion, as I am looking at the figures, 
looks like it is an increase in financial assets. Where is that other 
$2.8 trillion increase in debt? Do you follow my question? 

Secretary Geithner. I do not. I am sorry. 

Senator Johnson. Total cumulative deficit increases $8.9 trillion, 
but our debt over that same period is growing by $4 trillion — I 
mean, by $12.8 trillion, an additional $4 trillion in debt over the 
deficit. I do not have a good explanation. Director Lew said that it 
was an increase in Social Security surplus. That makes no sense. 
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Secretary Geithner. Can I think about that and then respond 
accurately in writing? I just need to think about it a little more 
carefully. I do not know how to explain it 

Senator Johnson. We will submit that in writing. 

Senator Johnson. I am concerned about three areas of risk in 
your budget. First of all, economic growth. Would you agree with 
the basic statement the more you tax something, the less you get 
of it? 

Secretary Geithner. No, I would not agree with that. I think 
that — well, let me put it differently. If you want to think about rev- 
enues and the effect on growth, you have to think about it in the 
context and the size of our deficits. You need to look at not just the 
overall level of revenues relative to GDP. You have to look at what 
is the resulting deficits you are still left with. And so, again, what 
we propose is something that brings revenues back to a level 
slightly above their historic average. Only slightly above. Only 
slightly above, and we think that is sustainable over time. 

Senator Johnson. The historic average is about 18.8 percent, 
correct? Regardless of marginal tax rates, isn’t that kind of 
Hauser’s Law? And what you are looking at is the last half of the 
1990s when we had an incredibly strong economy and we did in- 
crease tax rates, and people could not basically shield their income. 
But then it did end up resulting in a recession. 

Aren’t you relying on unhistoric rates of percent of GDP in terms 
of revenue? 

Secretary Geithner. No, again, the numbers are what they are. 
Again, you can disagree about what the impact is, but we are talk- 
ing about rates overall that prevailed at a time when the economy 
was doing incredibly well relative to what we saw in the succeeding 
decade. So, again, I think our economy would do fine under those 
rates 

Senator Johnson. Now we have an extremely weak economy. 
How would increasing taxes produce that type of revenue? I think 
that is a really bad assumption? 

Secretary Geithner. No, I am not — again, I do not — I am not 
going to try to change your view about the economics. I am saying 
what we are proposing is a reasonably balanced set of revenue 
changes and spending proposals to achieve very substantial deficit 
reduction. And if you want to go deeper, then you have to figure 
out whether you do more revenues or you do more spending cuts, 
and those have consequences for growth. Again, you know, this is 
not — no one will say any plan is a perfect plan. 

Senator Johnson. I understand. 

Secretary Geithner. But it is a proposal. 

Senator Johnson. Let us talk about the risk in your health care 
projections. Basically the CBO, the way you gave them the figures, 
they are scoring it as a $1.5 trillion deficit reduction over two dec- 
ades. 

Secretary Geithner. Well, again 

Senator Johnson. Are you familiar with the ex-CBO’s Douglas 
Holtz-Eakin’s study where he is talking, instead of 3 million people 
moving into those exchanges 

Secretary Geithner. Senator, again, a great strength of our sys- 
tem is you and I do not get to decide these numbers. We have an 
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independent, nonpartisan office that makes these judgments for us. 
So you do not need to take my word before anybody else’s. Only one 
word governs, which is a good thing for the country, and it will be 
CBO’s judgments. All I was doing is repeating them. They are not 
mine. They are theirs. 

Senator Johnson. Do you agree only 3 million versus — OK. 

Chairman CoNRAD. Senator Coons. 

Senator Coons. Thank you, Mr. Chairman, and thank you, Mr. 
Secretary, for being with us today for this engaging conversation. 

This morning, families in Delaware woke up to more tough news. 
About 100 folks are getting notice from Perdue they are getting 
laid off in our poultry industry. About 80 people due to A&Fs ongo- 
ing bankruptcy are going to lose their jobs in my home county in 
the grocery store. As I think Senator Sanders strongly pointed out 
earlier in this hearing, this continues to be a very tough time for 
working folks in this country. 

What in this budget gives them and should give me some opti- 
mism about the investments you are making to try and strengthen 
this recovery? 

Secretary Geithner. Well, I think you would have to look at the 
proposals for a very, very substantial improvement in public infra- 
structure, which is very good for you to think about these chal- 
lenges, because a lot of the unemployment caused by the crisis was 
concentrated in construction. So that is one plan. 

A second piece of this I would look at is the tax incentives that 
are there for investment. It is very important we do everything we 
can to make sure the Tax Code is making it more likely that the 
great American companies, small and large — and foreign compa- 
nies, too — are building their next facilities here so that we are cre- 
ating and building more jobs in the United States. 

We are proposing a substantial set of changes to help improve 
export growth. There has been very good export growth in the early 
part of the recovery, and it is very broad-based. Manufacturing, in- 
dustrial production, agriculture, high technology — there is a lot of 
job growth with that. 

There is a whole range of other proposals in there to help encour- 
age innovation, education. That is what I would focus on. 

Senator Coons. Some have criticized your growth estimates as 
being overly ambitious. I am optimistic, given some of the pro- 
posals in here, that they are potentially achievable. Things like the 
zero capital gains and small business investment I think are par- 
ticularly a good idea. Making permanent the R&D tax credit I 
think is an excellent idea. You testified yesterday in the Senate Fi- 
nance Committee and touched on repatriation of foreign-earned 
profits and the possibility of tax reform, which I think has to be 
a piece of the solution here moving forward. 

Help me understand how you think it might be possible to 
change our current corporate rate, encourage repatriation in a way 
that would reinvest in hiring and in capital and in R&D rather 
than simply in bonuses or dividends, and how you might structure 
that. You also — I was interested — suggested that we could make 
fundamental change in the corporate rates and the corporate struc- 
ture without doing it on the individual side. As Senator Ensign 



685 


mentioned before, there are some complexities to doing that. I 
would be interested in hearing your views. 

Secretary Geithner. Well, I guess I would just stay with these 
simple, basic principles, elements about design. Again, you want to 
bring the statutory rate, which is now the highest in the world, 
down very substantially. You want to bring it closer to the range 
that prevails across our major competitors. To do that, you have to 
substantially reduce, scale back a set of very broad-based tax pref- 
erences that go to businesses. You need to do that in a way that 
makes clear that we are reducing, not improving, opportunities to 
shift income and investment outside the United States. You want 
to change those incentives in the other direction to the extent you 
can. And you cannot do that responsibly if you are going to be add- 
ing to future deficits. You have to do it in a way that is revenue 
neutral. 

Senator Coons. Right. 

Secretary Geithner. You cannot, I think, offer the hope of rais- 
ing more revenue from business as a whole over time because we 
live in a much more competitive world. But you cannot take the 
other risk, which is that we lose revenue. 

Senator Coons. And for those very folks I mentioned who today 
are getting bad news, how do I reassure them that by making that 
dramatic reduction in at least the statutory corporate rate I am not 
simply — were I to be supporting that, I am not simply encouraging 
more offshoring, more loss of American manufacturing jobs? You do 
have some specific incentives targeted at manufacturing, I think 
are a strong part of this plan. But I am very concerned about how 
we make sure that we do not further lose manufacturing in this 
country. 

Secretary Geithner. Well, again, the critical test we apply to 
any reform program that we are presented with or that we propose 
would be we improve, not reduce, the incentives to invest here; we 
reduce, not increase, the opportunities to shift income outside of 
the United States. That is a critical test. And it is very important, 
as you are implying, that when you look at these proposals for 
changing how we tax worldwide income, territorial options, you do 
not — not just risk losing revenue, but you do not want to create the 
incentives to have more of that stuff happen outside the United 
States. 

Senator Coons. There are a number of things about how budget 
scoring works here at the Federal level that are new to me. I got 
familiar with how to balance budgets at the county level. The Fed- 
eral budget is fundamentally different. There are a number of 
things folks have brought to me that I am trying to get my head 
around. One of them is the idea that the student loans, when they 
have been moved to direct lending, are scored as being without 
risk, essentially presumed to be fully repaid, and that that creates 
the impression, the false impression of savings, when, in fact, any 
realistic assessment would include some risk. Can you comment on 
that? 

Secretary Geithner. You know, I need to think about that a lit- 
tle more carefully, but I would be happy to respond to you in writ- 
ing about that. 
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Again, I think the general principles we try to abide by and we 
should abide by are that you need to show on the budget the full 
costs, the potential risks of loss associated with any type of loan 
or guarantee program, whatever its basic form. And obviously it is 
important we try to achieve — hold to that. But I would be happy 
to think about that more carefully and get back to you. 

Senator Coons. Please. 

Senator Coons. Then, last, there are some, I think, strong moves 
in this budget in terms of the sustainable growth rate, the doc-fix, 
so-called, and the changes to the Pension Benefit Guaranty Cor- 
poration. Could you just give me a little more detail on the PBGC 
changes and how that will ensure stability or solvency farther into 
the future and, thus, reduce some of the future liabilities that I 
think all of us on both sides here are quite concerned about? 

Secretary Geithner. Well, the way the current PBGC, the ben- 
efit scheme works is, just to be direct about it, we do not give the 
PBGC the capacity, the authority to charge a guarantee fee that 
covers their liability. And what that means is all sorts of other peo- 
ple pay the costs of those unfunded pension funds when companies 
fall into bankruptcy. So, again, a basic test of responsibility is you 
want to make sure, if you are providing guarantees, you need to 
charge for them. They need to be risk based, and they need to be 
fair in design. We do not allow them to do that now. We think that 
is important for Congress to do. 

Again, if you think about the consequence of getting that wrong, 
think about Fannie and Freddie. 

Senator Coons. I think the point and that model also should be 
applied to the student lending work that the Federal Government 
is now more directly involved in. 

I will close, if I might, Mr. Chairman, by saying, you know, while 
Senator Sanders I think laid out a very compelling case about how 
we got here, I was encouraged by Senator Ensign’s tone, which 
really focused on how do we solve the problems that all of us have. 
And I do think that we need to look to leadership across both sides 
of the aisle, by this Committee and by the other chamber of Con- 
gress, and invite the President to join us. 

Thank you very much, Mr. Chairman. 

Chairman CONRAD. Thank you. Senator. 

Senator Toomey. 

Senator Toomey. Thank you very much, Mr. Chairman, and 
thank you, Mr. Secretary, for joining us today. 

I would like to address the debt limit debate that is upon us, but 
I want to start with a little bit of context, and we have touched on 
some of these things. But it is very important, I think, to inform 
our judgment as we debate the debt limit. And I want to emphasize 
a point that Senator Thune made earlier. While we rightly focus 
on the level of our deficits and our debt, it is spending that hasten 
us here. Since 2000, just since 2000, total Federal spending has 
doubled. And so we have debts now — deficits now far greater than 
deficits we were running recently. In 2007, for instance, as you 
know, Mr. Secretary, our deficit was only 1.2 percent of GDP. This 
year it is over 10 percent. It is over $1.5 trillion. 

This is a recent phenomenon. The public debt that we had in 
1988 was about 41 percent of GDP. In 2008, public debt was about 
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40 percent of GDP. Today it is 64 percent, and by October it is 
going to be 72 percent of GDP. The debt has doubled in 4 years. 
It is scheduled to triple in 11 years. And as we discussed briefly 
earlier, but I really want to stress, this is a fraction of the problem 
that we have. The unfunded liabilities that we have, the contingent 
liabilities through the guarantees of Fannie and Freddie, the big 
entitlement programs, you know, we could argue about how to do 
the math and how to discount this unfunded liability, but anyway 
you do it, within reason, it is a number that is at least well into 
the tens of trillions, and it might be, as Mr. Johnson says, over 
$100 trillion. So any way you look at it, those obligations dwarf the 
numbers that we have seen on the board, the actual publicly traded 
debt. 

So I think we have an enormous problem, and it is already upon 
us. And what concerns me is what this administration has done in 
this environment. What have we seen? The administration created 
a new trillion dollar entitlement program, launched an $800 billion 
stimulus spending, pushed huge increases in discretionary spend- 
ing in recent years. The President is now calling for another — basi- 
cally a stimulus bill, $50 billion to build high-speed rail, which I 
think would be a shocking waste of money. The President is threat- 
ening to veto a CR because the Republicans want to cut back the 
spending that was added in the last couple of years. And the Presi- 
dent proposes a budget that increases our debt every year, and I 
think you acknowledge that CBO will observe that it increases it 
even as a percentage of GDP. And the President, as we have ob- 
served repeatedly this morning, does absolutely nothing about the 
entitlements that are ultimately driving this whole train wreck. 

In fact, I think part of the problem is the administration is popu- 
lated with people who think at some level that the more Govern- 
ment spends, the richer we all become. And I just have to say this 
just is not working, and I think this is dangerous. And I think the 
administration thinks it is working, but I do not. 

So when the President says that now that the country has, meta- 
phorically speaking, reached the limit on its credit cards and we 
should just give it a new one and not make any changes to the 
process, talk about that later, I just do not think that is a good de- 
cision. 

Now, let me emphasize — and I have said this before, and I have 
said this to you, Mr. Secretary — I am willing to vote to raise the 
debt limit. But I am only willing to do that if we are going to make 
the cuts in spending and the changes in process that got us here. 
You have acknowledged that the process is broken. I just do not 
think we can kick this can down the road anymore. 

Now, we apparently disagree about whether we should make in- 
creasing the debt limit contingent on getting the kind of process re- 
forms that fix this problem. But there is one thing that I know we 
do agree on — and this is something I have also written about — and 
that is, under no circumstances should the United States ever even 
get close to defaulting on the debt that we have issued. And I know 
you agree with that. It would be a complete disaster. It is unneces- 
sary. We have a moral obligation to repay people who have lent us 
money. 
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And so, as you know, I have introduced a bill that would simply 
guarantee that as we try to resolve our differences over what to do 
about the debt limit, if we have not got it resolved at the time at 
which we reach it, we would at least not default on our debts. And 
my bill would do that by simply requiring that the Treasury make 
as a priority payments on interest and principal, with the ample 
resources the Treasury would continue to have. 

Now, you have argued that my bill does not work, and while at 
least implicitly you have acknowledged that, yes, you could con- 
tinue servicing the debt, even delays in payments to vendors would 
be perceived by the markets as much of a default as a missed pay- 
ment on a Treasury bond. So basically you are telling us that if we 
have to delay a payment to the guys who mow the lawn around 
The Mall, that would have the same kind of impact and cause the 
same kind of financial crisis that would result if we failed to make 
an interest payment on a Treasury security. 

I have to tell you, Mr. Secretary, that is just not true. I spent 
years as a professional in the bond market. I was trading fixed-in- 
come securities, including U.S. Treasuries. But whether you are a 
bond trader or whether you are a pension fund manager in Pitts- 
burgh or a senior citizen in Allentown investing your IRA savings, 
the market knows the difference between delaying a payment to a 
vendor and defaulting on our Treasuries. 

Chairman Bernanke was asked last week at the Budget Com- 
mittee in the House if he thought it would be a good idea for the 
Federal Government to adopt this kind of bill. His answer was, and 
I will quote: “Well, it would reduce the risk of the debt limit, that’s 
for sure.” 

So I have to say I think it has been inappropriate for the admin- 
istration to raise the specter of a default on our debt in the context 
of this debt limit, because you and I both know there is no cir- 
cumstances in which we are going to default on our debt. We 
should not even really have to have this discussion because we 
know this. But since the administration has raised this specter, I 
felt it was necessary to try to clear this. 

I believe that we are already in the early stages of a fiscal train 
wreck. I think the problem is very, very serious. It is a spending 
problem that both parties are responsible for to varying degrees. 
The debt level, if you ask me, is already at dangerous levels. I just 
do not think we can kick this can down the road any further, and 
I think what the administration is implicitly asking us to do is to 
just go ahead and give them another credit card without making 
the fundamental process reforms that we need to get onto a sus- 
tainable path. 

Secretary Geithner. May I respond, Mr. Chairman? 

Chairman CONRAD. Certainly. 

Secretary Geithner. Senator, you and I probably disagree on 
less than you think, and I appreciate very much your review of his- 
tory about what produced this big acceleration or debt burdens, be- 
cause that is a very helpful context for everybody, and I very much 
appreciate your commitment to making sure that people under- 
stand we will meet our obligations to the country. You are right to 
emphasize the cost of not doing so, and we should not let the mar- 
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kets start to build any risk that Congress will not ultimately pass 
that increase we need. 

But I just want to make sure that I clarify one thing that is very 
important which is that we agree that we have to work together 
on a plan that Congress can enact that will start to deal with these 
very daunting, very formidable deficit challenges. A hundred per- 
cent agree with you. That is critically important. We cannot put 
that off. And again, we look forward to working with the processes 
that are set up to try and make sure we achieve that. 

But I would caution everybody against taking any risk that Con- 
gress does not act to increase the limit within the timeframe we 
need, because for the reasons you said, we cannot afford to let the 
market lose any confidence that ultimately Congress will act well 
in advance of any time we are going to hit the limit, because that 
would be catastrophic, would cause grave damage to the recession, 
to the expansion underway, to our capacity to dig out of this reces- 
sion, and we cannot afford to take that risk. 

Chairman CONRAD. Senator Portman. 

Senator Portman. Thank you, Mr. Chairman. And, Mr. Sec- 
retary, thank you for your testimony today. I want to associate my- 
self with the comments of Senator Sanders, actually, which might 
seem unusual to you. But he said he thought this was an extraor- 
dinarily strange conversation, and I agree with him for different 
reasons, as you might imagine. 

I just think we are at the point in our country’s history where 
we can’t afford to play politics, and I think this budget presen- 
tation, which has been talked about a lot, and Senator Toomey just 
talked about some of the numbers, it is a political statement and 
it does not rise to the challenge. In fact, it does not rise to the very 
challenge the President has laid out, including the challenge you 
have laid out and Director Lew has laid out and others. 

So that is what I find strange about this conversation. You said 
to us today that by doubling the gross debt between last year and 
10 years from now, which is in the budget, by ending up with inter- 
est payments on the debt alone that are in excess of all of the dis- 
cretionary spending, by the fact that we have this fiscal time bomb 
on our doorstep and we are not dealing with this in this budget, 
you called it unsustainable today. 

You have acknowledged that there will be weaker growth in our 
economy because of the debt that is building up under this budget. 

Secretary Geithner. If we do not act. 

Senator Portman. Well, under your budget, you are saying, you 
have acted 

Secretary Geithner. No, no, absolutely not. 

Senator Portman. You have put forward your 

Secretary Geithner. No, no, no. 

Senator Portman. You said that there will be weaker growth be- 
cause of the debt which will be — the gross debt will be over 100 
percent of our GDP 

Secretary Geithner. No, if Congress does not 

Senator Portman [continuing]. Under this budget. 

Secretary Geithner. If Congress does not act, then we face that 
risk, but 
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Senator Portman. No. I am talking about the numbers in your 
budget. This is unsustainable. I assume you still agree with that. 
If you do not, this is an extraordinarily strange conversation, if the 
Secretary of Treasury does not believe that 100 percent of GDP is 
going to limit growth in our economy. 

And then you ask us, well, we are waiting to see what you pro- 
vide us. Look, this has to be an effort, again, that gets away from 
the politics. We cannot afford it and we have to start solving the 
problem. I would say that, unfortunately, as you have noted your- 
self today, and I appreciate your candor on this, your budget is 
worse than it looks. CBO will end up saying that these deficits are 
higher than you have projected. In fact, I suspect they are going 
to end up saying that it grows our deficit not just in nominal terms, 
but as a percent of GDP. 

Let me give you one concern that I have here. Your growth as- 
sumptions are too high, and we have talked about this. But if you 
use the CBO growth assumptions and the Blue Chip, the private 
forecasters’ growth assumptions, compared to yours, and I am ex- 
trapolating here from CBO’s rule of thumb which is a lower growth 
rate of .1 percent, it would result in a 10-year deficit of about $310 
billion. If you assume .5 percent lower growth, which is what the 
difference is between the Blue Chip, CBO, and yours, we are talk- 
ing about a higher deficit of over $1.5 trillion over the next 10 
years. 

Now, that wipes out all of the claimed savings in your budget, 
that alone. So this situation is even worse than, again, being stated 
in your budget and I think we will see this through the CBO anal- 
ysis. 

My other concern, obviously, is that the growth side of the equa- 
tion is not addressed. You and I have talked about this. And I com- 
mend you yesterday for talking about the necessary expansion of 
exports we need to get this economy growing again, and, in fact, 
you had specifically talked about your support for the three trade 
open agreements that have already been negotiated and giving the 
President the ability to negotiate further trade openings. 

I would ask you today to talk a little about the pro- growth side 
of things. We are looking at 9.6 percent unemployment in Ohio 
today. We have lost over 170,000 jobs in Ohio since the stimulus 
was signed into law 2 years ago today. Today is the anniversary. 

We still do not have the kind of growth we need, coupled with 
the spending restraint, to get this deficit and debt under control. 
I would just ask you about what you would support. I know you 
claim there are some things in the proposal on growth and on taxes 
that will help the economy. I see just the opposite. I see the tax 
increases. I see the lack of any tax reform, a huge opportunity 
missed. 

In fact, I look at your budget and you actually continue this as- 
sault on deferral, which is where you have a LJ.S. company that 
does business overseas being taxed more under your budget. There 
is a recent report out on this by Robert Shapiro, who was a Clinton 
administration official, and AEI that says the elimination of defer- 
ral would cost U.S. companies 159,000 jobs. 

In Ohio, by the way, there is a separate study that has been done 
by an economist at Kenyon College that says it is 17,000 jobs lost 
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in Ohio. And yet, your budget continues a number of changes to an 
international tax system that limits this practice. 

So if you could address, what do you think we ought to be doing 
in terms of taxes? Can we lower the rate and broaden the base and 
make our tax system more efficient and therefore add more to eco- 
nomic growth, which in turn will add more revenues? And why is 
that not in the budget? And what else would you propose to get 
this economy moving? 

Secretary Geithner. Senator, let me just start by again acknowl- 
edging that you have a long distinguished career in the Executive 
branch. It is nice to see you back here helping solve these prob- 
lems. 

When I left the Treasury at the end of 2000, the CBO was pro- 
jecting us to have surpluses in the range of, I would say, north of 
$5 trillion over the next 10 years, and when I came back in on Jan- 
uary 1, 2009, CBO was projecting, I think, a $13 trillion swing in 
the projected deficits facing the country as a whole. And I think it 
is very good to hear, across the political spectrum now, a recogni- 
tion that we have a deep imperative to recognize deficits matter 
and we have to fix them over time. Again, we are looking forward 
to working with you on how best to achieve that. 

I want to say a couple things in response to your points you 
made in your questions. A few things on the growth assumptions. 
CBO’s are lower in part because they have to assume that the 
Bush taxes, all of them, expire in 2013. That is a big hit to GDP. 
We are not proposing that. It forces CBO to show lower growth es- 
timates because of that. 

Now, when they score our proposed policies, they will show a 
higher GDP growth than they did initially because of that basic 
change. Again, you have had the privilege of doing these assump- 
tions before. Nothing perfect in them. 

Senator Portman. How about Blue Chip? 

Secretary Geithner. And you are right. Our growth scenario is 
just a little above Blue Chip, but I actually look back and compare 
them to yours when you were 0MB Director, and my suspicion is, 
you will find when you look at them 

Senator Portman. When the deficit was one-tenth of what it is 
today. 

Secretary Geithner. No, but — well, again, not dramatically high- 
er than when I left the Treasury. 

Now, if you look at our growth assumptions over the next 10 
years, we are assuming, as we should, that growth on average is 
significantly lower than it is in past recoveries, as we should expect 
given the nature of this basic crisis. 

But again, the good thing about our system is, CBO will govern. 
It is their assumptions that govern. You and I do not need to de- 
bate the future. They will decide for the Congress. 

Now, on deferral, just one quick thing on deferral. I know this 
is unpopular proposals for a lot of people in the business commu- 
nity, but let me explain what they are designed to do. They are de- 
signed to, again, reduce the incentive to shift investment outside 
the United States. 

So as you know better than anybody, if there are two companies 
in your state today and one builds their next plant outside the 
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United States, one builds their next plant in your state, that first 
company gets a lower effective tax rate. That means they have in- 
centives to make that next marginal investment outside the coun- 
try. 

We do not think that makes sense at a time when we want to 
encourage more job creation investment here, so we want to re- 
dress that, at least get it back to neutral. But again, I think our 
view is the best way to get there, is through a comprehensive re- 
form that lowers the statutory rate very substantially, but does it 
in a way that is deficit neutral. 

Senator Portman. That would have heen great to have seen in 
the budget and we can talk about this, but what it does is it hurts 
jobs in this country because we are not able to sell as many prod- 
ucts overseas. That is the point of growth. 

Chairman CONRAD. Senator Cornyn. 

Senator Cornyn. Thank you, Mr. Secretary, good to see you. Is 
it correct to say that this proposed budget relies, in part, on a $1.6 
trillion tax increase over the next 10 years? 

Secretary Geithner. Well, the way I encourage you to look at 
this, you should look comprehensively at the tax proposal in the 
budget, and I will just do the numbers for you. 

Senator Cornyn. With all due respect, would you answer my 
question? 

Secretary Geithner. Three trillion in net tax reductions for indi- 
viduals. 

Senator Cornyn. I am not talking about — I am asking, does it 
increase taxes for some taxpayers on $1.6 trillion? 

Secretary Geithner. Oh, absolutely. As I said, we are proposing 
to allow the tax cuts for the top 2 percent to expire. We are pro- 
posing to reduce tax expenditures for the top 2 percent. And there 
is a series of other changes, more modest changes, that do raise 
revenues, but you have to look at the overall 

Senator Cornyn. Let me ask you specifically, Mr. Secretary, be- 
cause time is limited. $90 billion of tax increases in the President’s 
budget are going to be imposed on the domestic energy industry 
under this budget. This is a sector that is one of the largest em- 
ployers in the country supporting more than 9.2 million jobs, con- 
tributing 7.5 to GDP, and which is already contributing $100 mil- 
lion a day to the Federal treasury. 

How does that tax increase on the domestic energy industry re- 
duce our reliance on imported oil? 

Secretary Geithner. Well, Senator, you know the arguments in 
this context. What we are proposing to do is to scale back what are 
very expensive tax expenditures that go to a limited number of in- 
dustries and distort overall investment and require all other busi- 
nesses to pay more tax as a result. And that is one proposal in that 
direction. 

Senator Cornyn. Well, if you increase taxes on domestic energy 
supply, that will translate into increased costs of gasoline for con- 
sumers and diesel, will it not? 

Secretary Geithner. No, it will not have that effect because the 
price of oil and gas as a result is set in the world markets and 
modest changes in the subsidies we give the domestic oil company 
will not affect the price. 
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Senator Cornyn. So you can increase taxes on an industry and 
it will have no impact on price to consumers, is what you are say- 
ing? 

Secretary Geithner. In a market like this, I believe almost any 
economist would tell you that there will be no impact on the broad 
price of oil to the U.S. consumer. 

Senator Cornyn. Will you agree with me, if you increase taxes 
on domestic production of energy, it will necessarily increase our 
dependence on imported energy because they will not bear that 
same tax burden and it will be cheaper? 

Secretary Geithner. No, probably not materially at all. But you 
are right, we are proposing to reduce the subsidy we give through 
the Tax Code to that industry. Now, they still will benefit a whole 
range of other subsidies, but we are proposing to reduce those 
again because we do not have unlimited resources. And again, if we 
do not do that, we are going to have to raise taxes on somebody 
else. 

Senator Cornyn. Let me go on to another question, which I con- 
tinue to be amazed that there is any really disagreement, that in- 
creasing taxes on an industry will not have an impact on con- 
sumers. But I hear your answer. 

Senator Sanders asked a number of questions about tax, who 
pays taxes, and isn’t it true that about 97 percent of the income 
taxes that are paid in America today are paid by the top 50 percent 
of income earners? 

Secretary Geithner. Well, again, you know these numbers. I 
think what the Senator was pointing out, which is true, which is 
if you think about 

Senator Cornyn. Well, I am asking what I am — my question, not 
his. 

Secretary Geithner. Again, what I would look at is, what is the 
effective tax rates for people who make, for example, in the top 1 
percent of income. What is their effective tax rate versus the effec- 
tive tax rate of middle class America. And that is the question he 
was speaking to and I think he is right in that. 

Senator Cornyn. Well, but my question is, isn’t it true that 97 
percent of income taxes are paid by the top 50 percent of income 
earners in America? 

Secretary Geithner. Well, I am not sure exactly what those 
numbers are, but I would be happy to provide them in writing. 

Senator Cornyn. Well, if you are not sure about the exact num- 
ber, isn’t that approximately correct? 

Secretary Geithner. I am not sure. Again, you are right to say 
that a large fraction — because income inequality is so high in the 
United States, a large fraction of tax revenues come from the rel- 
atively well-off, but their effective tax rate is, in many ways, sort 
of strangely much lower than the average, you know, a less fortu- 
nate American. 

Senator Cornyn. Mr. Secretary, I do not expect you to know the 
exact numbers, but I am, frankly, astonished that the Secretary of 
the Treasury would not know generally where the tax burden lies. 

But let me just ask another way. Would you agree with me that 
the top 20 percent of income earners in the country pay approxi- 
mately two-thirds of Federal taxes? 
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Secretary Geithner. Again, that sounds broadly right, but I 
think what you are debating a little bit is what is the distribution 
of the effective tax burden, and one way to measure that is what 
is the rate they pay relative to income. 

Senator Cornyn. Well, I am not debating it right now. I am just 
asking for information from you to answer those questions. 

One of the hardest things I have found in Washington, D.C. is 
to get the facts because it seems like everybody spins. Once you get 
the facts, then it is a whole lot easier to figure out how to solve 
the problem. 

Secretary Geithner. I would never dispute the facts. Facts are 
easy to agree on. 

Senator Cornyn. So may I make just a respectful suggestion? 
Under the Budget Act, it is the President’s statutory obligation to 
produce a proposed budget. 

Secretary Geithner. Yes. 

Senator Cornyn. And we have talked about that and, frankly, I 
am among those who are disappointed that the President did not 
go further and deal with more than 12 percent of all Federal 
spending that included a $1.6 trillion in new taxes, and it appears 
to not engage is own fiscal commission’s recommendations, which 
I found to be dramatic and sobering and bold. 

And so, I hope that we will engage on these issues. The only way 
we are going to get a resolution of the crisis facing our country is 
if the President is engaged. And if the President is disengaged, it 
will not happen. It will not happen. We will sort of fall back into 
the traditional demagoguery — 

[sic] that occurs whenever we talk about dealing with important 
and large fiscal matters. 

So if I could just make a respectful suggestion, we saw in the ex- 
piring tax provisions in the end of December that the President 
and the Vice President got very directly engaged with the Repub- 
lican leader and with the assistant Republican leader. Senator 
McConnell and Senator Kyle. My suggestion to you is, that if the 
President would invite those two individuals, along with House 
leadership, over to the White House and say. How can we work to- 
gether to fix this problem, it would be a dramatically constructive 
move and help move this in the right direction, rather than to re- 
sort into the same old he said/she said and blame game. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Let me just say that this is something I have 
repeatedly asked for. I do not see any way around, and the ques- 
tion is timing. I understand that. We, in Congress, have an obliga- 
tion to lay out our plans and we will do that. But some time very 
soon I believe it is critical that there be a summit, a negotiation, 
whatever one calls it, that involves the leadership of the House and 
the Senate, Republican and Democrat, and the President. 

That was really at the heart of the proposal Senator Gregg and 
I made for a commission that involved the Secretary of the Treas- 
ury and the head of 0MB. That was our proposal. We got 53 votes 
for that proposition. We did not get 60. 

Senator Cornyn. I was one of them, Mr. Chairman, and I admire 
your leadership, along with Senator Gregg’s leadership, on this 
issue. But the fact of the matter is, unless the President is willing 
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to engage on this — and I am not suggesting they do it in public. 
I am suggesting they have a meeting and get to the solution, be- 
cause as you have noted many times, we cannot kick the can down 
the road. Unfortunately, I see this history repeating itself. 

Chairman CONRAD. Let me just say that I do not think anybody 
who has listened to me does not know that I deeply believe this can 
can be kicked down the road. I appreciated the Senator’s support. 

I want to go to one point before we leave. I have heard over and 
over that what we have is a spending problem. Deficits are the re- 
sult of spending and revenue, the difference between the two. We 
do not just have a spending problem, although we do have a spend- 
ing problem, we also have a revenue problem. 

I am so, frankly, tired of hearing that there is just one side to 
the calculation of the deficit. There is not just one side. There are 
two sides. There is revenue and there is spending, and the reality 
is, the truth is, we have a problem on both sides of the equation. 
The spending is the highest it has been in 60 years, as a share of 
the GDP. The revenue is the lowest it has been in 60 years, as a 
share of the GDP. 

So let’s get real. Let’s get real. Yes, we have to do spending and 
yes, we have to do revenue. If people are not going to be serious 
about what has to be done here, we are not going to solve the prob- 
lem. With that, I thank the Secretary. 

Senator Sessions. Mr. Chairman, I would agree with that. Both 
are factors, but we see as the economy comes back, revenue will 
come back to its historic levels. But if we get entrenched in spend- 
ing at 25 percent of GDP, we are going to have a very difficult time 
getting back there. 

Chairman CONRAD. Look, nothing could be more clear. Anybody 
who has listened to me for 5 minutes knows I am serious about 
cutting spending and I voted to do it on the Commission. I wish 
others had. Five of the six Senators did. Five of the six representa- 
tives of the President did. Five of the six Representatives of the 
House took a walk. 

Senator Sessions. Thank you, Mr. Chairman. 

[Whereupon, at 12:11 p.m., the Committee was adjourned.] 
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Questions from Senator Sessions 

1. The President’s budget assumes a rosy growth scenario for the economy relative to 
forecasts made by the non-partisan Congressional Budget OfTice and by private 
forecasters. Yet, despite assuming stronger GDP growth, the administration shares the 
view with others that unemployment will remain unacceptably high. Why docs the 
administration believe that GDP growth will be stronger than others believe, yet does 
not believe that labor markets will correspondingly be stronger? 

The Administration's economic projections are prudent and conservative. In the short term, 
the Administration’s economic assumptions are close to those of the non-partisan 
Congressional Budget Office and the consensus of private forecasters. For 20! 1, both the 
Administration and the Congressional Budget Office (CBO) forecasts for annual GDP 
growth are identical at 2.7 percent. Likewise, the Administration’s economic assumptions 
are conservative in the medium term, The Administration is forecasting average annua! 
growth of 3.6 percent from 2012Q4 to 201 7Q4. This is substantially below the observed rate 
of growth in economic recoveries foliow'ing the past eight recessions; after the past eight 
recessions, growth has averaged 4.1 percent in the 5 years following the trough. 

Similarly, the Administration's unemployment projections are in line with the CBO’s 
forecasts for 201 1. CBO projects 9.4 percent unemployment while the Admini.stration 
projects 9.3 percent. 

We share your concern for unacceptably high levels of unemployment, and the Budget 
includes proposals to address this critical issue. 

2. W’hy does the administration believe that its proposed new government spending on 
what it calls “investments” will not help bring the unemployment rate down more 
rapidly than its economic assumptions reveal, given that the administration touts 
government spending as a job creator? 

The proposed targeted investments in education, infrastructure, and research and 
development are designed to promote stronger economic growth and increase our 
competitiveness in the global economy. These investments will not only promote grow'th in 
the near term but will pay dividends over the longer term, including increased productivity, 
higher living standards and, ultimately, more jobs for American workers. 

Targeted investments in education w'ill help us regain our competitive edge. As the President 
noted in his State of the Union address, America has fallen to ninth in the proportion of 
young people with a college degree. Having an educated and skilled workforce is critical to 
competing in the global economy — workers with a college education not only earn higher 
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wages for themselves, but increase the productivity of those who work with them and of the 
economy overall. 

Investments in research and development (R&D) will generate the technological 
advancements that contribute to productivity growth and Improvements in U.S. living 
standards. 

Finally, ensuring that we have modern infrastructure is critical to economic growth and job 
creation. The President’s budget proposes $50 billion in iip-front investment to repair, 
rebuild, and modernize the nation’s transportation infrastructure. As the Treasury 
Department and the Council of Economic Advisers found in a recent report, the average 
unemployment rate among those who gain employment as a result of additional investment 
in infrastructure is over 1 5 percent. Further, the vast majority of jobs created from additional 
infrastructure investment would be middle class jobs. 

3. The administration treats the mortgage giants Fannie and Freddie as separate from the 
Federal government. Indeed, the Appendix to the FY 2012 Budget states that; “The 
Budget continues to reflect the GSEs as non-budgetary entities...” In contrast, 
according to the Congressional Budget Office (CBO): “...it is appropriate and useful to 
policymakers to include their financial transactions alongside all other federal activities 
in the budget.” CBO points out that “...the federal government controls both entities 
and operates them to fulfill the public purpose of supporting the housing and mortgage 
markets. Moreover, both entities rely on federal backing to maintain their low-cost 
access to financial markets. Why does the administration not account for impacts on 
the budget of the government-run housing GSEs, Fannie and Freddie, in the way that 
the Congressional Budget Office argues is appropriate? 

The Administration has carefully considered whether Fannie Mae and Freddie Mac should be 
classified as budgetary and consolidated in the Government’s Financial statements. The 
budgetary classification of an entity depends on whether the Government owns and controls 
the entity in question. 'I'he relevant Federal financial accounting standards do not require 
consolidation where the Government’s ownership and/or control are temporary. For this 
reason, the Administration has determined that Fannie Mae and Freddie Mac should not be 
consolidated and the Government’s auditor, the Government Accountability OfOce, has 
agreed with the Administration's determination. 

The Budget treats Fannie Mae and Freddie Mae as non-budgetary, but ail of the Federal 
programs that support Fannie Mac and Freddie Mac, including the Senior Preferred Stock 
Purchase Agreements (PSPAs), are treated as budgetary. The conservatorships of the GSEs 
are being operated by the FHFA, an independent regulator. The FHFA is actively engaged in 
its role as conservator of the GSEs, serving as the entities’ primary prudential regulator and 
filling an important oversight role. When acting as conservator, the FHFA has the powers of 
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the management, boards, and shareholders of the GSEs. However, at inception of the 
conservatorship, the FHFA made clear the GSEs would continue to be responsible for norma! 
business activities and day-to-day operations. 

4. The Appendix to the budget states, on the one hand, that the GSEs “...are not included 
in the Federal Budget because they are private companies, and their securities are not 
backed by the full faith and credit of the Federal Government.” On the other hand, the 
budget says that the administration “...will continue to ensure that the GSEs have 
sufficient capital to honor any guarantees issued now or in the future and the ability to 
meet any of their debt obligations...” It is, thus, ambiguous whether GSE obligations 
are backed by the full faith and credit of the L.S. government. Are debt obligations and 
other securities issued by Fannie and Freddie backed by the full faith and credit of the 
federal government or not? 

The debt obligations and other securities issued by Fannie Mae and Freddie Mac are not 
backed by the full faith and credit of the federal government. Fannie Mae and Freddie Mac 
are independent entities under conservatorship of the Federal Flousing Finance Agency 
(FFIFA). The Treasury provides support to the entities through the Preferred Stock Purchase 
Agreements (PSPAs), which help the entities maintain positive net worth and thus help them 
to fulfill their obligations, but they are not guarantees of the obligations or the entities. 

5. According to the administration’s 2012 budget, Fannie Mac and Freddie Mac will cost 
taxpayers S73 billion through 2021, nearly half of what they have received from the 
I'reasury Department so far. The Federal Housing Finance Agency estimated in 
October 2010 that Fannie and Freddie could cost between S221 billion in a best-case 
scenario and S363 billion if the economy recedes again through 2013. Banking analysts 
at Credit Suisse estimated a S321 billion price tag for the bailout of Fannie and Freddie. 
Secretary Geithner, can you explain why the administration has such a rosy assessment 
of losses that the mortgage giants will generate for American taxpayers? 

The budgetary treatment of Fannie Mae and Freddie Mac is consistent with the Federal 
Housing Finance Agency (FFIFA) stress test “baseline” estimates released in October 2010. 
The FHFA stress tests only projected draws through the PSPAs through the end of 2013, 

The budgetary treatment includes these draws as well as dividends received through 2021. 
Therefore, the $73 billion cumulative projected cost to taxpayers takes into account the 
dividends paid by the GSEs to Treasury over a longer lime period than the FHFA stress tests. 

6. Page 29 of the Analytical Perspectives on the budget states that: “Earnings resulting 
from the expansion of the Federal Reserve’s balance sheet through the purchase of GSE 
debt, GSE MBS, and long-term Treasury securities have increased the profits the 
Federal Reserve remits to the Treasury, reducing the budget deficit." (Italics added). 
Secretary Geithner, could you explain the sense in which payments of interest on 
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Treasury securities to the Federal Reserve, once returned to the Treasury from the Fed 
through a remittance, reduces the budget deficit in any real sense? If remittances do 
reduce the budget, could the Federal Reserve purchase ever increasing amounts of 
Treasury obligations, by creating reserves, and thereby drive the deficit toward zero? 

The Federal Reserve earns interest on the Treasury debt il holds, just as other holders of 
Government securities earn interest. The Fed also earns interest on other assets in its 
portfolio. The Fed remits al! of its interest earnings back to the Treasury, less the cost of 
operating the Fed including the expense of printing and issuing currency. This remittance of 
earnings reduces the Federal budget deficit, but the Fed will not follow a course of action that 
increases remittances unless it is consistent with its dual mandate maintaining price stability 
and promoting growth and employment. Thai would prevent il from attempting to drive the 
deficit toward zero. 

7. Secretary Geithner, you recently testified that: “The President has outlined a broad 
strategy to help strengthen economic growth with investments in education, innovation, 
and the nation’s infrastructure.” (Emphasis added). The American people were 
recently sold a so-called “stimulus” package consisting of almost SI trillion which 
included what were then called “shovel-ready” infrastructure projects. You now say 
that what you are labeling as “investment” will help strengthen economic growth. 
Before, we were told that the Infrastructure spending was short-term stimulus to boost 
jobs and output, though it is not clear that there were any boosts. Can you identify 
your most prominent three examples of those shovel-ready, debt-financed stimulus 
spending actions and can you identify how they increased economic growth or 
productivity? 

As the Treasury Department did not directly award or allocate infrastructure investment as 
part of the Recovery Act, we are not the appropriate agency to provide specific examples or 
to compare specific projects. 

However, the Treasury Department, along with the Council of Economic Advisers, 
conducted an analysis of the economics of infrastructure investment. The report found 
evidence of large private sector productivity gains from public infrastructure investments. 
Research has also shown that well-designed infrastructure investments can not only raise 
economic growth, productivity, and land values, but also provide significant positive 
spillovers to areas such as economic development, energy efficiency, public health and 
manufacturing. 

In addition, the report found that construction costs and other costs associated with building 
projects are especially low in the current environment. The Department of Transportation’s 
(DOT) experience with the Recovery’ Act funding has shown that more than 2,000 additional 
airport, highw-ay. bridge and transit projects were funded because of low bids, or projects 
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were completed under budget. Finally, analysis suggests that nearly 90 percent of the jobs in 
the three sectors most affected by infrastructure spending would be middle class jobs. 
Moreover, the jobs that would be created by additional investments in infrastructure are 
concentrated in occupations and industries that have been disproportionately affected by the 
economic downturn. Overall, the average unemployment rate among those who would be 
put to work by additional investment in infrastructure is over 15 percent. Weil-designed 
infrastructure investment can create middle class jobs in the short term while boosting 
economic growth and competitiveness in the long term. 

8. The President’s budget calls for the creation of a National Infrastructure Bank to 
channel S30 billion of taxpayer resources into government spending on things that are 
loosely called “infrastructure.” What constitutes infrastructure is ambiguous. How an 
Infrastructure Bank’s funding allocations are made could easily be subject to political 
favoritism. Mixing private profit motives with government-backed financing, as 
envisioned by Infrastructure Bank proponents, is a recipe for disaster, as Fannie and 
Freddie showed. An Infrastructure Bank runs the risk of the government again mixing 
social goals and private profit-motivated activities. Infrastructure Bank guarantees of 
debt-financed infrastructure projects puts American taxpayers at risk of loss. 

Secretary Geithner, why should taxpayers again be put at risk of loss by backing 
funding for public-private partnerships envisioned in the Infrastructure Bank? 

I share your concerns about putting taxpayers at risk through a private entity that enjoys 
implicit government support. The President has proposed a transparent, accountable and 
fully on-budget National Infrastructure Bank that would not be subject to the potential 
pitfalls that you raise. 

We need to increase our overall level of infrastructure investment. We must also reform the 
ways in which we invest. Not all infrastructure investments are good investments, and too 
often we have seen transportation projects exemplify the worst of Washington - the ‘bridges 
to nowhere’ that rightly make American taxpayers cringe. That’s why the President’s plan 
will reform our current system to promote merit-based investment by creating a National 
Infrastructure Bank. A cornerstone of the Infrastructure Bank’s approach will be a rigorous 
project comparison method that transparently measures which projects offer the greatest 
value to taxpayers and our economy. The National infrastructure Bank will also draw private 
capital to invest in American infrastructure so that we can better leverage scarce taxpayer 
dollars. Wc will support projects that produce significant returns on our investment, allow 
Americans more choices in their modes of transportation, and improve the 
interconnectedness of our existing transportation networks to maximize the value of our 
current infrastructure. 

9. The President’s budget calls for S392 million of funding in 2012 for the new Consumer 
Financial Protection Bureau (CFPB). Secretary Geithner, what oversight will Congress 


5 



701 


Qjestionsforthe Record 
Treasury Secretary Timothy F. Geithner 

Senate Budget Committee hearing on the President's FY12 Budget and Revenue Proposals 
February 17, 2011 

and the American people have over how the close-to-S4G0 million of funds proposed in 
the administration's budget for the new CFPB might be spent and how does the 
proposed CFPB funding compare to past expenditures by other financial regulatory 
agencies on financial regulatory oversight? 

The Dodd-Frank Act provides budget accountability in several ways: 

• Reports to Congress and 0MB : The CFPB must submit annual financial reports to 
Congress and submit reports and testimony on a semi-annual basis to report its 
activities and justify its budget from the previous year. 'Fhe CFPB must also submit 
financial operating plans and forecasts, and quarterly financial reports, to 0MB. 

• GAO audit: The GAO will conduct an audit each year of the agency's financial 
statements and assertion of internal controls and submit a report to Congress. 

• IG oversight: The Federal Reserve Inspectors Genera! (and, until the transfer date, 
July 21, 201 1, the Treasury IG) will provide another means of safeguarding against 
waste, fraud, and abuse. 

• Funding cap : The agency's funding transfers from the Federal Resei've System will 
be capped at a percentage of the operating expenses of the Federal Reserve System, 
and the cap will adjust over time. 

The proposed FY 2012 CFPB budget of S329M represents the estimated resources needed to 
implement and carry out the requirements of the Dodd-Frank Act, including supervision of 
the largest and most complex banks and thousands of non-depository institutions. However, 
this funding is considerably less than comparable financial regulatory agencies. In FY 2010. 
the Office of the Comptroller of the Currency (OCC) obligated S740 million, and the Federal 
Deposit Insurance Corporation (FDIC) obligated $1.3 billion, for operating expenses. The 
CFPB is expected to supervise more than all other federal bank supervisors combined, 
including the largest, most complex banks. 

10. Secretary Geithner, relative to the recommendations of his own blue-ribbon deficit 
commission, does President Obama, in his budget, face the difficult decisions that we 
must face in order to rein in deficits and debt in the long-run? 

Yes. The President's Budget presents a detailed and comprehensive plan to cut spending and 
reduce deficits and debt in the medium- and long-run. The Budget proposes a multi-year 
plan to reduce the deficit and stabilize the debt. If the President’s proposals are enacted, the 
deficit will be cut in half by 2013 and fall to 3.2 percent of GDP by 2015. It is expected to 
remain around 3 percent of GDP for the second half of this decade, which would roughly 
stabilize the debt as a share of the economy. , 

The proposals in the President’s Budget are a much-needed down payment on long-term 
fiscal stability. Looking ahead, we whli also need to take on entitlement reform. Vlandatory 
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entitlement spending is projected to increase more quickly than revenues due to an aging 
population and growing health care costs. We have made important progress in this area 
with the Affordable Care Act (ACA). The CBO estimates that ACA will reduce the deficit 
by more than S200 billion from 2012 to 2021 and by more than $1 trillion over the following 
decade. 

11. The Analytical Perspectives scctioii of the budget touts the Pre.sident’s Executive Order 
13563, titled “Improving Regulation and Regulatory Review.” That Order calls on 
federal agencies to consider use of so-called benefit-cost analysis. The Idea put forw ard 
by the administration is that such analyses will provide steps to take in order to, as the 
budget perspectives section states “...eliminate unnecessary burdens, which may have 
adverse effects on job creation and growth.” According to the recently issued Executive 
Order, “where appropriate” — ^and there are no rules to determine appropriateness — 
government agencies are to consider, among other things “...values that are difficult or 
impossible to quantify, including equity, human dignity, fairness, and distributive 
impacts.” When unelected regulators are the arbiters of fairness, dignity, and equity, 
what limits can we expect on regulation? What will place a check on an agency, using 
vague JustiHcations of fairness and dignity , to prevent it from pursuing partisan 
political activism at the expense of jobs for the American people? 

Public participation in the rulemaking process is vitally important in crafting regulations that 
are fair and equitable. Members of the public participate in the rulemaking process at many 
levels including the pre-rule development stage, by petitioning for rulemaking, by submilling 
thoughtful, written comments during the comment period, and at public hearings and 
stakeholder meetings. Ail of these communications are maintained in a single administrative 
record to ensure transparency. The Department of the I'reasury carefully considers all 
comments received during the rulemaking process and relies on thoughtful comments in 
creating etTicient, workable rules that are focused on promoting societal benefits while 
limiting costs. 

In addition, in weighing costs and benefits, especially those benefits that are difficult to 
quantify, the Department uses the best available technical and economic data and 
information. 

12. Secretary Geithner, one consequence of the unsustainable fiscal course that we find 
ourselves on is that the Federal government is approaching its statutory debt limit. In a 
letter that you recently wrote to the Senate majority leader, you wrote the following: 

“Reaching the debt limit would mean the Treasury would be prevented by law from 
borrowing in order to pay obligations the Nation is legally required to pay, an event 
that has no precedent in American history. Such a default .should be understood as 
distinct from a temporary government shutdown resulting from failure to enact 
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appropriations bills, which occurred in late 1995 and early 1996. Those government 
shutdowns, which were unwise and highly disruptive, did not have the same long- 
term negative impact on U.S. creditw orthiness as a default would, because there was 
headroom available under the debt limit at that time. 

T am certain you will agree that it is strongly in our national interest for Congress to 
act well before the debt limit is reached. However, if Congress were to fail to act, 
the specific consequences would be as follows: 

# The Treasury would be forced to default on legal obligations of the 
United States, causing catastrophic damage to the economy, potentially 
much more harmful than the effects of the financial crisis of 2008 and 
2009.” 

Since you perceive that reaching the debt limit would cause “catastrophic damage to 
the economy,” and since you felt a need to covey that perception formally to the 
majority leader, you must perceive that there is a nontrivial risk to the economic and 
financial systems. According to the so-called “Dodd-Frank” financial regulatory 
legislation, the Financial Stability Oversight Council (FSOC), which you chair, is set up 
to discuss, evaluate, and provide warnings about systemic threats. Secretary Geithner, 
have or will you bring up with the FSOC that you perceive that the Nation’s 
approaching a Federal debt limit represents a systemic threat? 

As I stated in my January 6th letter, a failure by Congress to raise the debt limit in a timely 
manner would cause catastrophic damage lo the economy. Congress, however, has the 
ability to prevent that damage by raising the debt limit before it is reached. Never in our 
history has Congress failed to increase the debt limit when necessary, and we do not expect it 
to fail to do so now. Provided Congress acts responsibly and in the best interests ot the 
American people on this issue, the catastrophic consequences discussed in my letter will not 
materialize. 

As you noted the FSOC was created in large part to identify and monitor emerging risks to 
U.S. financial stability. In this role, the FSOC will monitor the debt limit issue as 
appropriate, just as it w'ill review other issues with the potential to affect the stability of the 
financial system going forward. 
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Questions from Senator Whitehouse 

1. In responding to mv question about servicer penalties, you said that Treasury does not 
have the ability to “compel” servicers to comply with rules of the HAMP program. 
Treasury’s own HAMP Servicers Handbook’ warns servicers that “[if] information is 
not received or is inaccurate as determined by audits and other compliance activities, it 
may result in financial remedies, including the withholding or recapture of incentives.” 
It appears that Treasury has threatened servicers with financial sanctions for failure to 
comply with information reporting requirements. If Treasury has threatened sanctions 
for non-compliance with information reporting requirements, can it not threaten 
sanctions for other violations of HAMP rules such as the requirement that a servicer 
must approve or disapprove a short sale request within ten days of receipt? 

The Congressional Oversight Panel has recommended that Treasury “be more willing 
to use Its power to withhold or clawback incentive payments. It should then publicly 
detail its sanctions for non-compliance by both its financial agents and HAMP 
servicers.”^ Under the HAMP servicer participation agreements, what rights does 
Treasury and/or Fannie Mae or Freddie Mac (as agents for Treasury) have to withhold 
or claw back incentive payments? Has Treasury in fact withheld or clawed back any 
incentive payments to date? If so, for each penalty assessed, please specify: (1) name of 
servicer; (2) date of penalty; and (3) type and amount of penalty. 

The U.S. Government Accountability Office (GAO) has said, “Treasury has . . . yet to 
establish specific consequences or penalties for noncompliance with HAMP guidelines , 

. . , rhe HAMP servicer participation agreement describes actions that Fannie Mae, as 
program administrator (at Treasury’s direction), may take if a servicer fails to perform 
or comply with any of its material obligations under the program, but does not lay out 
the specific conditions under which these actions should be taken.”^ To what actions 
under the HAMP servicer participation agreements does GAO refer? 

Finally, are there not other means by which the Department of the Treasury' can 
influence banks and servicers to improve their operations in this area, such as 
investigations, notices of proposed rulemaking, or sharper oversight? 

Treasury has a contractual relationship with the servicers that have elected to participate in 
the Making Home Affordable Program (“MHA”). of which HAMP is a part. Specifically. 


' Making Home Affordable Program; Handbook for Servicers of Non-GSE Mortgages, Version .TO, as of December 
2 . 2010 . 

■ December Oversight Report; .A Review of Treasury’s Foreclosure Prevention Programs, Congressional Oversight 
Panel, December, 14,2010. 

^ Troubled Asset Relief Program; Further Actions Needed to Fully and Equitably Implement Foreclosure Mitigation 
Programs, GAO, June 2010. 
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Treasury’s financial agent, Fannie Mae, enters into a contract — a Servicing Participation 
Agreement ('‘SPA”) - with participating servicers. The SPA contracts govern the rights and 
remedies of the parties. Your questions focus on the contractual terms and remedies in those 
SPAs, and 1 am happy to address both the specific governing provisions of the contracts and 
Treasury’s remedies in cases of non-compliance. 

Treasury has both non-financial and financial remedies available to it under the SPAs, and it 
has imposed both remedies. For example, Treasury can require a servicer to re-evaiiiate a 
specific homeowner for HAMP, require a servicer to make process and systems changes to 
accommodate MHA guidelines, and require a servicer to make corrections to that servicer’s 
net present value calculations. Ail of these non-f nancial remedies are governed by the SP.A 
contract. 

.A servicer that fails to perform or comply with any of its material obligations under the SPA 
is in default under the contract. Section 6 of the SPA sets forth the remedies for a servicer's 
default, including, without limitation, the ability to (i) withhold certain payments due to the 
servicer under the SPA, (ii) obtain repayment of prior payments made to the serv'icer under 
the SPA, and (iii) subject the servicer to additional oversight and quality controls. 

Treasury can also implement financial remedies pursuant to the SPA contract. As you note 
in your question, these include withholding or clawing back incentive payments made to 
servicers under the SPAs. If it deems a violation sufficient to warrant the imposition of a 
fnancial remedy. Treasury may direct Fannie Mae to withhold or claw back the incentive 
payment in question. Any financial remedies may be imposed on a servicer in an amount up 
to the amount of total incentives scheduled to be paid and/or previously paid to that servicer 
in respect of permanent modifications made (or in the case of the short sale and deed-in-lteu 
of foreclosure program, in respect of such short sales or deeds-in-lieu) by that servicer. 
Treasury is not a regulator, and cannot enforce fines or penalties in the manner that a 
regulator would for violation of a law or regulation. 

T'reasury has, to dale, implemented some financial remedies. Beginning in August 2010, 
Treasury suspended incentive payments to certain servicers until data consistency errors in 
their reporting to the HAMP system of record were corrected. 

The Office of Financial Stability (OFS), which manages MHA, monitors and enforces 
compliance with the SPAs. Treasury has also retained a division of Freddie Mac (Making 
Home Affordable - Compliance or "MHA-C”) to act as compliance agent. MHA-C 
regularly conducts extensive reviews of each servicer's compliance with the SPA and MHA 
programs generally. Al! potential instances of non-compliance identified by MHA-C are 
evaluated by a Committee within Treasury. 
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To address your final question about the ability of Treasury to influence ser\Mcers generally, 
it is important to remember that HAMP consists of a series of contractual relationships. As 
such, there arc contractual limitations to what Treasury can do and what remedies we can 
impose. That said. Treasury constantly works with servicers to improve performance and 
increase the number of homeowners helped by MHA. For example, there are regularly 
scheduled calls on various MHA matters that are organized by the program administrator, 
and as necessary, Treasury holds individual meetings with senior executives from 
participating servicers to address HAMP performance. In addition to a robust compliance 
effort, these and other meetings help Treasury balance the dual priorities of ensuring servicer 
adherence to MHA requirements while also maximizing the number of taxpayers assisted 
through MHA programs including HAMP. 

it is also important to note that Treasury’s compliance goal first and foremost is to ensure 
that homeowners are appropriately treated in accordance with MHA guidelines and have the 
opportunity to avoid foreclosure. Thus, servicers are subject to various compliance activities, 
including periodic, on-site compliance reviews as well as on-site and off-site loan flic 
reviews. Compliance activities are performed by more than 200 staff at MHA-C using a risk- 
based approach. MHA-C’s compliance reviews range from generally monthly for the largest 
servicers, to at least twice annually for the smaller-sized servicers. 

MHA-C has performed more than 250 compliance reviews on participating servicers, many 
of which shaped servicer behavior in order to address the most vital issue: the ultimate 
impact on the homeowner. Examples of actions MHA-C has taken include requiring 
servicers to re-evaluate homeowners for HAMP, requiring servicers to make process and 
systems changes to comply with MHA guidelines, and corrections to the servicer’s net 
present value calculations. 

Finally, Treasury will shortly start to release a scorecard for each of the ten largest HAMP 
servicers. The scorecard will highlight servicer compliance on a number of key performance 
metrics and will rate them against their peers. We will continue to require servicers to 
perform the remedial actions described above, as well as begin withholding financial 
incentives for those servicers receiving an unsatisfactory grade on their scorecards. 
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Questions from Senator Cornvn 

The President’s FY12 budget outlines reasons for changes to fossil fuel preferences stating 
several times in the “green book” that “This market distortion is detrimental to long-term 
energy security and is abo inconsistent with the Administration’s policy of supporting a 
clean energy economy, reducing our reliance on oil, and cutting carbon pollution.” 

1. How is producing energy Americans need here at home, instead of importing it - 
detrimental to our long-term energy security? 

2. Does this Administration believe our energy and economic security lies in importing 
the fuel needed by American’s who use gasoline to get to work, or who get their 
electricity from natural gas or coal? 

(Responds to questions [ and 2) 

Concerns about our nation’s energy security should focus on our dependence on oil, whether 
domestic or imported. Any sudden and lasting disruption in oil supplies would lead to a 
substantial increase in the price of oil. Such an increase in prices could have ripple effects 
throughout our economy by leading to a decline in output in energy intensive industries, 
potentially reducing the real resources consumers have to spend on goods and services, and 
by making energy intensive capital stock obsolete. 

rhe domestic price of oil is determined on the world market, and our domestic production 
has little influence on the W'orid price ofoil. As such, current tax subsidies that encourage 
domestic production are very unlikely to affect the domestic price of oil and do not 
significantly promote our energy security. Instead, these subsidies distort markets by 
encouraging more investment in the oil and gas industry than would occur under a neutral 
system and, to the e.xtent they encourage our continued dependence on oil, are detrimental to 
our long-term energy security. Policies that reduce our dependence on oil, such as investing 
in clean energy technologies, are a more effective way to reduce our vulnerability to an oil 
price shock and promote energy security. 

A large majority of the natural gas consumed in the U.S. is domestically produced and the 
U-S- is a net exporter of coal. The elimination of tax subsidies for natural gas and coal is 
unlikely to have any significant effect on domestic production of those commodities. 
Moreover, the Administration has proposed policies that will increase investment in clean 
coal and efficient natural gas technologies, highlighting the important role these fuels will 
continue to play in our nation's energy future. 

3. How does this budget reduce reliance on oil? 
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First, the budget proposes to eliminate the tax subsidies for oil. As noted in the response to 
questions 1 and 2, these subsidies distort markets by encouraging more investment in the oil 
and gas industry than would occur under a neutral system and, to the extent they encourage 
our continued dependence on oil, are detrimental to our long-term energy security. 

In place of the subsidies for oil, the Administration proposes investments in clean energy 
technologies that reduce our dependence on oil. Current budget proposals that reduce 
America’s dependence on oil include investments in the transportation sector, our country’s 
largest user of oil, The budget includes a S5 billion expansion of the Section 48C Advanced 
Energy Manufacturing Tax Credit, created by the Recovery Act to spur private investment in 
facilities that manufacture advanced energy technologies, including energy storage systems 
and other electric vehicle components as well as renewable fuel technologies. 

The budget also appropriates nearly S2.4 billion for energy efficiency and renewable energy 
programs, including $220 million for biofuels and biomass Research and Development and 
$325 million for advanced vehicle technologies. Investments in new battery technology and 
production capacity, along with other initiatives such as improvements to the electric 
vehicles tax incentive, will help achieve the President’s goal of putting one million advanced 
technology vehicles on the road by 2()[5. Together these investments will help reduce 
dependence on oil and create long-term, sustainable economic growth and employment in the 
low-carbon industries of the future. 

Beyond supporting investments in new vehicle technologies, the Administration is reducing 
our dependence on oil through new fuel efficiency standards and spurring private sector 
innovation in alternative fuels. In April 2010, EPA and NHTSA announced ajoint Final 
Rule to establish greenhouse gas (GHG) emissions standards and CAFE standards, 
respectively, for model year 2012-2016 light-duty vehicles. In September 2010, EPA and 
NHTSA issued a Notice of Intent to begin developing new standards for greenhouse gases 
and fuel economy for light-duty vehicles for the 201 7-2025 model years. The two agencies 
are also focused on medium- and heavy-duty vehicles, and in October 20 1 0, announced a 
proposed mle to, for the first time ever, establish GHG emissions standards and CAFE 
standards for such vehicles for model years 2014-2018. In parallel to these rule-makings, the 
Recovery Act provided the Department of Energy with the opportunity to invest nearly$718 
million in the future ofbiofueis and biopower, 

4. The oil and gas industry supports more than 9.2 million jobs. Has the Administration 
calculated what impact raising taxes on domestic energy producers will have on these 
jobs? 


Because the elimination of these subsidies will have only a very small effect on the domestic 
production of oil and natural gas, employment in the oil and natural gas production and 
supply industry would not change by a significant amount. Moreover, eliminating the 
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distortionary influence of the tax preferences for oil and natural gas will result over time in 
new jobs being created in other sectors. 

According to 2009 Treasury estimates, removing the subsidies for the oil industry will 
decrease domestic production by less than one half of one percent, even in the long run. A 
rough assumption would be that employment in oil production could fall in the same small 
proportion as the decline in output (less than one half of one percent). 

Unlike oil, a large majority of the natural gas consumed in the U.S. is domestically produced, 
and global trade in natural gas has little impact on domestic prices. As a result, changes in 
domestic natural gas production costs have the potential to influence U.S. prices, According 
to the 2009 Treasury estimates, any price increase would likely be less than one percent in 
equilibrium. A one percent increase in natural gas prices might result in a reduction in 
natural gas consumption and production of less than half a percentage point over the long 
term. Over the long term, employment in the natural gas production and supply industry 
could change by an amount similar to the change in production. 

In terms of the overall economy, it is also important to note that the oil and gas industry is 
about ten times more capital intensive than the U.S. economy as a whole. Consequently, 
subsidizing oil industry production is not an effective policy for raising labor demand. As 
noted above, over the long term, reducing tax preferences will result in a more efficient 
allocation of capital and labor, which will tend to increase national output. 

Good paying jobs and needed government revenue have been put at risk by the 
Administration’s moratorium imposed last year and resulting permitting delays for 
deepwater and shallow water exploration. In December, the Administration also 
reversed scheduled plans for new lease sales off the Outer Continental Shelf. Analysis 
by IHS Global Insight last July of the economic contribution offshore oil and gas 
development in the Gulf of Mexico shows that the industry generated nearly 400,000 
Jobs, S70 billion in economic values and S20 billion in federal, state and local revenue in 
2009. 

If domestic oil and gas production is to be discouraged, through the tax code and the 
ongoing de facto moratorium in the offshore, what impact does this have on federal 
revenues going forward? 

The Administration’s proposals to eliminate oil and gas subsidies in the tax law would raise 
an estimated $44 billion dollars in tax revenue over 10 years. 

'The oil and gas subsidies in the tax law distort markets by encouraging more investment in 
the oil and gas indusCr>' than would occur under a neutral lax system. .Moreover, the tax 
subsidies for oil and gas must ultimately be financed with taxes that result in 
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underinvestment in other, potentially more productive areas of the economy. The resulting 
distortions in resource allocation result in inefficiency and generally reduce economic 
growth. Removing these distortions can increase overall economic growth, potentially 
resulting in an increase in tax revenues. 

6. What is the expected loss in cumulative government revenue from lost production in the 
form of royalties, severance taxes, property taxes, income taxes, and lease bonuses? 

As noted in the answer to question 3, the Administration’s proposals to eliminate oil and gas 
subsidies in the lax law would raise an estimated $44 billion dollars in tax revenue over 10 
years and can potentially result in efficiency gains giving rise to additional lax revenues 
beyond those reflected in the budget estimates. 

Because the elimination of these subsidies will have only a very small effect on the domestic 
production of oil and natural gas, any reduction in government revenues attributable to that 
production such as royalties, severance taxes, and lease bonuses will also be very small. 

We have estimated that removing the subsidies for the oil industry will decrease domestic 
production by less than one half of one percent, even in the long run. 4 Unlike oil, a large 
majority of the natural gas consumed in the U.S. is domestically produced, and global trade 
in natural gas has a small impact on domestic prices. As a result, changes in domestic natural 
gas production costs have the potential to influence U.S, prices. According to the Treasury 
estimates in 2009, any price increase would likely be less than one percent in equilibrium. A 
one percent increase in natural gas prices might result in a reduction in natural gas 
consumption and production of less than half a percentage point over the long term. 


Statement of Alan R. Krueger, Assistant Secretary for Economic Policy and Chief Econorriist, U.S. Department of 
the Treasury, Senate Committee on Finance Subcommittee on Energy, Natural Resources, and infrastructure, 
September 10, 2009. 
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Questions from Senator Begich 

1. We’ve heard that China is going to let its currency float for a long time. We’ve also 
heard that it’s in their best interest and it’s inevitable. Given the pressure that the U.S. 
put on China over a year ago about its currency exchange rate relative to the dollar and 
the promises that China appeared to make, did you expect the currency to be more 
fairly valued by this point? When is there going to be real movement so that we can 
better export goods there? 

The Chinese market offers tremendous opportunities to U.S. firms and workers. The 
Administration is committed to making the most out of those opportunities, and to making 
the U.S. 'China economic relationship more beneficial to the American people. 

China has begun to adjust its nominal exchange rate in recent months, and we welcome this 
progress. Since June 2010, China’s authorities have allowed their currency to appreciate 
against the dollar at a pace of about 6 percent a year in nominal terms, and over 10 percent a 
year in real terms, given higher inflation in China than in the United States. But, despite this, 
progress thus far is insufficient, China's currency remains substantially undervalued and 
more rapid progress is needed. China’s leaders seem to recognize increasingly that exchange 
rate flexibility needs to be part of China’s efforts to change its pattern of growth. 

It is important to note China’s exchange rate remains an important issue for all of China’s 
trading partners, not just the United States. In this regard, the G-20 committed to a new 
framework to reduce excessive external imbalances; and the members agreed that all 
economies have a shared responsibility to support global macroeconomic rebalancing. A 
critical part of this process is enhancing exchange rate flexibilily, 

2. I am deeply committed to tax reform and to deficit reduction both. W'e have to get our 
fiscal house in order and address significant flaws in our tax code to position this 
country to grow and be competitive in the world. We’ve heard much about tax reform 
already this year, and it’s my sense that just as we think everything should be on the 
table for deficit reduction, I think we need to take a hard look at all aspects of our tax 
code, including tax expenditures. Do you sec a link between taking a careful look at our 
tax expenditures in tax reform and deficit reduction? 

Tax reform should Include a careful review of the Internal Revenue Code, including tax 
expenditures, As the National Commission on Fiscal Responsibility and Reform 
demonstrated, revenue from the elimination of tax expenditures could be used to lower tax 
rates and reduce the deficit. 

3. President Obama proposed eliminating certain tax incentives for American oil and gas 
companies. In order to lessen our energy dependence, I believe oil and gas need to play 
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an important role. Eliminating these incentives would make it even more difficult for 
American oil and gas companies to compete globally and would be \ery significant fi>r 
Alaska. Keep in mind, we already import roughly 2/3 of the oil and gas we consume in 
this country. I would like you to address two tax credits particularly important for 
American oil and gas - the Intangible Drilling and Development Costs (IDC) tax 
treatment, and the Percentage Depletion tax deduction. These tax credits have been 
around for a long time - IDC since 1913 and Percentage Depletion since 1926 - and are 
crucial for American independent producers, which are responsible for roughly 1/3 of 
domestic production. Eliminating these tax credits would significantly reduce 
American production. Can you address the administration’s proposal to eliminate 
these tax credits, and how this diverges from our goal of lessening our energy 
dependence? 

The Administration’s goal is to lessen our dependence on oil, whether domestic or imported. 
The domestic price ofoil will be determined by the world price of oil, and the size of our 
domestic production has iiltie or no influence on the world price of oil, 

Tax subsidies that encourage domestic production (such as the expensing of intangible 
drilling costs and percentage depiction) distort markets by encouraging more investment in 
the oil and gas industry than would occur under a neutral system and. to the extent they 
encourage our continued dependence on oil, are detrimental to our long-term energy security. 
Policies that reduce our dependence on oil, such as investing in clean energy technologies, 
are a more effective way to reduce our vulnerability to an oil price shock and promote energy 
security. 

4. I know that the IRS has been working on new regulations to require a registration and 
certification process for those who prepare tax returns. I am aware that there are a lot 
of tax professionals who arc not CPAs or Attorneys that work honestly and fairly. But I 
am wondering about those who are dishonest and cheating the system and how we can 
regulate these individuals. I am told that there arc 700,000 out of 1 million tax 
professionals out there who are not CPAs or attorneys. Can you talk a little bit about 
what this new registration/certificalion process would potentially entail, and also about 
the instances of fraud and abuse that have occurred at the hands of those who are not 
CPAs or attorneys? I am also wondering how involved or if the CFPB should be in this 
process? Finally, would it be better for the federal government to take the lead or to 
work in close concert with state regulators? 

The IRS is increasing its oversight of paid tax return preparers by requiring tax return 
preparers to get a preparer tax identification number (PTIN), creating testing and continuing 
education requirements, and revising Circular 230 (which regulates those who practice before 
the IRS) to subject tax return preparers to the same ethical standards that apply to attorneys 
and CPAs. The new requirements were pul in place after over a year of public meetings, 
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consultation, and public comment during which numerous changes and accommodations 
were made based on input from stakeholders. 

In September 2010 the IRS launched the new online PTTN (Preparer Tax Identification 
Number) application system. It is up and running with hundreds of thousands of preparers 
already registered in the system. The PTIN registration process gives the IRS an important 
and better line of sight into the return preparer community. It will leverage that information 
to better communicate, analyze trends, spot anomalies and potentially detect fraud. 

With respect to stale regulators, we do not view this as an either/or proposition. The IRS 
must administer appropriate nationwide standards, but where there are state laws (c.g., those 
that govern CPAs or attorneys), the IRS routinely works with state regulators on matters of 
common interest. Because this initiative extends an existing set of IRS oversight 
responsibilities, relationships, expertise, and infrastructure, there are no current plans for the 
CFPB to have a substantive role. 

5. On Tuesday, you said that that the United States needs to cut the corporate tax rate 
substantially with a goal in the high 20 percent range, down from the current 35 
percent. I know that you have said that Congress and the Administration need to work 
together to overhaul the tax code and must start with corporate taxes. I am wondering 
what you think is the best way to accomplish this? Also, I know that the President has 
called for Congress to make this happen without adding to the deficit, which is 
something I support. I know that this process will undoubtedly help some businesses 
and harm the productivity of others. I am wondering if this will slow down the process 
and what you suggest we do to ensure we stay on the path to lowering the corporate tax 
rate? 

Corporate tax reform should be part of a plan to make America more competitive and to 
create more U.S. jobs while not adding to the deficit. The best way to accomplish those goals 
is to limit or remove special tax incentives for certain activities that may distort investment 
and hurt growth. Such reform could improve the allocation of capital in the economy, 
increase growth and give us a fairer tax system that allows the market, rather than tax 
considerations, to drive investment. 

Revenue-neutral corporate tax reform will not be easy and will require difficult decisions in 
order to lower the statutory rate. The Administration will continue to work with various 
stakeholders, including Congress, to ensure that the process moves forward. 

6. Many people have argued that repatriating money that companies have kept overseas 
would create jobs because of the infusion of money Into our economy. But I would like 
to know if you have any thoughts about increased tax revenue that might come from 
this repatriated money. I know that’s counterintuitive because most of the time when 
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we talk about repatriating we are talking about giving up revenue. Do you have any 
estimates on increased tax revenue we may sec from repatriated money once it’s back in 
the economy? 

The overwhelming economic evidence is that the last repatriation holiday did not promote 
either investment or job creation in the United States and resulted mainly in companies 
increasing stock buy-backs and dividend payments. 

Moreover, in the past the Congressional Joint Committee on Taxation has scored such 
proposals as losing revenue. 

Corporate tax reform should focus on permanent changes to our tax system, and not involve 
one-time policy shifts. Another repatriation holiday could further exacerbate problems with 
our current corporate tax and would not provide a stable tax system that properly encourages 
investment in the United States. The Administration remains committed to reducing 
inappropriate tax incentives favoring offshore investments over investments here in the 
United States. 

7. Can you tell me the revenue that will be raised by limiting the Mortgage Interest 
Deduction to the 28 percent bracket? The housing market is still very fragile. Is it 
possible that the negative impact to the housing market will outweigh the potential 
revenue raised? 

The Administration’s Budget proposal would restrict to 28 percent the value of all itemized 
deductions taken by high-income taxpayers — not just the value of the deduction for home 
mortgage interest. Overall, this proposal is estimated to raise about S320 billion over the ten- 
year budget window. For taxpayers affected by this proposal, less than 25 percent of the 
dollar value of itemized deductions is from home mortgage interest. Accordingly, we would 
expect a similar fraction of the revenue raised from this proposal to be attributed to home 
mortgage interest. We do not expect that this proposal would have a substantial impact on 
the housing market. Under our proposal, ail taxpayers would continue to be able to deduct 
home mortgage interest. For the small fraction of taxpayers who are at the very top of the 
income distribution, our proposal limits, but does not eliminate, the value of the deduction 
for home mortgage interest. Our proposal does not apply to the vast majority of taxpayers, 
and demand for homes among these taxpayers would be unaffected. 

Specifically, our proposal applies only to the roughly 2 to 3 percent of taxpayers who itemize 
and have incomes above $200,000, in the case of single fliers, or $250,000, in the case of 
married taxpayers filing jointly, and pay home mortgage interest. For these taxpayers, our 
proposal caps the value of all itemized deductions, including the home mortgage interest 
deduction, at 28 percent, rather than allowing the deduction to be taken at the taxpayer’s 
marginal income tax rate. But it is important to note that these taxpayers would still retain 
the majority of the value of the deductions. Moreover, even for high-income taxpayers, our 
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proposal would have no direct effect on the tax cost of owning a house to the extent that the 
house is financed with equity rather than with a mortgage. 

8. Section 104 of the Comprehensive Iran Sanctions Accountability and Divestment Act 
(CISADA) requires the Secretary' of the Treasury' to prohibit or impose strict conditions 
on the opening or maintaining of accounts for foreign financial institutions that he finds 
knowingly engage in certain activities related to Iran. 

Why has the Treasury Department failed to sanction foreign, non-Iranian, banks that 
continue to work with sanctioned Iranian entities in violation of U.S. law? 

Since publishing regulations implementing section 104(c) of CISADA in August, 2010, the 
Department of the Treasury's Office of Terrorism and Financial Intelligence has been 
engaged in an extensive and coordinated outreach effort to both foreign governments and 
specific foreign financial institutions to ascertain whether they are providing financial 
services to Iran, as outlined in section 1 04(c) of CISADA. Ensuring that foreign financial 
institutions do not provide such financial services has been the goal of the Department, and 
the risk of sanctions under section 1 04(c) has proved to be a powerful incentive for foreign 
financial institutions to alter their behavior. The response of the vast majority of overseas 
institutions and their regulators has been very positive and has resulted in further isolating 
Iran. Where we have had additional questions, we are aggressively pursuing answers. We 
will implement this taw fully and if we determine that an institution is engaging in 
sanctionable activity under section 104(c) of CISADA, we will take appropriate measures. 

9. Under CISADA, the Secretary' of the Treasury is required to prescribe regulations for 
U.S. banks, which maintain foreign correspondent accounts, to have an audit or 
certification requirement that neither they, nor their correspondents abroad, are 
sen icing designated Iranian banks. These regulations have not been issued. 

Why have these regulations not been issued? When can we expect the regulations to be 
issued? 

Treasury moved quickly to implement CIS ADA's financial provisions. On August 16, 2010, 
45 days after CISADA enactment, we published the Iranian Financial Sanctions Regulations 
to fully implement all provisions of section 104 of CISADA that are subject to the law's 
statutory 90-day deadline. Since then our focus has been on nnali:^:ing regulation 
implementing section 104(e) and we are working hard to do so based on the options provided 
under CISADA, We appreciate that the Congress recognized the complexities associated 
with section 104(e) implementation by not setting a specific deadline for this regulation. We 
are currently finalizing a Notice of Proposed Rulemaking and we anticipate that it will be 
published in the Federal Register shortly. 
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10. The Treasury Department has repeatedly warned about the role of the Central Bank of 
Iran (CBI) in facilitating Iran’s illicit financial activities and has warned international 
banks to exercise extreme caution in dealing with it. As the U.S., and increasingly our 
allies, has sanctioned Iranian banks, Iran’s Central Bank has stepped in to take over 
the illicit activities of the sanctioned entities. Congress has urged tough action against 
the Central Bank of Iran. 

Why has the U.S. not sanctioned the Central Bank of Iran pursuant to Executive 
Orders 13224 or 13382? 

As a result of existing U.S. sanctions on Iran, U.S. financial institutions are generally 
prohibited from doing business directly or indirectly with all Iranian banks, including the 
Central Bank of Iran, The United States will continue to take ail necessary action to ensure 
that the international financial system is protected from all abuse, including from the Central 
Bank of Iran. 

11. Do you believe the Central Bank of Iran is supporting Iran’s proliferation activities or 
facilitating the activity of entities under U.S. or U.N. sanctions? 

The United States harbors no illusions about Iran’s efforts to do whatever it can to evade 
international sanctions. Treasury has noted previously that the Central Bank of Iran and 
Iranian commercial banks have requested that their names be removed from global 
transactions to make it more difficult for intermediary financial institutions to determine the 
true parties in the transaction, and we remain concerned that the Central Bank of Iran may be 
facilitating transactions for sanctioned Iranian banks. We assume that Iran will attempt to 
circumvent the measures put in place in response to its behavior, and we have sought to 
create a sanctions program that is specifically adaptive and responsive to Iranian attempts at 
evasion. As called for in UNSCR 1929, w'e will remain vigilant over the activities of the 
Central Bank of Iran and other Iranian financial institutions, and the United Slates will 
continue to highlight its concerns with foreign governments and the private sector. We have 
been diligent in exposing and publicizing Iran’s deceptive practices, as a result of wTich 
many in the private sector - unable to distinguish between Iran’s legitimate and illicit 
transactions - have become increasingly w'ary of engaging in any business with Iran, 

12. Are you aware of any commitment made by the U.S. to a foreign government that the 
U.S would not sanction the Central Bank of Iran? 

No. 

13. It is widely known that Hezbollah, a U.S. designated terrorist group, utilizes Lebanese 
banks to finance its activities. These same Lebanese banks are accessing the U.S. 
financial system and providing Hezbollah access to U.S. dollars. Until last week’s 
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action against the Lebanese Canadian Bank, the Treasury Department had failed to 
take action against any Lebanese bank for their involvement with a terrorist entity that 
has killed hundreds of Americans. 

Is the Treasury Department Investigating Lebanese banks for providing financial 
services to Hezbollah? 

The Treasury Department does not comment on pending or possible investigations. 

14. Will the Treasury Department ban Lebanese banks from the U.S. financial system if 
they are found to be conducting transactions on behalf of Hezbollah? 

As we said publicly following initial discussions with Lebanese authorities regarding the 
Lebanese Canadian Bank, we will continue to target institutions that threaten the integrity of 
the U.S. financial system anywhere in the world, including Lebanon. 
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THE PRESIDENT’S FISCAL YEAR 2012 
EDUCATION BUDGET 


TUESDAY, MARCH 1, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Sanders, Whitehouse, Merkley, 
Begich, Coons, Sessions, Cornyn, Thune, and Johnson. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Today we will continue our series of hearings on the Presi- 
dent’s budget. Before the recess we heard from 0MB Director Jack 
Lew and Treasury Secretary Tim Geithner. Today our witness is 
Secretary of Education Arne Duncan. Tomorrow we will hear from 
Energy Secretary Chu, and on Thursday our witness will be Trans- 
portation Secretary Ray LaHood. 

Next week we will also be holding a hearing on Defense and 
State Department budgets. I want to alert members that both of 
those Departments have asked to testify together. 

I am very pleased to welcome Secretary Duncan to the Budget 
Committee today. This is the Secretary’s first appearance before 
the Committee, and we look forward to his testimony. 

I personally believe that education is the key to our country’s 
economic future. The importance of education is something that 
was ingrained in me at a very young age. I was raised by my 
grandparents. My grandmother was a school teacher, Mr. Sec- 
retary. She was 5 feet tall, and we called her “Little Chief’ because 
she commanded respect. And in our household, I will never forget, 
she said, “In this housing there are three priorities: No. 1 is edu- 
cation, No. 2 is education. No. 3 is education.” And we got the mes- 
sage, and she was right. 

So even as we look to cut spending to bring down the deficit, 
which we must do, we also need to ensure that we get our prior- 
ities right, and education needs to be a priority as we proceed with 
reducing Government expenditure. 

We need to be careful not to cut education in a way that would 
come back to hurt the Nation’s long-term economic growth and se- 
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curity. We simply must maintain a strong education system if we 
want to keep pace with our global competitors. 

Let me just go through quickly a couple of charts that I think 
raise concern. 


U.S. Ranks 25‘'’ Out of 34 
OECD Countries in Math 
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Note: Scores on PISA scale of subject competency. 


First of all, we are now falling behind competitors in key areas. 
American students no longer are at the top of their class. We rank 
25th out of 34 Organization for Economic Cooperation and Develop- 
ment countries in math, well below the OECD average. We rank 
17th out of 34 OECD countries in science. Our global competitors 
are making education a priority. 
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U.S. Ranks 17*^ Out of 34 

OECD Countries in Science 
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Note: Scores on PISA scale of subject competency. 


The contrast with China is striking. In the niid-1980s, we pro- 
duced nearly as many engineers in graduate schools as China, but 
now China is producing far more engineers than we do, as this 
chart depicts. 
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Falling Behind Global 
Competition: U.S. Lags China 
in Producing Engineers 

(thousands) 
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Source: National Science Foundation 


The education achievement gap that has opened between the 
United States and its global competition is already hurting our eco- 
nomic strength. Here are the findings of the study done by the con- 
sulting firm McKinsey & Company in which they quantified the 
economic impact of the education gap. They wrote, in part, “The 
persistence of educational achievement gaps imposes on the United 
States the economic equivalent of a permanent national recession. 
The recurring annual economic cost of the international achieve- 
ment gap is substantially larger than the deep recession the United 
States is currently experiencing.” 
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Impact of Education Achievement 
Gaps on U.S. Economy 

“The persistence of ... educational achievement 
gaps imposes on the United States the 
economic equivalent of a permanent national 
recession. The recurring annual economic 
cost of the international achievement gap is 
substantially larger than the deep recession 
the United States is currently experiencing.” 

-McKinsey & Company study 
“The Economic Impact of the Achievement 
Gap in America’s Schools” 

April 2009 


Let me go to the next chart. 
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Investment in Infrastructure, R&D, 
and Education as % of GDP 

{% of GDP} 

8% 



2 % 
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Source: 0MB 

Note; Total investment outlays for major physical capital, research and development, and 
education and training. 2011 and 2012 estimates under President Obama’s FY 2012 Budget. 


The reality is that we have not been focusing our Nation’s re- 
sources as productively as possible. This chart, which was made 
with data from the President’s budget, shows that our combined in- 
vestment in infrastructure, research and development, and edu- 
cation has fallen as a share of GDP from 6.1 percent in 1962 to 3.6 
percent in 2012. That is, even while deficits and the share of debt 
to GDP has grown, our commitment to these areas — infrastructure, 
education, research and development — has shrunk. 

How can that be? Well, it can be because what is happening is 
the entitlements, the mandatory side of the budget has grown and 
displaced much of what has been traditionally domestic discre- 
tionary spending. So as a share of the economy, we are spending 
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a smaller amount of education than these other critical areas than 
we did in the 1960s. 


Pell Offsets Less Than 
One-Third of College Cost 
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One of the key challenges we face in education funding is the 
Pell Program. It is important to remember that even the maximum 
Pell award of $5,550 offsets only a small portion of the cost of col- 
lege, less than one-third of the annual cost of a public 4-year col- 
lege. That portion hasten smaller as the rising cost of college has 
outpaced the increases in the Pell award. 





Rising Pell Grant Costs 
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At the same time, due to the recession and increased demand for 
Pell grants as well as changes that we made as to who qualifies, 
the cost of the program has increased. So we are paying a smaller 
share of the cost, but the overall cost of the Pell Program has in- 
creased. 

In 2008, the Pell Program cost $14.2 billion. CBO now projects 
that, without changes to the program. Pell costs in 2012 will be 
$37.8 billion. 
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Obama Pell Grant Proposal 

• Maintain maximum Pell award at $5,550 

• Savings within Pell 

- Eliminate second Pell payment 

- Improve verification of income eligibility 

• Other savings to pay for Pell 

- End in-school interest deferment for 
graduate students 

- Incentivize conversion to direct lending 

- Modernize Perkins loan program 


Here is what the Ohama administration has proposed in its 
budget for the Pell Program. It proposes to maintain the maximum 
Pell award at $5,550. It proposes savings within Pell by elimi- 
nating the second Pell payment, which was established to help stu- 
dents pay for summer school. It also proposes other savings in edu- 
cation accounts to help pay for Pell, including ending in-school in- 
terest deferment for graduate students, incentivizing conversion to 
direct lending, and modernizing the Perkins Loan Program. I look 
forward to hearing more from Secretary Duncan on these pro- 
posals. 
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Importance of Education 
to U.S. Economy 

“An educated population is a key source 
of economic growth.... Broad access to 
education was, by and large, a major 
factor in the United States economic 
dominance in the 20th century and in the 
creation of a broad middle class. Indeed, 
the American dream of upward mobility 
both within and across generations has 
been tied to access to education.” 

- Harvard Economists Claudia Goldin and Lawrence Katz 
“The Future of Inequality: The Other Reason Education 
Matters So Much” 

Milken Institute Review 
Third Quarter 2009 


I want to end by emphasizing again the importance of education 
to our Nation’s economic strength. Here is a statement from Har- 
vard economist Claudia Goldin and Lawrence Katz from a paper 
they wrote entitled, “The Future of Inequality: The Other Reason 
Education Matters So Much.” They wrote: “An educated population 
is a key source of economic growth, both directly through improved 
labor productivity and indirectly by spurring innovation and speed- 
ing the diffusion of advanced technologies. Broad access to edu- 
cation was, by and large, a major factor in the United States’ eco- 
nomic dominance in the 20th century and in the creation of a broad 
middle class. Indeed, the American dream of upward mobility both 
within and across generations has been tied to access to education.” 

I think they have it right. Education is a key to our past success 
and our future strength. 

With that, we will turn to Secretary Duncan. Before we do that, 
I will turn to my colleague Senator Sessions for his opening com- 
ments, and then we will go to Secretary Duncan for his initial testi- 
mony. Then we will go to questions. We are going to have a large 
turnout today, so we are going to go to 5-minutes rounds. 

Senator Sessions, welcome. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Well, 5 minutes will be short, but maybe that 
will be satisfactory, Mr. Chairman. We have so much to do. 

Thank you. Secretary Duncan. Thank you for your service and 
for raising some tough questions about maybe some of the sacred 
cows in the education establishment. I appreciated your recent 
comments to the Governors’ conference, for example, noting that 
somewhat large classrooms with better teachers outperform small- 
er classrooms, and that is good, honest talk and can result in sav- 
ing and improving education at the same time. 
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And I was also pleased you met with Dr. Katherine Mitchell of 
Alabama. She designed the Alabama Reading Initiative. That pro- 
gram, with very little cost except training and startup, has trans- 
formed teaching and learning and reading proficiency in Alabama. 
In just a few years, Alabama’s K-4 schools led the Nation in read- 
ing improvement. Massachusetts and Florida used the same type 
program. They were No. 2 and three in reading increase in 1 year. 
That kind of technique that costs less money is what we need — 
does not cost more money is what we need more of. It was tech- 
nique and not funds, I think, that made that difference. 

So I strongly believe our education focus should be on advancing 
learning, increasing those magic moments in the classroom when 
a child gets it and learning occurs. For too long, we have judged 
our education system on whether the building is new, what kind 
of equipment they have, classroom size, and how much we spend. 
But just throwing money at the problem is clearly not the answer. 
The test for education can only be whether learning is occurring 
adequately. 

I think you believe this, and I see you nod at that. We are spend- 
ing more, Mr. Chairman, than those countries that are beating us 
in education achievement, spending a good deal more than most of 
them. So I think it is time now for honest, fact-based budgeting. 
Everyone knows we are in a financial crisis. 


“I believe that our debt Is the greatest 
threat to our national security. If we as a 
country do not address our fiscal 
imbalances in the near-term, our national 
power will erode, and the costs to our 
ability to maintain and sustain influence 
could be great.” 

Admiral Mike Mullen 
Chairman, Joint Chief of Staff 
February 17, 2011 


Admiral Mullen, Chairman of the Joint Chiefs, said our debt is 
the greatest threat to our national security. This year’s deficit 
alone is projected to be $1.65 trillion. That amounts to $7,500 for 
each American adult over the age of 25. 

While the President tells the American people that the budget 
asks Washington to live within its means, the facts show the oppo- 
site. The President’s budget adds $13 trillion to our gross national 
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debt, doubling it by the end of the decade. Over the next 10 years, 
the smallest annual deficit the budget calls for is over $600 billion, 
and the number rises to $800 billion in the tenth year. We borrow 
that money, of course. 

Interest on our debt was $196 billion last year, three times as 
large as the education budget this year. 


Presidential Priorities: 
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Interest was three times the education budget this year. But in 
10 years, under the President’s plan, because of the increased debt, 
the annual interest payment will be $844 billion, 10 times the size 
that the budget calls for education spending in that year. 

Interest, the fastest-growing item in the budget, will crowd out 
our future hopes for education and for all other programs. It is an 
unsustainable path. That is why I am flabbergasted by the edu- 
cation budget. I think it only could have been written in Wash- 
ington in a bubble detached from the reality I have just described. 

Over the last 3 years, we spent 68 percent more on education 
than the 3 years before that from the Federal Government. 
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The budget now calls for an 11-percent increase in Federal 
spending on education. Sir, we do not have the money. Everyone 
knows that. American families are tightening their belts every day, 
doing more with less, as are cities, counties and States. It is time 
for the Federal Government to do the same. We have to. 

All of us favor education, but we cannot continue these large in- 
creases in spending, every dollar of which is borrowed. 
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This request for an 11-percent increase, more than 30 percent 
more than we were spending in 2008, is an affront to common 
sense, an affront to the will of the voters. These charts show that 
education has been the beneficiary of unprecedented increases in 
recent years without, let me add, any significant increase in stu- 
dent performance. And with the stimulus money, education has 
risen by stunning unprecedented amounts. Your prepared state- 
ment acknowledges a 4-percent increase in education spending, dis- 
cretionary spending, but you note that that does not include in- 
creases in discretionary Pell grants. Well, that is not fact budg- 
eting. That is beltway budgeting. When you consider Pell grants — 
and we should — it is an 11-percent increase. 

What we need is leadership that focuses on why our education 
system is not meeting our expectations. This funding crisis I think 
is an opportunity to challenge our educational establishment, to 
thoroughly and honestly review the plain facts, what works, what 
does not work. We owe that to our children today for their edu- 
cation. And we owe our children a country that is not burdened by 
crippling debt. The President says his budget is a plan for winning 
the future, but you cannot win the future for our children with bor- 
rowed money. 

As Secretary Geithner acknowledged last week, our surging debt 
threatens our economic growth, jobs for young graduates, and even 
economic turmoil. It would be wrong to leave our country weaker 
and diminished because we lack the courage to confront the fiscal 
crisis we are in. 

So we need a dramatic course correction. We need to get the mes- 
sage. We need to get in sync with reality of what is happening in 
the world today. We need to trim bloated Government. We need to 
start now, and it goes without saying that the Education Depart- 
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ment is not exempt. We will vote this week on a continuing resolu- 
tion to fund the Government for some period of time. No continuing 
resolution to fund the Government that fails to reduce spending 
will pass. It will not pass the House or the Senate. We are going 
to fight for spending cuts this week, next week, next month, next 
year. We are going to fight for spending cuts in this Budget Com- 
mittee and the Appropriations Committee and on the Senate floor. 
We are going to keep fighting for a leaner, more productive Govern- 
ment until we have restored confidence in our economy and put our 
country back on the right path — the path to prosperity. 

So this battle over the budget is just beginning. I respect your 
leadership. I think you have some great ideas. But we cannot ap- 
prove, and I do not think will approve, an 11-percent increase in 
education funding. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. It sounds to me like you have a 
bit of a cold there. 

Senator Sessions. I do. 

Chairman CoNRAD. So we hope you will recover. 

Senator Sessions. Thank you. 

Chairman CoNRAD. We want to welcome the Secretary. Please 
proceed with your testimony, and then we will go to the rounds. 
Let me just say that I initially said 5-minutes rounds. If the turn- 
out is the same as the turnout that we see here, we will go to 7- 
minute rounds. We have indicated from Senators ten more Sen- 
ators would be here. If that were the case, we would need 5-minute 
rounds, but we will just wait and see. 

Secretary Duncan, welcome. 

STATEMENT OF THE HONORABLE ARNE DUNCAN, SEC- 
RETARY, U.S. DEPARTMENT OF EDUCATION; ACCOMPANIED 

BY THOMAS SKELLY, ACTING CHIEF FINANCIAL OFFICER, 

U.S. DEPARTMENT OF EDUCATION 

Secretary DuNCAN. Thank you. Chairman Conrad, Ranking 
Member Sessions, and members of the Committee. Thank you so 
much for this opportunity to come before the Committee and to 
talk to you about President Obama’s fiscal year 2012 education 
budget. 

This proposed budget reflects our administration’s dual commit- 
ments to reduce spending and to be more efficient while investing 
to secure our future, and at the very top of that list of investments 
we must make is education. Education is the foundation for a free 
and a democratic society. It is the blanket of security for the mid- 
dle class and the only path out of poverty for millions of Americans 
who have been left behind by a changing economy. 

Education gives immigrants and their children the chance to be 
productive citizens and contribute to our collective wealth. Edu- 
cation enables us as a country to compete in a global economy with 
other countries that are heavily investing to prepare the next gen- 
eration of innovators and leaders in business. 

Education is not just an economic security issue. It is a national 
security issue, which is why retired General Colin Powell devotes 
so much of his energy today to education. Last year, military lead- 
ers stood with me and called for more education funding because 
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only one in four, only 25 percent of young high school graduates 
today, is educationally or physically equipped to serve in the mili- 
tary. 

Today all across America people are meeting the challenge of im- 
proving education in many different ways, from creating high-qual- 
ity early learning programs to raising standards, strengthening the 
field of teaching, and aggressively attacking and closing achieve- 
ment gaps. 

While the Federal Government contributes less than 10 percent 
of K-12 funding nationally, our dollars play a critical role in pro- 
moting equity, protecting children at risk, and more recently sup- 
porting reform activities at the State and at the local level. 

In terms of reform, the last administration focused on charter 
schools and performance pay, two programs that benefited our stu- 
dents when I was a CEO of the Chicago public schools. Our admin- 
istration has used competitive dollars to get State and local edu- 
cators to think and to act differently. Our administration’s Race to 
the Top program has prompted Governors and educators to jointly 
embrace bold and courageous reform programs. With our support, 
41 States adopted higher college and career-ready standards, and 
several States passed new laws and policies around teacher evalua- 
tion. Several States altered charter laws and policies to foster cre- 
ation of new learning models. 

Race to the Top also prompted us to rethink the Federal role. As 
I said, the Department was established to promote equity in edu- 
cation and to protect students most at risk. To that end, we have 
steadily boosted our commitment to formula programs like Title I 
and IDEA. 

The Federal Government also has a long history of supporting 
higher education from the land grant colleges in the 19th century 
to the GI bill and the Pell Grant Program in the 20th. This budget 
further increases our investments in higher education through both 
student lending programs and grants. 

But today our most critical role is in supporting reform at the 
State and local level by providing increased flexibility and incen- 
tives, while holding States and district accountable in a fair, hon- 
est, and transparent way. In fulfilling this role, we must strike the 
right balance, providing as much freedom and flexibility as possible 
to schools and districts, while ensuring that children are learning 
what they need. 

I have spent 2 years traveling the country, visiting many of your 
States and districts and talking with your teachers and your par- 
ents. I have visited schools in rural, urban, and suburban commu- 
nities, and there is a lot of dissatisfaction I hear across the country 
with the current Federal law around public education. 

Many people feel the Federal Government went too far with 
sanctions, mislabeling schools as failures, and issuing one-size-fits- 
all mandates. That’s why we’re asking Congress to rewrite and to 
fix No Child Left Behind, and I look forward to working with you 
on that in the next couple months as we move forward. 

But there is also a deep appreciation for the Federal commitment 
to children and to learning. They are grateful for our support of the 
STEM subjects. Americans know that even in challenging times, 
particularly in challenge fiscal times like these, we must prepare 
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our young people to compete in tomorrow’s economy. They know 
that even as States face greater financial pressure than at any 
time in recent history, we cannot put our children and our coun- 
try’s future at risk. So our budget proposal reflects these aspira- 
tions and commitments. 

Overall, we are seeking a $2 billion increase in non- Pell spend- 
ing. That includes a modest increase in formula programs like Title 
I and IDEA, while maintaining programs for English language 
learners and other at-risk populations, such as rural, migrant, and 
homeless students. 

We are calling for a new round of Race to the Top funds, though 
we would change the program in two significant ways: targeting 
school districts rather than States, and including a carveout for 
rural communities. 

We will continue to invest in innovation and research. We want 
to support a well-rounded education that includes the arts and for- 
eign languages, literacy, STEM, and physical education. We want 
to strengthen the teaching profession in a number of ways and 
work harder to attract the top students to pursue teaching degrees. 

We proposed a new competition to stren^hen early learning pro- 
gram, and we are challenging every single State to boost college 
completion rates. Today more than half of our young people who go 
to college fail to earn a degree. As a Nation, we cannot sustain that 
any longer. 

There is a lot more in our budget outlined in the written testi- 
mony, but before I take questions, I just want to highlight how we 
have been and continue to be more efficient. In the 2010 budget en- 
acted by Congress, we eliminated four programs, saving $360 mil- 
lion. In our proposed 2012 budget, we propose eliminating 13 addi- 
tional programs, saving another $147 million. Together these sav- 
ings total more than $500 million annually, which is helping fund 
our other priorities. Mindful of the significant paperwork burdens 
we placed on local school districts, we are proposing to consolidate 
38 separate elementary and secondary education programs into 11 
simpler funding streams. These common-sense reforms will make 
it easier for school districts to focus on educating their community’s 
children rather than dealing with bureaucrats here in st. 

We are also proposing to reduce our investment in career and 
technical education, not because we do not believe in GTE but be- 
cause we feel the current program is not getting the results we 
need. Even with the reduction, we are still seeking $1 billion for 
CTE, and we are committed to working with States to reform these 
programs for the new economy. 

This year, we have also identified efficiencies in the student aid 
program that, coupled with a change in Pell grant policy, will help 
close a $20 billion shortfall in the Pell grant program and save 
$100 billion over the next decade. Those savings mean we can pro- 
tect the $5,550 maximum Pell grant award and help millions of 
young people meet rising tuition costs. 

Those savings also mean that we can meet the skyrocketing de- 
mand for Pell grants, which has risen from less than 4 million 
grants in 2000 to a projected 9.6 million grants next year. In the 
last 2 years alone, an additional 3 million students received Pell 
grants. In my view, this is a good problem — this is actually a great 
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problem for our country to have. We desperately need more young 
people going to college, and in this economy they desperately need 
our help. But we must do more to make sure they finish college 
and earn their degrees. 

Let me close by saying that we share with you the responsibility 
for being efficient and smart in how we invest. But we also share 
an even greater responsibility, which is to prepare the next genera- 
tion to lead. We share the responsibility for the 20 million dis- 
advantaged students served by Title I, the nearly 7 million stu- 
dents served by IDEA, the 5 million English language learners, 
and the 16 million college students who benefit from student aid 
programs. 

In his recent speech to Congress, the President talked about win- 
ning the future. To emphasize the point, he announced his budget 
at a STEM-focused elementary school in Baltimore. He believes, as 
I do, that winning the future starts in the classroom. He also be- 
lieves the Government spends too much, and he has outlined more 
than $1 trillion in deficit reduction over the next decade. 

This is an important national conversation that will take a great 
deal of time, energy, thought, and courage. It will take real courage 
on the part of Congress and the administration. We have to be 
truthful with each other and truthful with the American people 
about what is and is not working. We have to take the heat to- 
gether for the cuts that we are making. To win the future while 
cutting spending, we must be absolutely vigilant about how we in- 
vest and how we support reform at the State and local level. We 
must be responsible in what we say and do, and we must show re- 
sults. 

Responsibility, reform, and results are the hallmarks of our 
budget and our administration and our guiding principles as we 
move forward. And this applies at the State level as well. I spoke 
with Governors this weekend, and we are now sharing ideas with 
them for more flexibility and productivity in spending. 

I just want to close by thanking Congress for supporting edu- 
cation over the last 2 years. Because of you, we helped protect mil- 
lions of children in classrooms all across America, from the greatest 
economic crisis since the Depression. 

Because of your leadership, we helped States and districts all 
across America advance their reform agendas, raise standards, and 
challenge the status quo in significant ways. 

Because of you, almost 1,000 underperforming schools have 
launched radical restructuring plans to improve the lives of chil- 
dren and many more in the process. 

Because of you, there is a greater determination than ever before 
to ensuring that our children can compete and win in our globally 
competitive economy. 

And because of you, we face a brighter future and a greater pros- 
pect that the world we leave behind will be better than the one we 
inherited. 

Soon behalf of 80 million students of all ages, their parents, our 
hard-working teachers, principals, and administrators, and all the 
people of America who value education and recognize its impor- 
tance, I thank you for your leadership. 
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I will stop now, and I am happy to take any questions you might 
have. 

[The prepared statement of Secretary Duncan follows:] 
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U.S. Secretary' of Education 
Arne Duncan 
March 1,2011 

Senate Committee on the Budget 
“Department of Education Fiscal Year 2012 Budget” 

Testimony 

Chairman Conrad, Ranking Member Sessions, and Members of the Committee: 

Thank you for this opportunity to come before this Committee and talk about President 
Obama’s fiscal year 2012 budget to help America out-educate the rest of the world. There is 
broad agreement that the Federal government has to start living within its means, and the 
President’s 2012 budget represents a good first step toward our shared long-term goal of 
reducing the Federal deficit. However, we believe it is absolutely essential to keep investing in 
education so that, as the President put it, “every American is equipped to compete with any 
worker, anywhere in the world.” 

PRESIDENT OBAMA’S 2012 BUDGET REQUEST 

President Obama’s 2012 request is a responsible budget that invests in education reforms 
that will deliver results. The overall discretionary request for the Department of Education, 
excluding Pell Grants, is S48.8 billion, a $2 billion or 4 percent increase over the 201 1 
continuing resolution (CR) level, which at the time our budget was released was roughly the 
same as the Department’s 2010 discretionary' appropriation. 

As you know, financing the Pell Grant program, which is funded through a combination 
of discretionary and mandatory appropriations and has faced growing demand in recent years as 
more and more students and working adults seek to improve their knowledge and skills, has been 
a real challenge for the Department and for the Congress. The historic demand for Pell Grants 
has created a shortfall that we project could reach $20 billion in 2012. The President’s Budget 
responds to this challenge by proposing a combination of tough choices to generate savings from 
Pell Grants and student loan programs and increased discretionary funding — $5.4 billion above 
the 2011 CR level for a total of $28.6 billion in 2012. The overall goal of our Pell Grant 
proposals is to protect the $5,550 maximum Pell Grant award, put the program on more 
sustainable financial footing in 2012 and beyond, and ensure that more than 9 million low- 
income students can continue to rely on Pell Grants to enter and complete a college education. 

To rein in Pell costs and place the program on more solid financial fooling, the Pell Grant 
Protection Act would eliminate the extra Pell Grant; end the interest subsidy for graduate student 
loans; and allow the conversion of guaranteed student loans to the Department. The Department 
will also work with the Internal Revenue Service, taking administrative action to implement 
enhanced income verification procedures for Pell Grant applicants as part of improvements in the 
processing of the Free Application for Federal Student Aid (FAFSA) to better manage the 
transmission of accurate information. Combined, these actions would reduce the discretionary 
need for the Pell grant program by $100 billion over the next ten years. 
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MAKING TOUGH CHOICES 

Before I describe some of Ihe key investments we are proposing for 2012,1 want to 
emphasize that our overall strategy for supporting effective education reform is folly consistent 
with the current fiscal environment. From the beginning, this Administration has envisioned a 
smaller Federal role focused on key priorities and structured to ensure the most productive use of 
the resources entrusted to us by taxpayers and the Congress. This is why, for example, our 
rcauthorization proposal for the Elementary and Secondary Education Act (ESEA) would 
consolidate 38 existing programs into 1 1 more flexible authorities that would give communities 
more choices to implement their own research-based reform strategies. We also have w'orked 
hard to identify and eliminate duplicative, unnecessary, or ineffective programs. In 2010, we 
worked with the Congress to terminate four programs for a savings of $360 million, and our 
20 1 2 request proposes the elimination of 1 3 additional programs for a total savings of 
$147 million. In addition, w'c took a close look at our Career and Technical Education (CTE) 
programs, which too often have not lived up to their promise of preparing students for careers 
and college, and are proposing a $264 million cut in CTE State grants. All levels of government 
will be facing budget shortfalls and challenged to do more with less in these times of financial 
constraint, 'fhe budget places a priority on spending smarter through cost-effective reforms that 
improve student outcomes. 

We look forward to working with Congress to strengthen the Perkins Act, which shapes 
the CTE program, and improve its alignment with the education reform efforts at the core of our 
ESEA reauthorization proposal, so that the Perkins Act is a stronger vehicle for supporting the 
President’s 2020 college completion goal and the Department’s efforts to improve secondary 
schools. 

While Pell costs remain substantial, we made tough choices in our 2012 budget; the 
changes we are proposing in the Pell Grant and student loan programs will save more than $100 
billion over the next decade. Cuts like these are never easy, but in the current fiscal climate they 
are the responsible thing to do, and the only way to ensure that we can make the investments we 
need to secure our future. 

Make no mistake; the budget request for education is more about investment than cuts. 
President Obama has said that to win the future, w'e have to win the education race, and his 2012 
budget would provide the resources we need to educate our way to a better economy. More 
specifically, tbe 2012 request for education is designed to promote reform, rew'ard success, and 
support innovation at the State and local levels while maintaining strong support for students 
most at risk of educational failure. To meet these goals, our 2012 investments in education are 
divided into five significant priorities. 

EARLY LEARNING 

First, we are seeking $350 million for the Early Learning Challenge Fund (ELCF), which 
we see as a key investment in our children’s success. Research tells us that high-quality early 
learning is one of the best investments we can make. It prepares children for success in school 
and puts them on track to graduate high school and go on to college. This new competitive grant 
program would challenge States to establish model systems of high-quality early learning 
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supports and services for children from birth to kindergarten entry. Such systems would support 
early learning standards, promote better coordination of resources, and measure program results 
to help ensure that more children enter school ready to succeed. 

The Department of liducation would administer the El.CT jointly with the Department of 
Health and fluman Services (HHS), providing significant opportunities for streamlining and 
leveraging other Federal and Stale early learning investments to improve results for young 
children and their families. The President has also proposed targeted, complementary 2012 
increases at HHS of $866 million for Head Start and $1.3 billion for quality child care. 

SUSTAINING REFORM MOMENTUM 

Second, the President is proposing to sustain and expand important reforms by providing 
$900 million for Race to the Top, which already has demonstrated how competitive rewards 
create powerlul incentives for State and local leaders to make groundbreaking education reforms. 
In the first two RTF competitions, fortt'-six States created bold comprehensive reform plans that 
have buy-in from governors, legislators, local educators, union leaders, business leaders and 
parents. The 2012 request would focus on supporting district-level reform plans while also 
emphasizing cost-effective strategics that improve student achievement in a time of tight 
budgets. The Department would also carve out a portion of funds for rural school districts to 
ensure that communities of all sizes and from all geographic areas are able to compete for a fair 
share of Race to the Top funds. 

The 2012 request also would encourage reform and innovation through a $300 million 
request for the Investing in Innovation (i3) program to develop, evaluate, and scale up promising 
and effective models and interventions with the potential to improve educational outcomes for 
hundreds of thousands of students. The request includes priorities for science, technology, 
engineering, and mathematics (STEM) education and early learning, as well as an overall focus 
on increasing productivity to achieve better student outcomes. The Department would include a 
refined rural priority in the i3 competition to ensure geographic diversity in the communities 
served by recipients, and would fund applications from providers and other entities proposing 
evidence-based approaches to address the unique needs and priorities of rural districts and 
schools. We also would take a page from the Department of Defense by creating a new 
Advanced Research Projects Agency: Education (ARPA-ED) that would use $90 million in 
discretionary and mandatory' funds to pursue breakthrough developments in educational 
technology and learning systems, support systems for educators, and tools that improve 
outcomes from early learning through postsecondary education. We see tltis as a natural 
complement to the innovations found in the field through the i3 program. 

In addition, we w'ould significantly boost funding for the Promise Neighborhoods 
program to $1 50 million to support comprehensive, innovative and cost effective approaches to 
meeting the full range of student needs, drawing on the contributions of schools, community- 
based organizations, local agencies, foundations, and private businesses. Also, the Department 
would maintain its $365 million investment in safe school progranmiing designed to reduce 
SLib.stance use, violence, and bullying while providing states with greater ability to adapt 
interventions to school needs and drive resources to the most unsafe schools. 
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GREAT TEACHERS AND LEADERS 

Our third priority is teachers and school leaders. 1 think we can all agree that nothing is 
more important, or more likely to improve student achievement and other key educational 
outcomes, than putting a great teacher in every classroom and a great principal in every school. 
Our 2012 request, together with a proposed restructuring of teacher and leader reeruitment and 
preparation programs as part of our ESEA reauthorization plan, is designed to support State and 
local reforms of systems for recruiting, preparing, supporting, rewarding, and retaining effective 
teachers and school leaders. For example, the budget includes $500 million for the Teacher and 
Leader Innovation Fund to support ambitious reforms, including innovative teacher evaluation 
and compensation systems, to encourage effective teachers, principals, and school leadership 
teams to work in high-need schools. We also arc seeking $250 million for Teacher and Leader 
Pathways to expand high-quality traditional and allemative pathways into teaching, with an 
emphasis on recruiting, preparing, and placing promising teacher candidates for high-need 
(including rural) schools, subject areas, and fields. Included in this request is an $80 million set- 
aside to help prepare 10,000 new STEM teachers over the next two years, as part of the 
President’s plan to prepare 100,000 new STEM teachers over the next decade. In addition, a 
new Presidential Teaching Fellows program (formerly the TEACH program), paid for with 
mandatory funds, would award $10,000 scholarships for the best students attending our most 
effective teacher preparation programs who agree to work in high-need schools. 

COLLEGE COMPLETION 

Our fourth priority is college completion. I’ve already talked about the Pell Grant 
program, which is the foundation of Federal efforts to support both increased college access and 
completion for low-income students. Unfortunately, we know that far too many students who 
enroll in college drop out and never earn a degree. Currently, one-third of postsecondary 
students leave school without earning a degree and only half finish after six years. Clearly, 
access isn’t enough, and wc need a much stronger emphasis on attainment in postsecondary 
education. Through the $123 million "First in the World" competition, we'll provide venture 
capital to develop innovative approaches to increase college completion rales and improve 
educational outcomes while lowering costs and time to degree for students in higher education. 
And through our proposed College Completion Incentive Grants program, we would provide 
$1.25 billion of mandatory funding over the next five years in grants to States to reward 
institutions with exemplary college completion outcomes. 

The President’s budget also would continue support for key existing programs supporting 
college access and completion, particularly for minority and disadvantaged students. The request 
includes a $67 million increase for the Federal I'RIO programs, for a 2012 total of $920 million, 
and $323 million for the GEAR UP program, which helps an estimated 756,000 middle and high 
school students prepare for and emoll in college. The 2012 budget also provides S651 million in 
combined discretionary and mandatory funding for the Aid for Institutional Development 
programs, which support institutions that enroll a large proportion of minority and disadvantaged 
students, and $239 million in combined discretionary and mandatory funding for the Aid for 
Hispanic-Serv'ing Institutions programs, which help ensure that Hispanic students have access to 
high-quality postsecondary education opportunities. 
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SUPPORT FOR AT-RISK STUDENTS AND ADULTS 

I'inally, the President’s 2012 budget for education would maintain, and in some eases 
expand, the Federal government's commitment to formula programs for students most at risk of 
educational failure. For example, a S14.8 billion request for the reauthorized Title I College- and 
Career-Ready Students program (currently Title I Orants to Local Educational Agencies) 
includes a S300 million increase to recognize and reward high-poverty districts and schools 
where disadvantaged students are making the most progress. The $600 million request for a 
reauthorized School Turnaround Grants program would expand support for school districts 
undertaking fundamental reforms in their persistently lowest-achieving schools, while the budget 
provides $750 million to help English Learners meet the same college- and career-ready 
standards as other students. 

In Special Education, a $200 million increase for Individuals with Disabilities Education 
Act Grants to States would help States and school districts pay the additional costs of educating 
students with disabilities, while a $50 million increase in early intervention Grants for Infants 
and Families program, for a 2012 total of $489 million, would complement the proposed Early 
Learning Challenge Fund. 

The 2012 request also provides significant resources to help adults pursue educational 
and employment opportunities, including $635 million for Adult Basie and Literacy Education 
State Grants to help adults without a high school diploma or equivalent to become literate and 
obtain the knowledge and skills necessary for po.stsccondary education, employment, and self- 
sufficiency, and a total of $3.1 billion in mandatory and discretionary funds for Vocational 
Rehabilitation (VR) State Grants to help States and tribal governments to increase the 
participation of individuals with disabilities in the workforce. 

We arc looking forward to the reauthorization of the Workforce Investment Act (WlA) so 
that low- skilled adults and individuals witii disabilities have access to the education and training 
they need to be successful in the 21st century economy. A reauthorized WIA would provide 
opportunities to upgrade the skills of our nation’s workers so that they are able to compete in this 
new economy. One of those opportunities includes a new Workforce Investment Fund, which we 
are proposing in partnership with the Department of Labor, to help provide flexibility for the 
connections necessary to get people into good jobs or the education needed for a better job. ITie 
Fund will also provide resources to evaluate and replicate best practices so that we better sert'c 
those who have the hardest time fmding work -those with limited basic skills and individuals 
with disabilities. 


CONCLUSION 

In conclusion, President Obama’s 2012 budget for education is part of a comprehensive 
and responsible plan that will put us on the path toward fiscal sustainability in the next few years. 
Like every other agency across the government, we are working hard to more efficiently steward 
the Department’s resources. At the same time, education remains a priority for the 
Administration due to the critical importance of our education system for our continued 
economic prosperity. The Department’s budget includes a responsible mix of savings and 
investments that will promote reform and innovation, support a comprehensive ESEA 
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reaulhorizalion, and encourage improved postsecondary outcomes. I look forward to w’orking 
with the Committee to build support for the President’s 2012 budget for education and to secure 
the best possible luture for America by providing the best possible education for all of our 
children. 

'fhank you. I would be happy to answer any questions you may have. 
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Chairman CONRAD. Thank you, Mr. Secretary. 

You know, this really is a difficult time. Looking back, I believe 
that history will record that we averted a fiscal collapse. I think 
we can very, very close to a global financial collapse. I will never 
forget being called to a meeting in the Majority Leader’s office with 
the then Secretary of the Treasury, Hank Paulson, and the Chair- 
man of the Federal Reserve, who told us they were taking over AIG 
the next morning, and they told us that if they did not do it, they 
believed there would be a financial collapse within days. Those 
were the exact words they used, and they gave us plenty of evi- 
dence to support that conclusion. 

So I believe that the steps that were taken, as unpopular as they 
have proven to be — TARP, stimulus — taken together averted a fi- 
nancial collapse. I believe the work of Mr. Zandi and Alan Blinder 
that concludes that if we had not done those things, unemployment 
today would be at 15 percent, there would be 8 million fewer jobs. 

But with all that said, we are now left with the residue, and the 
residue is not just the recovery effort. It is also what came before 
in the previous administration, a doubling of the debt, a tripling of 
foreign holding of U.S. debt. And now we face a circumstance in 
which we are Arrowing 40 cents of every dollar that we spend. 

Let me repeat that. We are borrowing 40 cents of every dollar 
that we spend. Spending as a share of our national income is the 
highest it has been in 60 years. Revenue as a share of our national 
income is the lowest it has been in 60 years. Those are facts, and 
that means we have to take action. 

There have been three bipartisan commissions who have come 
back with recommendations on what we do going forward. All three 
of them said make modest changes now, this year, as things are 
still weak, but make big changes over the next 10 years — ^big 
changes in spending, big changes on our revenue side of the equa- 
tion, big changes to entitlement programs, reform them. 

I supported the President’s Fiscal Commission recommendations, 
the Commission on which I served, and I believe — though there are 
a lot of things I do not like about that set of recommendations, I 
think in terms of size they got it about right. They have talked 
about $4 trillion of debt reduction debt reduction over the next dec- 
ade. 

So I say this as an opening frame, Mr. Secretary. When we are 
borrowing 40 cents of every dollar we spend, all of us — all of us — 
have to be in on the solution, and that includes education. Even 
though I personally would put education at the top of the list for 
prioritization, our problem is so big, every part of the budget has 
to be in on the solution. 

Here is the thing that is so striking to me. As I have gone to my 
State dozens of times and asked students. How many of you do 2 
hours of homework a night?, almost no hands go up. When I go to 
Asia, Russia, Europe, I ask that question. Almost all the hands go 
up. 

When I asked back home, I asked the principal and the teachers. 
Why are almost no hands going up when I ask who is doing 2 
hours of homework a night?, they say, well, it is not assigned. Why 
isn’t it assigned? It is not assigned because if they assign home- 
work, the parents complain. What’s the nature of their complaint? 
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They say, well, the kids do not have time to do homework. I said. 
Why not? Because they got a job. And, of course, why do they have 
a job? Because they have to pay for the car. 

I mean, frankly, we have something that goes beyond money 
here going on, and it is a very, very serious problem, I believe, to 
America’s future competitive position. As I say, I have been in Asia 
number of times. I have asked the question there in every school 
I went to. How many of you do 2 hours of homework? The hands 
shoot up, virtually every hand. In Europe, the hands shoot up. In 
Russia, the hands shoot up. 

So, you know, if our kids are not doing homework — guess 
what? — and these other kids are, it is no wonder than when we 
stack it up, our kids are falling behind in math, they are falling 
behind in science in terms of global competition. What do we do 
about it? 

Secretary DuNCAN. Let me give you a couple other facts that add 
to your compelling sense of urgency, almost crisis. Our dropout rate 
in this country is 25 percent. That is about a million young people 
leaving our schools for the streets each year, and in many of our 
minority communities — ^African American, Latino — it is often closer 
to 40 to 50 percent. As everyone in this room knows, there are no 
good jobs out there today — none — for high school dropouts. There 
are basically no good jobs with a high school diploma. Some form 
of higher education — 4-year universities, 2-year community col- 
leges, trade, technical, vocational training — has to be the goal for 
every single child. 

You talked about the PISA results internationally. The fact of 
the matter is our 15-year-olds on average are a year behind our 
counterparts in Canada. Other folks are out-working us, they are 
out-educating, they are out-investing. One generation ago, we led 
the world in college graduates. It is interesting. It is not that we 
have dropped. We have stagnated. We have flatlined. And nine 
other countries have passed us by. We are now tied with four other 
countries for ninth. And then we wonder why we have a tough 
economy. 

The final thing I will say is at a time of desperately high unem- 
ployment, we have about 4 million good jobs in this country that 
are unfilled because we are not producing the talent to fill those 
jobs. When the President and I met with a number of CEOs from 
around the country last week, it was staggering how many said: 
We would love to hire tomorrow; we have jobs we simply cannot 
fill because the talent is not there. 

So we have to address those brutal facts openly and honestly. 
The President has talked about this being our Sputnik moment. 
We are simply being out-educated, and we are going to be out-com- 
peted if we do not change pretty significantly. 

On the cultural side of this equation, the President often tells the 
story of when he visited the President of South Korea. He always 
asks about education. He says: What is your biggest educational 
challenge? And immediately the South Korean President said: My 
biggest challenge is my parents are too demanding. Even my poor- 
est parents demand a world-class education. He said: I am spend- 
ing millions and millions of dollars to import teachers to teach 
English to our students because our parents refuse to wait until 
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second grade for their children to learn English. They have to start 
learning in first grade. 

So this is about investing very differently, but it is also a cultural 
component that we have to address very openly and honestly that 
other folks revere education. In South Korea, teachers are known 
as nation builders. I think our teachers are and should be known 
as nation builders. 

Our teacher work force has been beaten down. We have to work 
harder. Your success in what you do, so many of you are successful 
at what you do because you work hard. And if someone else is 
working two or 3 hours harder than you every single day, week 
after week, month after month, year after year, guess what? They 
are going to be in a very different place than we are. And so we 
have to invest differently. We have to invest wisely. We have to ad- 
dress the lack of competitiveness of where we are relative to our 
international peers. Jobs are not confined to a district or to a State 
or to the country. Jobs are going to follow where the good workers 
are, where the knowledge workers are. And we have to think very 
differently about how we invest, and w have to challenge parents 
and challenge the community to put a much larger priority on edu- 
cation. 

The final thing I would say is I wish we had more parents beat- 
ing down our doors demanding better education. I would love that 
problem. What I often get is we are moving too fast, we are being 
too radical. And when we have a 25-percent dropout rate that is 
unsustainable, I think we have to be radical. We have gone from 
first in the world to ninth in college graduates. We have to be rad- 
ical. But we need to encourage parents and the community to chal- 
lenge us to do more and to improve faster than we ever have in 
the history of this country. 

Chairman CONRAD. Let me just say that my time has expired, 
but, you know, it does not cost money to do homework. That is a 
matter of the homework being assigned and the kids doing the 
homework and that the parents insist that the schools are demand- 
ing something from their kids. 

Secretary DuNCAN. Let me add 

Chairman CONRAD. I cannot go further on this because it is un- 
fair to my colleagues. We will go to 7-minute rounds. Senator Ses- 
sions. 

Senator Sessions. Thank you, Mr. Chairman. That was a very 
important question. We blame teachers, I think, too much for prob- 
lems in education, and like you said, Mr. Secretary, in the cultural 
situations in which students refuse to do homework or parents will 
not insist that they do and efforts by teachers to insist on excel- 
lence are not affirmed, it is a deep thing. 

I would note that your praise for Canada is good, but Canada 
spent $8,500 per student last year on education, and we spent 
$11,500 on students. So we are spending much more and need to 
get more for what we spend as we are. The President says — you 
said he believes that the Government spends too much, and you 
are taking heat for cuts. But we are not cutting. You are increasing 
spending across the entire board, and that is the problem. 
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I know Admiral Mullen of the Joint Chiefs said our debt is the 
greatest threat to national security. Secretary of State Hillary Clin- 
ton said the same thing. Do you agree with that? 


“It is an excessively high interest burden. It’s 
unsustainable ... With the president’s plan, even 
If Congress were to enact it, and even if 
Congress were to hold to it and reduce those 
deficits to GDP, over the next five years we 
would still be left with a very large interest 
burden and unsustainable obligations over 
time. ” 

Secretary Timothy Geithner 
U.S. Treasury Department 
February 17, 2011 


Secretary Geithner said that the debt we are leaving could leave 
us with a very large interest burden and unsustainable obligations. 
Do you share those concerns? 

Secretary DuNCAN. I think those are valid, absolutely valid con- 
cerns. As I said in my statement, the President is committed to $1 
trillion in deficit reduction over the next decade. As the Chairman 
said, as we move forward, I think there are lots of sacred cows that 
collectively the administration and Congress have to look at very 
seriously. 

Senator Sessions. Well, over the next decade, the deficit will 
double from $13 trillion to $26 trillion, and you can say that cuts 
and saves $1 trillion, but it does not seem like it to me. That is 
plain fact, and that is the budget fact. 

For example, under the programs here of interest. Pell grants, 
under the President’s budget total Pell grant aid available for 2012 
would be $36 billion, double the amount available in just 2008. Is 
that correct? 

Secretary Duncan. We can go through the numbers. We are 
going to save — we have a way of closing the Pell shortfall $20 bil- 
lion. But let me be very, very clear. What our country desperately 
needs is many more young people going to college and graduating. 
Again, we have 4 million unfilled jobs today in a tough economy. 
They are unfilled because we are not producing the skilled workers 
that our country needs at a time when going to college has never 
been more important, has never been more expensive, and our Na- 
tion’s families have not been under this kind of financial duress in 
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a long, long time. So the fact that we have a 50-percent increase 
over the past couple years of students accessing Pell grants I think 
is hugely important. 

Senator Sessions. Well, I think we can all agree that funding 
and money does not necessarily improve education. We have seen 
that dramatically. We are going to he — in 2008, we provided Pell 
grants for 6 million. Now we are providing Pell grants under your 
proposal for 9.6 million, increasing that, doubling the entire budg- 
et, and we do not have the money. 

Now, with regard to student loans, we have now taken over the 
student loans; 100 percent of it is Federal. But according to our cal- 
culations, the total student loan, total in billions of dollars will go 
from $98 billion in 2008 to $167 billion in 2012, a 68-percent in- 
crease. Is that correct? 

Secretary DuNCAN. I do not know that exact number. What I will 
say is when we took over the direct lending, we did that for one 
very simple reason 

Senator Sessions. Well, I know we took it over. We had a fight 
over that. 

Secretary DuNCAN. Well, let me just 

Senator Sessions. But I am talking about the total direct — com- 
paring guaranteed and direct loans have increased from $98 billion 
in 2008 to $167 billion. 

Secretary DuNCAN. We have many more people accessing higher 
education, which as a country we desperately need. The only way 
we strengthen our economy long term is to produce the innovators, 
the entrepreneurs, the knowledge workers, the 

Senator Sessions. Well, why don’t we just spend three times as 
much? 

Secretary DuNCAN. On Pell grant? 

Senator Sessions. On Pell grant. Won’t that just help us fix it 
all? 

Secretary Duncan. Well, actually we made some very tough cuts 
in Pell grants, and so we asked for a $5 billion increase but we are 
reducing costs by $15 million. 

Senator Sessions. Well, this is Washington math. You have not 
cut Pell grants. Pell grants are increasing dramatically, Mr. Sec- 
retary. The numbers are plain. 

Secretary DuNCAN. That is correct, and they would have in- 
creased even more substantially, more significantly, had we not 
made the tough and painful decision to eliminate 

Senator Sessions. You are proposing to increase that much. 
They are not going to be increased that much because we do not 
have the money. 

Secretary DuNCAN. So what we have proposed is to eliminate two 
Pell grants each year. That is a tough cut. That is a painful cut. 
That is not one that I wanted to do, but we think it is a responsible 
way to close the Pell shortfall. 

Senator Sessions. You talked about program consolidation, con- 
solidate 38 K-12 programs into 11 programs as part of the ESEA 
reauthorization. I think consolidation and program efficiency is a 
worthy goal. I believe you are a strong administrator. I think you 
have the ability to do that. You note that some of this program 
structure is fragmented and ineffective and there is little evidence 
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of success. But the total budget that you submit for the consoli- 
dated activities is $900 million more. Instead of saving money, you 
are spending more money. That is not what we have to have today. 
Since we are so short of funds, we need to see some real efficiencies 
that actually enhance education without driving up costs. Don’t you 
agree? 

Secretary DuNCAN. Well, I hear your concerns, and we have tried 
to do a couple things. Our goal in consolidation — these are tough 
cuts and tough consolidations, and not everyone supports them, but 
we think it is the right thing to do. We think, again, particularly 
in small communities, rural communities, when it is very difficult 
to deal with the Federal bureaucracy, the easier we can make that 
relationship, that makes a lot of sense. It will enable folks to spend 
their time working with students rather than dealing with us. So 
we consolidated a number of programs. We eliminate a number of 
programs that we do not think are as effective as they can be. But 
at the end of the day, I believe we have to invest in education, that 
when as a country we have gone from first to ninth in college grad- 
uates with a 25-percent dropout rate, our students and our country 
deserve better than what they are getting today. 

Senator Sessions. Well, we need to figure out what is happening 
out there. A recent report indicated that colleges are demanding 
less and students are learning less. We are sending more students, 
we are spending more money, and we are getting less for it. And 
I really am worried, as the Chairman expressed, that our global 
competitiveness is at stake. Education is important. Thank you for 
promoting some of the reforms you have been working on. 

Secretary DuNCAN. One final comment, if I could say that I think 
what is so important to both your questions is one of the big things 
we have tried to do is encourage States to raise standards. Part of 
the reason there is not homework, part of the reason students are 
less prepared for college is because standards have been dummied 
down in far too many places. We have 41 States that have raised 
standards, colleges have raised standards, and my goal is to get 
universities out of the remediation business. Those who do grad- 
uate from high school, often 30, 40, 50 percent have to take reme- 
dial classes in college. They are not ready. With States raising 
standards, I think that is a game changer. That is a huge step in 
the right direction. 

Chairman CoNRAD. Senator Coons. 

Senator Coons. Thank you, Mr. Chairman. 

Thank you. Secretary Duncan, for your presentation today. I am 
extremely pleased to see that this budget continues on the Presi- 
dent’s public commitment to invest in world-class education for all 
our students, and I look forward to working with you on the Ele- 
mentary and Secondary Education Act reauthorization. 

I think there are some very tough choices in this budget, and I 
was pleased to see some reductions, some trimming, some realign- 
ment. In your opening statement, you reasserted that your goal, 
given that Federal spending is just 10 percent of all education 
spending, is to promote reform, reward success, and support inno- 
vation at the State and local levels. 

In my view. Race to the Top has succeeded significantly in doing 
that. There are 11 States and the District of Columbia that are di- 
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rectly benefiting from Race to the Top, but as you mentioned, doz- 
ens of other States that may not have been selected made signifi- 
cant changes. 

If Race to the Top has, in my view catalyzed education reforms 
in both those States that won and lost the competition, what do 
you think would be the impact if funds were not appropriated to 
continue Race to the Top in this year’s budget? 

Secretary DuNCAN. Well, what you have seen around the country 
over the past 2 years I think is reform at a level of unprecedented 
speed. As you said, you have 41 States that adopted college and ca- 
reer standards, raised the bar for children, and for the first time 
in this country, a child in Massachusetts and a child in Mississippi 
will be held to the same standard. 

You have 44 States today working together on the next genera- 
tion of assessments to be much more thoughtful in how we do that. 
We had almost three dozen States eliminate barriers to innovative 
schools and create more room for flexibility. You have seen every 
single State that had laws on the books that prohibited the linking 
of student performance, student achievement, and teacher evalua- 
tion, all those laws have been eliminated. And you now have al- 
most 1,000 schools around the country, dropout factories were his- 
torically 50, 60, 70 percent of students were dropping out, finally 
were challenging the status quo. 

So there has b^een a huge amount of movement at the State level. 
That has to continue. That has to be sustained. In our budget re- 
quest for a third round of Race to the Top, $900 million, we want 
to see that same pace of change at the district level, and we also 
want to have particular focus with a set-side in rural communities. 

And so we have to play at the State level, at the district level, 
at the community level. Promise Neighborhoods, and, again, we 
have to get better faster than we ever have in this country. Race 
to the Top has been a huge catalyst for raising the bar. 

Senator Coons. How do you see the competition being different 
this year with a district-level focus? And how through the Effective 
Teachers and Leaders State Grants Program, as you begin to im- 
plement local teacher and principal evaluations systems, how do 
you see us working together to ensure that teacher collaboration is 
sustained in the development of these valuable systems? 

Secretary DuNCAN. I think it is so important in this work that 
all of us move outside our comfort zones. We had a wonderful con- 
ference 2 weeks ago in Denver where we had 150 districts, and 100 
districts who wanted to come but could not get in, where the super- 
intendent, the board chair, and the union leader came together to 
figure out how we work differently and how we use collective bar- 
gaining to drive student achievement. We had a number of districts 
presenting how they have done this in extraordinarily creative 
ways. So our themes at the district level would echo those at the 
State level, but with a real focus for closing the achievement gaps, 
raising the bar, and all of us moving outside our comfort zones. 
And what we want to do is simply reward courage. There are so 
many folks around the country who are doing this hard work, who, 
you know, want to be creative, that have never been rewarded for 
success. 
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One of my biggest problems with the current law, No Child Left 
Behind, is that there are about 50 ways to fail, and your only re- 
ward for success is you are not labeled a failure. And so we want 
to shine a huge spotlight through reauthorization, through Race to 
the Top, through the Investment Innovation Fund, through Prom- 
ise Neighborhoods, on folks that are willing to challenge the status 
quo, raise the bar for all students, and close those insidious 
achievement gaps. 

Senator Coons. I do think you are making significant progress 
through all those different vectors in strengthening the focus, 
strengthening the reform. 

One area of the budget that did concern me was the change to 
a direct loan program, so the incentive to convert so-called split 
loans to direct lending. Are you concerned about the additional 
debt that the Department will be taking on? And are you confident 
that the budget scoring of these savings is real? Or do you think 
it may possibly reflect a lack of an accurate assessment of the risk 
associated with direct lending? 

Secretary DuNCAN. Well, the folk that do the budget scoring are 
a lot smarter than I am, so I can only assume and think they are 
doing good work. The goal here is to simply make things simpler 
for the borrowers and to have, you know, one servicer rather than 
multiple servicers. This is an optional program. It is not manda- 
tory. But we think it is the right thing for the students who are 
dealing with multiple relationships, and that is difficult and com- 
plicated. At the end of the day, we think this could save us $2.1 
billion. 

Senator Coons. I have some concerns about that and will fol- 
lowup with outcome on that in more detail. But if I could as a last 
question, as you know, we have both worked over many years on 
improving postsecondary outcomes, particularly for minority or 
low-income students who are the first in their family to attend col- 
lege. And I am very interested in the First in the World Initiative, 
which strikes me as sort of a venture capital fund approach to try- 
ing to really deal with these critical problems and the college com- 
pletion incentive grants. 

Please, if you would, as my last question, just talk for a minute 
about what is different about these. How are these going to make 
it different going forward? And how is this going to make it pos- 
sible for us to close those critical gaps the Chairman spoke about 
at the outset in terms of college completion in the United States? 

Secretary DuNCAN. So first let me just quickly say how lucky we 
are to have you in the Senate and to have you on this Committee, 
and almost no one brings your deep passion and knowledge of what 
it takes to help children who have not had these opportunities and 
families and communities that have not had these opportunities for 
decades, to give them the chance to break through. And so your 
leadership and insight and expertise I think is going to be extraor- 
dinarily valuable to this Committee and to me personally, and I 
look forward to our continued work together. 

At the end of the day, it is interesting, universities are not too 
dissimilar to high schools, and you see some that have, you know, 
first-generation college goes and many EL students who do a won- 
derful job of building cultures around completion. You see others 
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where completion rates are very, very low. And just at the high 
school level, you see some high schools that are 95 percent minority 
and 95 percent poverty, with 98 percent graduation rates and 95 
percent going on to college. You see others with similar demo- 
graphics with 60-percent dropout rates, wildly different outcomes. 

What we want to do is almost a mini Race to the Top at the 
higher education level to put significant resources behind those 
States and those universities that want to build a culture not just 
around access — and access is huge — but it has to be around attain- 
ment, around completion. And some places do an amazing job with 
that. Some do not. When I was the CEO of the Chicago Public 
Schools, we tracked this data very carefully, and, quite frankly, I 
started to steer my students toward certain universities and away 
from others because students with identical GPAs, identical ACT 
scores were getting radically different outcomes at different univer- 
sities. And the more we can build cultures around completion, that 
is what our children need, that is what their communities and fam- 
ilies need, but ultimately that is what our economy needs. That 50- 
percent dropout rate from college has to go down. 

Senator Coons. Thank you. 

Chairman CONRAD. Senator Cornyn. 

Senator Cornyn. Thank you, Mr. Secretary. It is good to have 
you here today, and I want to tell you at the outset that some of 
the things I have heard you say during your tenure as Secretary 
of Education give me some hope that we can work together on a 
bipartisan basis to improve public education in America, recog- 
nizing the Federal Government does have a relatively small role, 
10 percent of spending, in K-12 education. So I look forward to 
working with you on the reauthorization of No Child Left Behind. 
And I hope that we can do some good there. 

But part of the problem that States that do fund 90 percent of 
public education in the country are experiencing is that the Federal 
Government has basically commandeered State budgets in a num- 
ber of ways. There is a recent report that just came out, today as 
a matter of fact, demonstrating the Medicaid expansion that was 
part of the health care bill has essentially crowded out the ability 
of States to spend money on K-12 and higher education. In my 
State alone, it is $27 billion of an unfunded mandate over the next 
10 years, and we have to get that under control. 

I appreciate what the Ranking Member Senator Sessions, his 
questions relating to money equaling quality education. We know 
that is not true, and there are a lot of good examples of charter 
schools, for example, the KIPP program, featured prominently 
among other charter school programs in the documentary “Waiting 
for ‘Superman,’” where we know that there are a number of inno- 
vative and more cost-effective means of delivering education taking 
place across the country. And just pouring more money into the 
same broken system is not going to improve outcomes in my view. 

But I want to ask you specifically about a Texas issue that you 
are well acquainted with. Congress, of course, appropriated $10 bil- 
lion for the Education Jobs Fund, and my understanding is that 
roughly $975 million remain unobligated. Is that your under- 
standing? 

Secretary DuNCAN. Yes, sir. 
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Senator Cornyn. Of course, my State had submitted an applica- 
tion, and my understanding is that its share of funds would be 
roughly $830 million if indeed that application had been accepted 
and granted. But because of a provision that was put into the bill 
by Congressman Doggett in the House basically requiring the Gov- 
ernor to do something that he is barred from doing under the 
Texas Constitution — that is, guaranteeing certain levels of edu- 
cation expenditures in future legislative sessions — Texas was in a 
Catch-22 and could not qualify for that funding. 

As you know, there are provisions in the law for alternative 
methods of allocating that money, and I would like to know what 
you intend to do to work with us to try to make sure that Texas 
is not discriminated against when it comes to the allocation of 
these education funds. 

Secretary DuNCAN. Let me try and address the first part of your 
statement first, and then I will come to that specific question. 

I share your concern about where the Federal Government has 
been inflexible or commandeered local budgets. I spoke before the 
NGA this weekend, talked a lot about us trying to provide much 
greater flexibility at the State level, trying to help them become 
more productive in very tough budgetary times, and, again, I put 
some pretty non-traditional ideas out there for what folks can do 
in tough times, and actually this week we will be sending docu- 
ments to every Governor of our best ideas about how we can be 
more flexible, challenging States to take advantage of that flexi- 
bility, which they often do not do, and really trying to be a much 
better partner. 

I just want to assure you that I have no interest in pouring more 
money into the status quo. We have a very different vision of where 
we are going. We are trying to push a very strong reform agenda, 
and I would agree with you: If we perpetuate the status quo with 
more money, that does not get our country where we need to go. 

I do think we need to invest but in a very different vision of what 
education can be and should be and to continue to work in a bipar- 
tisan way through ESEA. A big goal there for me, frankly, is to 
provide much more flexibility than exists today under the current 
law. The current law 

Senator Cornyn. Well, I look forward to working with you on 
that, but obviously we only have 7-minutes rounds and 

Secretary DuNCAN. Sorry. 

Senator Cornyn. What I am really interested in is how you in- 
tend to work with me and the Texas congressional delegation and 
Congress to make sure that the State of Texas is not penalized to 
the tune of $830 million for a requirement in the law that under 
the Texas Constitution the Governor does not have the power to do. 

Secretary DuNCAN. I am intimately familiar with the details. We 
obviously have to follow the law and congressional intent. I was 
having, I thought, good, productive conversations both with the 
Governor and the State superintendent, and then, frankly, they de- 
cided to sue the Department of Education in this matter. 

Senator Cornyn. So all discussions have ended? 

Secretary DuNCAN. Well, it is in litigation now, so 

Senator Cornyn. So all discussions have ended? 
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Secretary Duncan. I do not know if all discussions have ended, 
but it makes it more difficult now that we are being sued to 

Senator Cornyn. Well, what is a State with 25 million people 
supposed to do when the Federal Government discriminates 
against it in the distribution of tax dollars to help public education? 
Your Department would not accept the application. What is the 
State official supposed to do other than to go to court to try to force 
you to do it because of the unconstitutional requirement? Now you 
are telling me because they have resorted to litigation that you are 
not going to continue negotiations with them to try to resolve this 
impasse. 

Secretary DuNCAN. No, I did not say either one of those. And to 
be clear, we did not reject their application, and so there is ongo- 
ing — 

Senator Cornyn. Well, you said it was not in acceptable form be- 
cause it 

Secretary DuNCAN. No, I 

Senator Cornyn [continuing]. Because it did not meet the re- 
quirements of the Doggett amendment, which required an uncon- 
stitutional condition for State officials. 

Secretary DuNCAN. So we are not going to solve it this morning. 
What I will say is the children of Texas desperately need these re- 
sources, and our intent from day one was to make sure children 
around the country had access to it. Texas schools in many places 
are having huge budget cuts. We have seen skyrocketing class 
sizes. The dropout rate in Texas is pretty staggering. And if you 
have thoughts or creative ways that this could be resolved, I am 
all ears. But at this point, because they chose to sue, it makes it 
a little bit tougher to 

Senator Cornyn. Well, Mr. Secretary, I am deadly serious about 
this issue, and it is not going to go away, and we are going to have 
to work it out. And I would invite you to engage with me and other 
Texas representatives to try to find a solution, because this is unac- 
ceptable — unacceptable — for a State, one of the largest States in 
the country with 25 million people, with the kinds of needs that 
you just described, that you and I both understand, for the Federal 
Government to basically thumb its nose at my State. It is just un- 
acceptable, and we are going to have continuing problems unless 
you and I can work out some solution. 

Secretary DuNCAN. We have until September to do that, and 48 
States have received their money and put it to great use and saved 
a couple 100,000 educator jobs around the country and driven re- 
form, and I would love to see the children of Texas get their fair 
share. 

Chairman CoNRAD. Senator Whitehouse. 

Senator Whitehouse. Thank you, Mr. Chairman. Thank you. 
Secretary Duncan. 

One of the areas that I have taken an interest in over the years, 
I come at this from a point of view of somebody who was a pros- 
ecutor. And when I moved from being the United States Attorney 
for Rhode Island to be Attorney General for Rhode Island, I began 
to oversee the prosecution of hundreds and hundreds and hundreds 
of children. And as I inquired as to what the best way to prevent 
this would be, over and over again I was steered toward middle 
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school. Over and over again I was steered not only toward middle 
school but toward attendance and truancy and performance in mid- 
dle school, particular emphasis on truancy. 

Over and over again I was shown cases where kids had become 
truant, completely fallen off the radar screen, engaged in the kind 
of really unhealthy behaviors that historically people never associ- 
ated with middle school — gang membership, pregnancy, drug addic- 
tion — and that we really needed to bear down on our middle 
schools, and that it was an area, kind of a fulcrum period between 
the younger years where, as long as people are getting, you know, 
sort of basic needs met and getting their literacy needs met, both 
reading and mathematics, they are in pretty good shape; and then 
in high school they get to be much tougher kids, and it gets to be 
much more challenging to pull them back into the mainstream if 
they have fallen out of it. And it is usually just a 3-year program. 

The President supported it energetically, his success in the mid- 
dle bill I was a cosponsor of when he was a Senator here. My sen- 
ior Senator, Jack Reed, has picked that bill up, and yet I do not 
see much in the way of focus here on middle schools. 

Based on that experience, I adopted a middle school and started 
to work with the middle school in Providence. And as I have talked 
to teachers, this has been a continuing issue, and nobody has ever 
pushed back, ever. Teachers, law enforcement, administrators, no 
matter where you go, everybody says, oh, yeah, we get it, middle 
school is really a fulcrum period and investment there can make 
a particularly big difference because if you turn a kid around to a 
high-performing student in middle school, you are in a far better 
position than having to chase them through high school trying to 
pick them up if they are failing that. 

So I would love to hear from you where your focus is on middle 
school in this area, what specific programs you propose to help in 
that area, and then I would like to ask briefly about after-school 
as well. 

Secretary DuNCAN. So a couple thoughts. I think your sense of 
the challenge, and you have lived it, is real and painful and is too 
often the norm rather than the exception. Both Senator Coons and 
I got our start in education, starting with middle school students 
and trying to work with them for 6 years through college, and so 
I have lived this. 

Senator Whitehouse. A special breed. 

Secretary DuNCAN. So this one is very personal. A couple 
thoughts there. 

One of the biggest things that matters for children who are 
struggling is getting an adult in their lives who can be with them 
through thick and thin, so through the middle school years, a 
teacher, a social worker, a counselor, through high school, some 
adult that when things go wrong at home or it is tough in the com- 
munity helps them to persevere. So school districts, some are doing 
some really innovative things, but I honestly think school districts 
cannot do this alone. Nonprofits, social service agencies, the faith- 
based community are stepping up. We know what 

Senator Whitehouse. I get the big picture. My narrow focus is 
what is the Department of Education doing in this area. 
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Secretary DuNCAN. So a couple different things. One is a huge 
focus on the STEM area, STEM fields to try and keep great math 
and science teachers in there when often those teachers do not 
have the content knowledge they need. It ties to your question for 
after-school. We are asking for additional after-school money. I 
think when students are engaged in extracurriculars — art, dance, 
drama, music, band — that helps them stay engaged in very dif- 
ferent ways. We are supporting programs like 

Senator Whitehouse. Those are all general programs, so they do 
not relate to middle schools specifically. They may apply to a mid- 
dle school, but they are 

Secretary Duncan. They are part of an overall spectrum, but 
gear up 

Senator Whitehouse. Let me roll, in the time that I have left, 
to the after-school question because one of the things that we hear 
from the education community enormously, regularly, is how im- 
portant it is for a school to have community support; that the more 
the school is engaged in the larger community and the more the 
larger community is engaged in the school, the better off everybody 
is, the better off the kids perform and so forth. 

So in Providence, Rhode Island, in particular, we have a really 
exceptional after-school program. That has involved the community 
for a long time. It has been in many ways sort of the incubator for 
a lot of the education reform activity that has taken place in Rhode 
Island. And I worry that your emphasis in after-school in giving 
priority to more expensive extended school day, extended learning 
time programs over these community-supported and community-de- 
veloped after-school programs risks crowding them out. It risks 
crowding them out because of the priority. It risks crowding them 
out because it is more expensive to extend the learning day than 
to work through the community. And I think it fails to take into 
account the added value that comes when the community is that 
engaged. 

So I hope that as you go forward with your program you will 
take into account concerns like mine that in some places — it is not 
the solution for everybody, but where it is a proven solution, you 
should be protecting and defending and growing and helping these 
very, very successful after-school programs rather than putting 
them at a competitive disadvantage with extended learning pro- 
grams. I am not quite sure how this prioritization is going to work 
out in practice, but it really worries me that one of the best things 
going on in education in Rhode Island is going to be on the losing 
end of this priority shift of yours. 

Secretary DuNCAN. I would love to continue the conversation. It 
is a very fair, you know, concern and critique. What I ultimately 
believe is we just have to do more in this after-school space. It is 
not an either/or. It is a both/and. We are asking for about $100 mil- 
lion — 

Senator Whitehouse. It is not both/and in the way you have de- 
signed it. There is a priority that — ^you put a thumb down on the 
side of the extended day and against the after-school program, so 
it is not quite both/and. It is both/and with a bias, and it is the 
bias that concerns me. 
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Secretary Duncan. And additional resources. But your point is 
well taken. I do think school days are too short, school weeks are 
too short, school years are too short. But the idea of schools being 
open 12 , 13, 14 hours a day, wrap-around services — it is one of the 
things I was proudest of in Chicago. I had 150 schools that were 
open very extended hours. What happens in Providence I think is 
fantastic. We do not want to hurt that. We will actually look at 
that 

Senator Whitehouse. My time just expired, so I will leave on 
that, because that is a great note to leave on, and we will continue 
the discussion. 

Secretary DuNCAN. To be continued. 

Chairman CoNRAD. Senator Johnson. 

Senator Johnson. Thank you, Mr. Chairman, and, Mr. Sec- 
retary, I want to start off thanking you for your service. I try to 
make that same comment to school board members when I meet 
them. I realize this is not exactly a thank-filled position, so I want 
to thank you at least. 

Seeing as this is the Budget Committee, I would like to kind of 
zero in a little bit on costs. I did here a recent interview with Joel 
Klein, the chancellor of New York City’s — former chancellor of their 
Department of Education, where he commented that our spending 
in real terms has doubled since 1983, and we have not seen the re- 
sults, but in particular I would like to hone in on college tuition. 

I have seen a number of studies — and what I will quote is from 
the Heritage Foundation — that States’ college tuition since 1982 
has increased 439 percent. To put that relative to things like 
health care and general inflation, health care has risen 250 per- 
cent; just general inflation has gone up about 105 percent. So let 
us talk dollars. 

Just general prices, something that cost $10,000, today would 
cost a little over $20,000. College tuition, though, has gone from 
about $10,000 to over $50,000. 

I would kind of like to hear your comment on what has caused 
that. 

Secretary DuNCAN. It is a huge concern of mine, and I do not 
have a good answer as to what has caused it. We see college costs, 
college tuition escalating far ahead of the rate of inflation in many 
places, and so it is a real challenge. As I have said repeatedly, you 
know, going to college now is desperately, desperately important 
for all of our young people, and when tuition makes it untenable 
or too difficult, that is not good for families or the country. 

So I think colleges historically, frankly, have not always been as 
efficient as they need to be, have not made some of the tough cuts 
that families are having to make every single day, and tough prior- 
ities, and that we are trying to make in our budget, that you guys 
are trying to do in your work. So it is a real challenge. 

We have had very tough, candid conversations internally. You 
know, is there a legislative play? Is there anything to do there? I 
will tell you what my current thinking is, but I am not satisfied 
with it. I think our system of higher education is the best in the 
world. I think we have a couple thousand great options around the 
country. Parents today, they are smart, they are savvy. Students, 
they have more choices, more options than ever before. They want 
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a great education, but they want value for their money. And so 
when colleges are escalating, you know, expenses way ahead of 
where they need to be, I think folks are going to start voting with 
their feet and going other places. 

Senator Johnson. Do you think Federal infusion of dollars has 
played anything — into that? Why else would we see such a dra- 
matic difference in general prices versus the cost of college tuition? 

Secretary DuNCAN. I mean, I guess that is a possibility. That is 
not my first thought because — well, what I was going to say is you 
see actually huge variation. You are actually seeing movement the 
other direction. You have a university 2 weeks ago that reduced 
tuition 10 percent. You have other universities going to 3-year pro- 
grams. You have other universities going to no-frills campuses. And 
what you are seeing is the marketplace starting to play, and par- 
ents are starting to vote with their feet, and they are starting to 
go to places to get a good education for less money. 

So I think, again, by transparency and good information, the bad 
actors will not get rewarded and the good actors will get a greater 
market share, and that is a good thing for the country. 

Senator Johnson. I will agree. Information is powerful as the 
free market enterprise system is pretty powerful as well. 

You may have noticed a few news reports within my State, the 
State of Wisconsin, that there are a few issues there. 

Secretary DuNCAN. I have. 

Senator Johnson. And I guess I would like to just ask you. What 
role — or how helpful have public sector unions been to education? 
And what would be the evidence of that? 

Secretary DuNCAN. So just in the midst of the Wisconsin situa- 
tion — I have a good relationship with the Governor, talked to him 
several times, worked well with him, have a good relationship with 
the union, talked well — you know, talked with them. 

In the midst of the Wisconsin situation — this was coincidence, it 
was not planning — we had a conference in Denver with 150 dis- 
tricts from around the country and a waiting list of 100 on this 
very issue. And we talked about how historically in too many 
places collective bargaining had not worked for anybody, had not 
worked for the adults, had not worked for the children, had not 
driven student achievement, that we needed a third way, we need- 
ed to do things very, very differently. And, again, this is not just 
unions, to be clear. This is management. Often management has 
not been strong here. School boards have not been as effective as 
they need to be. So it is not about pointing fingers, about all of us 
doing things differently. But what we had is we had over a dozen 
districts present to the 150 — we did not lead the conference. They 
did — present how they had used the vehicle of collective bargaining 
to drive student achievement and to close achievement gaps. 

The goal there was to say if this works, why not make this the 
norm? And can we go from 15 creative, innovative districts, doing 
some radically different things through collective bargaining to 
drive much better student outcomes? Can we go from 15 to 150 to 
1,500 to 15,000? 

So in many places, collective bargaining has not led to better stu- 
dent achievement, has not led to more satisfied workers, has not 
helped move the country where we need to go. But we have a num- 
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ber of places that are starting to break through, and we need to 
replicate those successes. 

Senator Johnson. Earlier in your testimony, you said that we 
need 4 million more college graduates. A lot of my volunteer work 
over the last 10 years has been in education in Oshkosh, primarily 
the K-12 level. What we were seeing as employers is just a mis- 
match, you know, whether it is colleges, whether it is our schools 
simply not providing the types of degrees, the types of educational 
opportunities to match the employment opportunities, as opposed 
to just cranking our more college ^aduates. Can you speak to that? 

Secretary DuNCAN. You are seeing reality, and I hear that com- 
plaint from CEOs all around the country. And one of the things we 
are doing actually in partnership with the Department of Labor is 
trying to put resources out there to community colleges and com- 
munities in the private sector where they come together to provide 
real training that leads to real jobs. A and where you have these 
mismatches, you know, students come out with greater debt, they 
are not employable. The employer ultimately moves overseas if 
they can get more workers there. There is no upside there. So there 
is an absolute mismatch at lots of different levels, and we want to 
put resources behind places — there are also some fantastic public- 
private partnerships that are leading to real jobs every single day. 
I visited one yesterday in Philadelphia around the health care in- 
dustry where workers — some were just coming to the country to 
learn English, and then ultimately, because of great partnerships, 
are getting real jobs in the health care field around there. We have 
to do a lot more of that. So that is a real concern. 

Senator Johnson. One final question. I am a manufacturer, so 
I generally try and look at the root cause of a problem. To me a 
lot of what we talked about in terms of the problems of education 
really relates back to just the social pathologies, the fact that our 
out-of-wedlock birth rates have gone from 7.5 percent to 40 percent 
from the 1960s. Can you just comment on that a little bit? 

Secretary DuNCAN. So I think our children are coming to school 
today with probably more challenges than ever before, and whether 
it is, you Imow, families that are not intact or whether it is the 
video games and all the distractions we talk about, the lack of time 
spent on homework. So those are absolutely real challenges. I think 
we are asking more of our teachers and administrators than we 
ever have. 

Having said that, in these very tough times with high poverty 
and high crime and, you know, single-parent families, we have 
never had more high-performing schools who are beating the odds 
every single day. We are trying to turn around these chronically 
underperforming schools, and so those challenges are real. They 
take long hours. They take after school. They take mentoring. But 
we have never, I do not, ever had so many high-performing, high- 
poverty schools in some of our neighborhoods — some of our coun- 
try’s most distressed communities, and we have to learn from those 
successes and take them to scale. 

Chairman CoNRAD. Senator Begich. 

Senator Begich. Thank you, Mr. Chairman. And thank you, Mr. 
Secretary, for being here, and thank you for your visit to Alaska, 
to Hooper Bay. And I know 
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Secretary DuNCAN. I will never forget it. 

Senator Begich. I know you will not. We had a great conversa- 
tion on the way back on the plane as we sat there and talked about 
education. There is a clearly a much different view in rural Alaska 
than it is in Chicago. You have to, I guess, admit that. 

Secretary DuNCAN. Absolutely. 

Senator Begich. Let me also, again, just so you know, I come 
from a family of educators. My parents were educators. My two sis- 
ters are educators. My sister-in-law is an educator. I chaired the 
Student Loan Corporation for 7 years, the Postsecondary Education 
Commission for 7 years. But saying all that, when I campaigned 
for this office, I actually ran an ad because I think in Alaska, espe- 
cially in Alaska, No Child Left Behind was a disaster. It had no 
understanding of really rural America, and when I say rural Amer- 
ica, rural Alaska. And it had basically a system that penalized 
communities that were trying, as you saw firsthand out there, and 
it really worked in the wrong direction. So I want to followup to 
some degree on a couple comments I heard you say. 

First, on Race to the Top, can you describe what you meant 
when — I heard you say rural set-asides, so it caught my attention, 

because every time I have heard rural set aside, usually it 

means it is a Washington, D.C., description of rural set-aside, 
which is nothing — nothing — like Alaska. So define what you see as 
rural set-aside, and it would be great if you started with Hooper 
Bay as an example. 

[Laughter.] 

Secretary Duncan. So if I start on Hooper Bay, this is a con- 
versation obviously to continue with you and with the Chairman, 
but let me be very, very clear. We have seen significant change in 
Race to the Top, in the Investment Innovation Fund. We want to 
make sure we are having an impact everywhere around the coun- 
try. We think we can do more and do a better job in rural commu- 
nities. I would be happy to work through the technical definition 
with you guys and get your thoughts there. 

But let me be very clear. In both a third round of Race to the 
Top and a second round of the Investment Innovation Fund — and 
you have been so supportive of that effort. I appreciate it. In both 
of those we want to make sure that we are playing in a significant 
way in the rural community. So we are learning there, and the 
technical definition you guys can probably shed some light on it for 
me. 

Senator Begich. I have a feeling the Chairman and I will be 
happy to assist you in that effort, because I think in a lot of ways — 
and I mean it in respect to my colleagues here in the lower 48 — 
that rural here is so much different. You can drive everywhere. 
You can drive down the street. Maybe the street is 50 miles away 
to the grocery store. In Alaska you cannot. If you are in Adak, it 
is 1,200 to the hub by air. There is no road. And so we have a dif- 
ferent ability to deliver education, and our competition is not — I 
mean, if we are competing against the L.A.s and the Chicagos and 
the Seattles, we will not win that battle for dollars, because you 
will look at it from a cost per pupil, and you will see that you can 
hit Chicago with so many thousands of students that will hit. And 
yet in a village of maybe 50 kids, this is their lifeline to the future. 
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Secretary Duncan. Yes. So to me it is not — we were trying to 
make very significant strides and improvements in, you know, Race 
to the Top and Investment Innovation Fund, but you hit it earlier. 
I think so much of No Child Left Behind was broken for the coun- 
try, but particularly broken in rural and remote communities, and 
I think we can fix the law this sessions. We want to fix it before 
we go back to school this fall. We could fix it in a bipartisan way, 
and a huge part of our goal is, frankly, to shrink the Federal foot- 
print, to give much more flexibility, hold folks accountable for re- 
sults, but to give them room to move. 

One of the biggest complaints I’ve heard in rural America is that 
you have a teacher teaching multiple subjects. 

Senator Begich. That is right. 

Secretary DuNCAN. And they are basically labeled not highly 
qualified, and they are often extraordinary. 

Senator Begich. Which is amazing, because in Alaska these 
teachers are doing amazing things in multiple disciplines, and yet 
because of the technical language, they are not highly qualified. 
And we would consider them the best of the highly qualified. 

Secretary Duncan. It makes no sense, and we are desperately 
trying to keep great teachers in underserved communities, be they 
rural, remote, or inner city. And so we have to remove that, moving 
from a paper-based definition of qualifications to effectiveness as 
the way to go. And so there are a number of common-sense fixes 
that we can put in place that will remove the perverse incentives 
and put in place the right incentives. 

Senator Begich. And, again, on Race to the Top as well as — and 
I heard you say, and I want to make sure we are clear — on 13 also, 
programming to figure out how we do a rural set-aside that clearly 
recognizes the value and how we educate within those commu- 
nities. 

Secretary DuNCAN. Absolutely. 

Senator Begich. OK. The other piece in rural communities — and 
especially, again, I will use Alaska, obviously, as an example — 
some of the requirements require matches by local communities. In 
some of these communities, they have no property tax base. We are 
in some cases subsistence hunters, and their food and their belong- 
ings are caught off the land. 

Will you be flexible to help us address those kind of communities 
that just do not have — it is hard to believe in this country that 
there are cashless in some cases or limited cash communities, and 
they are basically in Alaska. 

Secretary DuNCAN. We will absolutely be flexible. So the short 
answer is yes. But I would also say one of the things we found as 
we got into this work — and you guys know this intimately — is we 
did not have enough foundations playing in the rural community. 
And so, frankly, one thing I am really proud of is we have encour- 
aged a number of foundations to step up and be much more gen- 
erous and targeted in rural areas. So we are helping to drive that 
market and increase investment in rural communities. We are 
going to continue to drive it. But will we be flexible and thoughtful 
on how we do this? Yes. 

Senator Begich. OK. 
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Secretary Duncan. My fallback is just not to do nothing. My pri- 
mary focus is to get many more of these foundations to play and 
create and reward great work in rural communities. 

Senator Begich. Right, we would love it. We do not have a 
Microsoft in Hooper Bay, but we would love an opportunity 

Secretary DuNCAN. We can talk about it. We have a number of 
foundations that have increased their commitments, thanks, frank- 
ly, to us working with them. 

Senator Begich. Let me go to one other quick one here, and that 
is the $350 million to the Early Learning Challenge Fund. You and 
I actually had a conversation on the plane — you may remember 
this — about Head Start and how that plays a significant role in 
rural Alaska. It is truly — an educator in rural Alaska can point out 
a kid who has had Head Start in the third grade and say they had 
it. They do not even have to have their paperwork to show it. They 
can tell. 

So how will you ensure that the Head Start program that is in 
Health and Human Services and your Early Learning Challenge 
Fund will not create a conflict and run very seamlessly, especially, 
again, in rural communities that are critical for Head Start pro- 
grams to be successful? 

Secretary DuNCAN. So hold us absolutely accountable for that, 
but, frankly, I am absolutely confident we can do that. Kathleen 
Sebelius has been an amazing partner. We have done a lot of work 
together on a lot of issues. We want to do two things. HHS is, you 
know, the big player here. We think we need to be an investor. We 
think we do not need another study, that if we can get our babies 
off to a great start in live, lots of these problems we talk about dis- 
appear. And 

Senator Begich. Very good. My time is up. If I can just ask a 
yes or no question. When you say college, do you mean college/ca- 
reer education, voc. ed. technical schools? 

Secretary DuNCAN. Yes. 

Senator Begich. Yes. I just want to make sure. 

Secretary DuNCAN. And community colleges. 

Senator Begich. Community colleges. The broad array of higher 
education. 

Secretary DuNCAN. I always say 4-year, 2-year, trade, technical, 
vocational. 

Senator Begich. OK. Thank you. 

Chairman CoNRAD. Senator Thune. 

Senator Thune. Thank you, Mr. Chairman. 

Mr. Secretary, thank you for being with us today, and I, too, ap- 
preciate your service. It is a tough job, and most of us, there are 
lots of things where I do not agree with the current administration 
and some of the things that you are doing, and education is actu- 
ally one of the areas that I do support some of the things that are 
being done. 

I do want to raise a concern that I have about some of the things 
that are happening with regard to the budget, and one has to do 
with this move toward competitive grant programs, which I know 
are probably good for urban areas, but formula funding is some- 
thing that traditionally has benefited the more rural areas of the 
country. And it seems to me at least — and I am somebody who 
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comes from an education family as well. My dad was the school 
teacher, he was the athletic director, he was the coach, and he was 
the bus driver. And so most cases I know that these are not people 
who have a lot of time to write grant proposals and grant requests. 
And that is a concern I hear repeatedly from school districts in 
rural places like South Dakota, that this process of distribution of 
funds, which traditionally was done through formulas, is now shift- 
ing more toward competitive grants. And these smallest school dis- 
tricts just cannot do that. They do not have the resources to write 
grant requests and proposals and that sort of thing. 

So I am wondering how you suggest that we deal with the issue 
of making sure that rural school districts do not get left out of this. 

Secretary DuNCAN. That is a great question. It is one we have 
spent a lot of time wrestling and debating, so let me just give you 
the facts: 84 percent of our proposed budget continues to be for- 
mula-based, so there is a perception out there that we are moving 
everything to competitive. It is actually 16 percent tops. So 84 per- 
cent, again, we are asking for increased formula funding, IDEA, 
Title I. We are maintaining the REAP funding, which is really im- 
portant. So a couple other things. So that is just the facts. There 
is not some massive shift there. We do think it is important to re- 
ward excellence in the competitions that we talked about. We are 
going to do a rural set-aside to make sure those districts can play. 

A couple other areas. We think by consolidating 38 programs into 
11 we make it much easier for rural communities to focus on their 
children and not focus on us here in Washington and trying to 
make, you know, ourselves a much better partner, much more flexi- 
bility. 

The Pell grant increases that we are asking for, about 38 percent 
of our young people go to community colleges from rural areas. 
North Dakota specifically, recipients are up 58 percent, so we are 
really trying to create access in communities that have not had 
that historically. We think it is very important. 

Turning Around Schools, it is interesting, people think Turning 
Around Schools is an urban issue. About half are urban, about 20 
percent are suburban, about 30 percent of these dropout factories 
are rural. So we are trying to invest in some very different ways 
in the rural community. We are trying to create more access 
through the competitions. Please be assured that the vast majority 
of our money always has been and always will continue to be for- 
mula-based. But where we have competitions, we are now putting 
a rural set-aside, a carveout. And so we think folks can play. And 
we are not looking for the fancy PowerPoint presentation. We are 
looking for folks for a vision of how we drive student achievement 
and get better, and that is what we want to reward. 

Senator Thune. The other question I have — and this pertains not 
just to rural school districts, but obviously federally impacted 
lands, which we have a lot of as well. Since 1950, the Federal Gov- 
ernment has provided financial assistance to school districts that 
are impacted by Federal land or federally connected students with- 
in their district. And my State has 38 such districts that rely heav- 
ily upon impact aid payments. 

In the past few years, there has been an increased number of im- 
pact aid school districts that have contacted me for assistance in 
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reaching out to the Department of Education to ask for the Depart- 
ment to finalize payments for the previous fiscal years. For exam- 
ple, in May of 2010, a school district still had not received any pay- 
ments from the Department of Education going back to June of 
2008. So I am wondering what you can do to help ensure that the 
Department provides payments to school districts in a more timely 
way. There ought to be a better audit process. 

Secretary Duncan. No question. And it is one that our staff, 
frankly, has worked very hard on. Just to give you — it goes back 
even further. Six months ago, there were 4,000 outstanding final 
payments for fiscal years 2006, 2007, and 2008 — sorry. Six months 
there were 4,000 outstanding final payments; all of those have been 
made, every single one. And so we are working very hard to fix the 
backlog from the previous administration and expedite these 
things. But that is 4,000 off the books in the past 6 months. 

Senator Thune. All right. As you know, much of Indian country 
is faced with unacceptable levels of suicide and, unfortunately, trib- 
al youth are especially affected, making up 64 percent of those sui- 
cides. So I guess my question has to do with the Native American 
students attend primarily BIE, and BIE and tribally run schools, 
and 93 percent of all Native American youth nationwide do attend 
public schools. So I am wondering what steps, if any, the Depart- 
ment is taking to work with the IHS and/or the BIE to help coordi- 
nate an effective response to what is really a terrible crisis, and 
particularly in Indian country. 

Secretary DuNCAN. It is staggering. In a couple days, you know, 
you visit lots of places. The day in Hooper Bay is one I will never 
forget, and in Montana, Northern Cheyenne country. You know, I 
thought I knew poverty in the south and west sides of Chicago, and 
in that community there is a 70-percent unemployment rate. The 
high school I went to had had one child in 6 years go to college. 
So it was a level of challenges that I had never seen before in my 
life. And it was a pretty profound experience. 

So we are working very, very closely with the BIE. There is a 
new leader there who we have a lot of confidence in. Our team has 
done — we have all been, you know, affected personally, quite frank- 
ly, by this. We have had many of our team members, including our 
general counsel, spend a lot of time on tribal consultations and try- 
ing to get out in the community and listen and hear and figure out 
how we can be a better partner. 

One of our winners in the Promise Neighborhoods Initiative, 
which is rallying around entire communities, was a Native Amer- 
ican community, and as you know much better than I, there are 
no easy answers here. But please know we are trying to be the best 
partner we can. We are trying to invest. We are trying to travel 
the country and get out there and do everything we can to get 
much better outcomes for children who desperately need those op- 
portunities. 

Senator Thune. One final quick question. My time is running out 
here. The Department had a series of proposed changes with re- 
gard to the way that Christian colleges — you probably heard this, 
a concern about some regulations that were moving forward that 
might affect the accreditation process, and particularly impacting 
Christian religious universities. And I am wondering if that is 
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something that you are continuing to move forward with or what 
accommodation you are making for some of those institutions. 

Secretary DuNCAN. I do not know the details on that one, so I 
will have to get back to you on that. 

Senator Thune. Good. I would be interested in following up with 
you on that, because we had some correspondence with your De- 
partment on that. 

Secretary DuNCAN. Yes, sir. 

Senator Thune. Thanks. 

[The information referred to follows:] 
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Arne Duncan 

U.S. Secretary of E^ducation 
Biography 

Arne Duncan was nominated to be Secretary of Education by President-elect Barack 
Obama and was confirmed by the U.S. Senate on Inauguration Day, Jan. 20, 2009. 

Prior to his appointment as secretary of education, Duncan served as the chief executive 
officer of the Chicago Public Schools, a position to which he was appointed by Mayor 
Richard M. Daley, from June 2001 through December 2008, becoming the longest- 
serving big-city education superintendent in the country'. 

Prior to joining the Chicago Public Schools, Duncan ran the non-profit education 
foundation Ariel Education Initiative (1992-1998), which helped fund a college education 
for a class of inner-city children under the I 1 lave A Dream program. He was part of a 
team that later .started a new public elementary school built around a financial literacy 
cuniculum, the Ariel Community Academy, which today ranks among the top 
elementary schools in Chicago. 

Duncan formerly served on the boards of the .Ariel Education Initiative, Chicago Cares, 
the Children’s Center, the Golden Apple Foundation, the Illinois Council Against 
Handgun Violence, Jobs for America’s Graduates, Junior Achievement, the Dean’s 
Advisory Board of the Kellogg School of Management, the National Association of 
Basketball Coaches’ Foundation, Renaissance Schools Fund, Scholarship Chicago and 
the South Side YMCA. He also served on the Board of Overseers for Harvard College 
and the Visiting Committees for Harvard University’s Graduate School of Education and 
the University of Chicago’s School of Social Service Administration. 

He has been honored by the Civic Federation of Chicago and the Anti-Defamation 
League, hi 2007, he received tlie Niagara Foundation’s Education Aw'ard, the National 
Foundation for Teaching Entrepreneurship Enterprising Educator Award and the 
University High School Distinguished Alumni Award. He also received honorary degrees 
from the Illinois Institute of Technology, Lake Forest College and National-Lewis 
University. In 2006, the City Club of Chicago named him Citizen of the Year. He w as a 
member of the Aspen Institute’s Henry Crow'n Fellowship Program, class of 2002, and a 
fellow in the Leadership Greater Chicago’s class of 1995. 

From 1987 to 1991, Duncan played professional basketball in Australia, where he also 
worked w'ith children who were wards of the state. 

Duncan graduated magna cum laude from Harvard University in 1987, majoring in 
sociology. He was co-captain of Harvard’s basketball team and w'as named a first team 
Academic All-American. He credits basketball with his team-oriented and highly 
disciplined work ethic. Duncan is married to Karen Duncan and has two school-aged 
children, a daughter Clare and a son Ryan. 
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PROGItAM INTEGRITY REGULATIONS 

The regulations referred to, published in the Fe deral Regis ter on October 29, 2010 
(75 FR 66832), relate to the State authorization provisions of the program integrity 
regulations for the Federal student aid and other programs. The regulations establish 
minimum requirements under whieh an institution offering a program of postsceondary 
education must demonstrate that it has State approval to do so. The regulations do not 
require a State to have a particular structure for conferring approval or maintaining 
oversight for postsceondary institutions, so long as the State has authorized the 
educational institution to operate withm its borders and establishes a process for 
accepting complaints about those institutions. 

Under these regulations, States are explicitly permitted to exempt religious 
schools from the authorization process. For these purposes, a religious school is defined 
as one that is owned, controlled, operated and maintained by a religious organization 
lawfully operating as a nonprofit religious corporation; and, aw'ards only religious 
degrees or certificates, such as an associate of Biblical studies, or a doctor of divinity. 

The Administration fundamentally believes that the States, along with the Federal 
Government and accrediting agencies, play a critical role in protecting students. In order 
to protect these students and our investment in them, these regulations are necessary help 
maintain the tntegrity of the student aid programs. The State authorization provisions, 
specifically, serve an important oversight role in providing consumer protections for 
students. Because of this. States arc required to set up a process applying to all schools 
(including religious ones) to review complaints and protect students from abuse. 
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GROWTH IN COST OF COLLEGE EDUCATION 

Presented below is information about two aspects of the cost of postsecondary 
education for students: the growth, over time, in the costs of this education; and the net 
cost to students, which is a reflection of the costs of an institution’s tuition and fees less 
grant aid a student receives. 

Ail of the data and information provided in this supplement can be found on the 
National Center for Education Statistics (NCES) website, and in most cases the link to 
the table or information’s source is included. 

The Growth in Postsecondary Costs Over Time 

In the 2008-09 academic year, the annual price for undergraduate tuition, room 
and board was estimated to be $12,283 at public institutions and $31,233 at private 
institutions. After adjusting for inflation, this is a 32 percent increase between 1998-99 
and 2008-09 at public institutions, and a 24 percent increase at private institutions over 
the same period of time. 

The table below (which can also be found at 
htt^^://nce s.ed.go v /fastfacts / displav .a sp?id= 76). displays these costs, beginning in 
academic year 1980-81. This data is a selection from a larger table that includes all years 
from 1976-77 through 2008-09 for each of the institution types; the complete table can be 
found in NCES’ Digest of Education Statistics, 2009, Table 334 or via the following web 
address: h ttp:.7'n ces. ed.gov /n rogram sj 'digest/ d09,- 'tablcs.'dt 0 9 334.asp? r efen'cr=rcpo rt. 
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Total tuition, room and board rates charged for fuff-time students in degree-granting institutions, by 
tvpe and control of institution: Selected years, 1980-81 to 2008-09 

Year and conmol of Histitutbn 

Constant 2007-08 dollars 

Current dollars 

Ail 

institutions 

4-year 

institutions 

2-year 

ffistffutions 

All 

institutions 

4-year 

institutions 

2-year 

institutions 

All Institutions 

1980-81 

$7,579 

$8,552 

$5,450 

$3,101 

$3,499 

$2330 

1990-91 

10J73 

12,017 

6213 

6262 

7,602 

3,930 

2000-01 

13,081 

15,624 

6,601 

10,818 

12,922 

5,460 

2001-02 

13,520 

16204 

6,793 

11380 

13,639 

5,718 

2002-03 

13,966 

16,786 

7268 

12,014 

14,439 

6,252 

2003-04 

14,736 

17,639 

7,628 

12,953 

15305 

6,705 

2004-05 

!5;231 

18232 

7,826 

13,792 

16309 

7,086 

2005-06 

15,563 

18,561 

7,693 

14,629 

17,447 

7331 

2006-07 

16,057 

19,156 

7,742 

15,483 

18,471 

7,466 

2007-08 

16,159 

19223 

7,637 

16,159 

19323 

7,637 

2008-09 

16,907 

20,154 

8,116 

17,143 

20.435 

8330 

Public Institutions 

1980-81 

S5,800 

$6233 

S4,954 

$2,373 

$2350 

$2,027 

1990-91 

7,520 

8288 

5,482 

4,757 

5,243 

3,467 

2000-01 

9,172 

10,463 

5,851 

7,586 

8,653 

4,839 

2001-02 

9,530 

10,926 

6.104 

8,022 

9,196 

5,137 

2002-03 

9,883 

11278 

6,512 

8,502 

9,787 

5,601 

2003-04 

10,519 

12,143 

6,839 

9347 

10,674 

6,012 

2004-05 

10,894 

12,618 

7.041 

9,864 

11,426 

6375 

2005-06 

11.122 

12,882 

6,906 

10,454 

12,108 

6,492 

2006-07 

11.458 

13272 

7,067 

1 1,049 

12,797 

6,815 

2007-08 

11,573 

13,429 

6,975 

11, .573 

13,429 

6,975 

2008-09 

12,113 

14,060 

7,463 

12383 

14356 

7.567 

Prhate Institutions 

1980-81 

$13,368 

$13,670 

$10,516 

$5,470 

$5,594 

$4,303 

1990-91 

20,408 

20,926 

14.705 

12,910 

13337 

9302 

2000-01 

25,836 

26,426 

17,880 

21,368 

21,856 

14,788 

2001-02 

26.628 

27202 

18,801 

22,413 

22,896 

15,825 

2002-03 

27.133 

27,653 

20,638 

23,340 

23,787 

17,753 

2003-0-4 

28,012 

28220 

22,250 

24,624 

25,069 

19,558 

20a4-05 

28,505 

28,998 

22,190 

25,810 

26357 

20,093 

2005-06 

28,607 

29,051 

22,522 

26,889 

27,317 

21,170 

2006-07 

29.493 

29,990 

21,035 

28,439 

28,919 

20384 

2007-08 

30258 

30,778 

21,685 

30358 

30,778 

21,685 

2008-09 

30.803 

31267 

22,429 

31333 

31,704 

22,742 


AW 2008-09 data are preliminary data based on fall 2007 enrollment vveights. 


NOTE: Data are for the entire academic year and are averaj^ total charges for toll-time attendance. 

Source: U.S. Department of Education, National Center for Education Statistics. (2010). Digest of 
Education Statistics, 2009 (NCES 2010-013), Table 334. 
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NCES also performed a comparison of community college costs to 4-year 
institutions in the public and private sectors. On average, community college tuition and 
fees for full-time students increased 25 percent between 1999-2000 and 2006-07 (a $405 
increase), and, in constant dollars, by 105 percent between 1976-77 and 2006-07 (a 
$1,032 increase). In 2006-07, the average annual tuition and fees for a full-time, in-State 
student attending a community college were $2,017. A comparison of the growth of 
community college tuition and fees to both public 4-year and private 4-year institutions is 
included below. (This information and chart can be found at: 
http://nccs.cd. uov/proiJrams/coe/2008/analvsis/sa02e.asp#info .) 


Average Annual Undergraduate Tuition and Fees for Full-Time Students in Degree-Granting 
Institutions, by control and type of Institution: Academic Years 1976-77 through 2006-07 


Airerage tuition 
and fees 


$ 21,000 

mooo 

15,000 

tiOOO 

9,0W 

6,000 

3,000 


Hn constant 2006-07 dotlai^ 


Private 4-Yeat 


Public A-yeat 
Cemmunity college ■ 


“T — I — I — I — I — I — I — I — n — I — I — I — I — r~i — I — I — I — i — I — I — n — i r i i — r~i~ 

1976-77 1979-80 1982^ 1985-86 1988^ I99T-92 1994-9S 1997-98 2000-01 2(K0-O4 2005-OT 

todeiTOC year 
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As illustrated in the two-part table shown below, full-time students may face a 
vast array of price points even when looking at higher education institutions of the same 
type. For example, a student attending a 4-year public institution in the 2008-09 
academic year could see tuition, room and board costs as low as $10,616 (the lO* 
percentile), or as much as $19,291 (the 90* percentile). 

The first table shows this cost variation for public institutions: the average for all 
public institutions, for public 4-year, and for public 2-year institutions. 

The second table includes data for private institutions: the average for all private 
institutions, for 4-year, for 2-year, and, in academic year 2008-09, not-for-profit and for- 
profit institutions. 
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Table 336. Undergraduate tuition and fees and room and board 
rates for full-time students in degree -granting institutions, 
by percentile of charges and control and type of institution: 
2000-01 through 2008-09 

[In current dollars] 



Tuition, 

room, and board 

Control and type of 
institution, and year 

10th 

per- 

centile 

25th 

per - 

centile 

Median 

(50th 

percen- 

tile) 

75th 

per- 

centile 

90th 

per- 

centile 

1 

2 

3 

4 

5 

6 

All public 

inst i tut ions \ 1\ 

2000-01 

$5, 701 

$6, 878 

$8,279 

$9, 617 

$11,384 

2001-02 

6, 153 

7, 342 

8 , 602 

10, 136 

12,207 

2002-03 

6,385 

7 , 801 

9, 138 

10 , 885 

13 , 094 

2003-04 

6 , 909 

8,522 

10, 029 

12 , 085 

14 , 440 

2004-05 

7,265 

9,081 

10, 797 

12 , 842 

15, 401 

2005-06 

7, 700 

9, 623 

11,348 

13,543 

16 ,264 

2006-07 

8, 337 

10, 125 

12 , 042 

14 , 505 

16 , 965 

2007-08 

8, 827 

10, 890 

12,690 

15, 446 

17 , 979 

2008-09\2\ 

9, 379 

11,534 

13,616 

16 , 283 

18,866 

Public 4-year\l\ 

2000-01 

6,503 

7,347 

8,468 

9, 816 

11,611 

2001-02 

6, 998 

7,697 

8,881 

10, 525 

12,416 

2002-03 

7, 325 

8, 121 

9, 446 

11,250 

13,408 

2003-04 

7,924 

9, 023 

10,447 

12 ,292 

14 ,655 

2004-05 

8, 380 

9,574 

11 , 022 

13 , 031 

15, 622 

2005-06 

8,863 

10,219 

11, 596 

13 , 830 

16 ,443 

2006-07 . 

9,461 

10, 797 

12 , 272 

14,748 

17,160 

2007-0S 

10, 012 

11,471 

13 , 035 

15 , 819 

18,384 

2008-09\2\ 

10,616 

12 , 136 

13 , 911 

16 , 583 

19,291 

Public 2-year\l\ 

2000-01 

3 , 321 

3 , 804 

4,627 

5, 750 

6,871 

2001-02 

3, 613 

4 , 078 

4,921 

6 , 187 

7, 060 

2002-03 

3 , 730 

4 ,475 

5,347 

6, 510 

7,829 

2003-04 

3, 874 

4,725 

5 ,562 

6, 983 

8,360 

2004-05 ............. 

4 , 097 

4,089 

6, 021 

7 , 420 

9,015 

2005-06 

4 , 380 

4 , 822 

6,234 

7, 567 

8 , 993 

2006-07 

4 , 487 

5,199 

6, 376 

8 , 035 

9, 719 

2007-08 

4 , 637 

5,361 

6 , 111 

8 , 138 

10,471 

2008-09\2\ 

4 , 900 

5,633 

6, 935 

8 , 823 

11, 183 


\l\Average undergraduate tuition and fees are based on in- 
state students only. 
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Tuition, 

room, and boar< 

3 

Control and type of 
institution, and year 

10 th 

per- 

centile 

25th 

per- 

centile 

Median 

(50th 

percen- 

tile) 

75th 

per- 

centile 

90th 

per- 

centile 

All private 

institutions 

2000-01 

13 514 

17,530 

22,398 

27,280 

32 , 659 

2001-02 

14 675 

18 , 673 

23 , 585 

28 , 788 

33 , 993 

2002 - 03 

15,400 

19 ,657 

24 885 

30,453 

35, 753 

2003 -04 

16, 332 

20 , 833 

26 ,455 

32 , 242 

3 7 , 710 

2004-05 

17 144 

21 746 

27 , 872 

34 , 342 

39, 565 

2005-06 

18 , 243 

23 , 044 

29,279 

35,783 

41,707 

2006-07 

19, 102 

24,350 

31, 009 

38,448 

43,770 

2007-08 

19, 982 

25, 762 

32 , 710 

40, 778 

46,203 

2008-09\2\ 

21 , 297 

27,318 

34,658 

43,214 

48 , 524 

Not- f or-prof it\2\ ... 

21,668 

27,438 

34,849 

43 , 246 

48, 524 

For-prof it\2\ 

17 150 

17 , 150 

25 , 834 

29 , 959 

32,742 

Private 4-year 






2000-01 

13,972 

17 , 714 

22 ,493 

27,430 

32 , 659 

2001-02 

14,740 

18 ,790 

23 , 645 

28, 907 

34, 064 

2002-03 

15, 592 

19,755 

24 , 981 

30,459 

35,743 

2003-04 

16, 364 

20 , 833 

26,536 

32 , 242 

37, 710 

2004-05 

17 , 156 

21, 808 

27 , 925 

34,468 

39, 565 

2005-06 

18,350 

23,238 

29, 294 

35, 912 

41,707 

2006-07 

19, 187 

24 , 500 

31, 099 

38,448 

43 , 792 

2007-08 

20,005 

25 , 876 

32 , 768 

40, 778 

46,203 

2008-09\2\ 

21,454 

27,368 

34 658 

43 , 232 

48, 524 

Not-for-prof it\2\ . 

21 668 

27 , 827 

34 967 

43 , 348 

48, 524 

For-prof it\2\ 

17 , 150 

17 , 150 

25 , 834 

29, 959 

30,400 

Private 2-year 






2000-01 

6 ,650 

6 , 850 

13,220 

16,400 

21, 845 

2001-02 

10,314 

11 , 527 

16 , 118 

17, 391 

24 , 214 

2002-03 

11,293 

12 , 189 

16 , 919 

21, 374 

29, 111 

2003-04 ............. 

11 , 955 

14 , 119 

17 , 124 

26 , 560 

40, 780 

2004-05 

13,807 

15,486 

19 , 844 

27 , 276 

34, 385 

2005-06 

11, 560 

15 , 680 

18 ,410 

22,809 

43 , 425 

2006-07 

8 , 685 

16, 568 

19, 115 

26, 677 

40,130 

2007-08 

15,529 

17,460 

20,362 

26, 727 

40,232 

2008-09\2\ 

16, 085 

18 , 714 

22,347 

26, 863 

43 , 382 

Not-for-prof it\2\ . 

16, 085 

17 , 568 

19 , 860 

24 , 878 

39,463 

For-prof it\2\ 

21,442 

23 , 327 

26 , 863 

43,382 

43,382 


\2\Preliminary data based on fall 2007 enrollment weights. 
{This table was prepared August 2009.) 
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The Net Cost of College 

As the last table particularly illustrates, a student might apply exclusively to 
postsecondarj' institutions of the same type, but encounter many different priee tags, 
whether between States or between institutions in general. What might be most helpful 
for the student to know is not how' much the institution is charging in tuition and fees, but 
the net cost of attending, which measures these costs less any grant aid. 

NCES has produced two reports looking at this issue. The first is an excerpt from 
The Condition of Education 2010 (NCES 2010-028) report, and summarizes data related 
to Indicator 47, Price of Attending an Undergraduate Institution. Among other things, 
this report looks at the net cost of college by family income and by type of institution, 
and compares these figures at several points in time. 

The second report is a study of total, net, and out-of-pocket prices for college in 
academic year 2007-08. The study, published by NCES in December 2010, asked three 
questions: 

• What are the average prices paid by full-time undergraduate students and how do 
these prices vary by the type of institution attended? 

• How do the average total price of attendance and net prices vary by institution 
type? 

• How do the net prices paid by undergraduates vary by family income? 

This study not only reviewed net price (as in, net price after grants), but also ‘out-of- 
poeket net price’ which calculates the priee which must be paid to the institution after 
factoring in all other types of financial aid, including student loans. Among other 
findings, the study calculated the average out-of-pocket net price of all institution types, 
which represents the ainount for which .students or families would be directly responsible. 
These costs ranged from $9,100 at public 2-year institutions to $16,600 at private non- 
profit 4-year institutions. 

These studies can be seen at the following NCES websites, and copies will be 
provided directly to the Senate committee. 

httD://nccs.ed.gov/programs/coe/2010/Ddf/47 2010.pdf (Indicator 47), and 
http://nces.cd.gOv/pubs201 1/201 1 17S.ndf (“What is the Price of College?”) 
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A llna! piece ofinfi)rnialion !o study the net cost issue is a ciiart whieli dispiays net eosl (tuition and fees minus a!! grants) for 
fuil-limc students hy the U'pe of institution they attend: 


Net Cost of College for Full-Time Students, by Type of Institution 



As of October 29, 201 1 , all pustsccondary institutions that receive Title IV aid must include a "Net Cnst Calculator" on theit 
website, so that prospective students and families can understand the potential cost of attendance. The Calculator, required by the 
Higher Edueatwii Oppornmity Act of 2008 (HtOA). must meet certain minimum standards. To assist institutions in developing a 
useful tCH>l, the Department has published a sample net eosl calculator, informational files, frequently asked questions, and other 
resources on the N'CKS website at tilin:/'nees.ed.uov.''!peds/resource.’nei r>rice caicuiator.asn. 
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Students and parents see 

college attendance a$ a principal avenue 
to middle-class life, and, given the rising 
price of postsecondary education, they 
are apprehensive about their ability to af- 
ford it.’ In a recent survey of college 
freshmen, about two-thirds (66 percent) 
reported having concerns about being 
able to finance their education.' Many U.S. 
policymakers and researchers share their 
concern, and are exploring ways to make 
college more affordable.’ Legislators have 
required colleges and universities to pro- 
vide more extensive information about 
tuition and prices, and in the Higher Edu- 
cation Opportunity Act of 2008 mandated 
a host of price-related measures, including 
institutional net price calculators on col- 
lege websites, the reporting of net price 
data to the U.S. Department of Education, 
and the creation and posting of "College 
Affordability and Transparency Lists" by 
the Department. These lists highlight In- 
stitutions with the highest and lowest tui- 
tion and fees, net prices, and percent 
changes in them, within their sectors.'* 

This Statistics in Brief illustrates the kinds 
of questions that national data can answer 


' A KcentpubNc opinion poll ytmeit numpen of 

Atneticans vinv colle^o os » necKaty hx wkms (immtwahf et ol. 
2009). Thi Colltgo Board (2009; rrpons that tht »tal price of at - 
tendance has iitrreased more rapidly than the prke of other foods 
and snvires over the past three decadev See also i ewin (2009), 
which reported on theCoSefe Etoard’sflndiBqs. 

■ The Higher Fflucaiior. Research fcishtute at the Ifnivtrsity of Caii 
fornia, 1 os Angeles, has ccxtdiicted jsiFvey of freshmen each year 
ance )573 (Pryor et 01.2009). See also reant media attention to the 
issue (Mi'chand 2010). 

’ Both govemm.entai and nongowmmemal study commissions have 
convened U address this, See, for eiani^e. The CsKe je Board (.’OOS). 
‘ (hjfclk Law 110-355, See. 111. August 14, 20C8. Higher Iducotioo 
OftpoHupHyAnafiOOS. 


ties 


NATIONAL CENTER ret 
EDUCATION STATISTICS 


This report was prepared for the National Center for 
Education StatistKS under Contract No. FO CO 0033 
with MFR Associates, (nr Mention of trade names, 
comnserclal products, or organizatioiu does not imp ' 
iy endorsement by the U.S. Government. 
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STUDY QUESTIONS 

What are the average prices 
paid by full-time undergra- 
duate students and how do 
these prices vary by the type 
of institution attended? 

about the amounts U.S. undergra- 
duates pay annuaiiy, on average, for 
postsecondary education, with and 
without financial aid. This brief draws 
upon the National Postsecondary 
Student Aid Study (NPSAS), a nationally 
representative survey of al! postsecon- 
dary students enrolled in Title IV 
institutions.’ 

included in this report are the average 
prices paid by undergraduates attend- 
ing one of the four major types of insti- 
tutions; public 2-year, pu bile 4-year, 
private nonprofit 4-year, and for-profit 
institutions at ail leveis.® Most of the 
figures in this Brief display data only for 

■ "Title (V in^tituti&ns' refers to institutions eligible to partici- 
pate in federal financial akl programs under Title iV of the 
Higher tducation Act. 

‘ For-prerfit instituttons iiKludeless-th3n-2-year, 2-yeaf, and 4- 
year institutions. 


How do the average total 
price of attendance and 
net prices vary by institu- 
tion type? 


full-time undergraduates' who at- 
tended one institution. These students 
constituted about one-third (35 per- 
cent) of all undergraduates in 2007- 
08.® Of all full-time undergraduates, 1 8 
percent were enrolled in public 2-year 
institutions, 43 percent attended pub- 
lic 4-year institutions. 21 percent were 
at private nonprofit 4-year Institutions, 
and 8 percent were enrolled in for- 
profit institutions, which is a different 
distribution than among all undergra- 
duates (table 1 ).’ Focusing on full-time 
students who attended only one insti- 
tution"^ allows for comparisons in tui- 
tion, price of attendance, and financial 
aid across institution types, since stu- 

' rtalus b defined a havng been enfolled full time 

in one postsecondaiy instllutlon for 9 months or more during 
^ie academic year. 

“ National Pwtsecondaiy Student Aid Study (NPSASN)B) Data 
AnalysH System. 

^ The remaining students (11 percent) wereenroRed in other 
types of institutions or bi mcne dian one institution during the 
academic year. 

Tuition, total price of attendance, and all net pri« estimates 
are avaifable in NPSAS only for students attending one institu- 
tion during the academic year. 


How do the net 
prices paid by under- 
graduates vary by 
family income? 


dents at different instituttons enroll full 
time at different rates. Those attending 
full time generally have higher overall 
expenses than do all students, regard- 
less of attendance status (table 1 ). They 
also qualify for federal aid and other 
assistance not available to many part- 
time students, and hence larger pro- 
portions of full-time students receive 
financial aid when compared with all 
undergraduates (table 2). 

Al! comparisons of estimates in this 
Brief were tested for statistical signific- 
ance using the Student's f-statistic, and 
all differences cited are statistically sig- 
nificant atthep < .05 levei.” 

’ ’ No adjustmenR for multiple comparisoas were trade. The 
standard errors for the estimates can be found at htto:// 
nc es.ed.qov/das/library/reDorts .a5p. 


2 
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KEY FINDINGS 

• There is a wide range of prices for 
postsecondary education. This Brief 
shows the total price of attendance 
{tuition and living expenses), the net 
price after grants (total price of at- 
tendance minus all grants), and the 
out-of-pocket net price (total price of 
attendance minus all financial aid)’^ 
for the four major types of postse- 
condary institutions. 

• Full-time students enrolled at public 
2-year institutions had the lowest av- 
erage total price of attendance 
($12,600). Those at public 4-year insti- 
tutions had an average total price 

of $ 1 8,900, those at for-profit institu- 
tions had an average total price of 
$28,600, and those at private non- 
profit 4-year institutions had the 
highest average total price ($35,500). 

” The'ixt price after grwts’ subtrscts any form of gift art, or 
aid that does not need to be repaid, from tbe total prke of at- 
tendance. Tills can be need or merit-based grant or scholar- 
ship aid. NPSAS does not have measures for net pnce that 
distinguish between need- and merit-based aid. The "out-of- 
pocket net price" subtracts all financial aid from the total price 
of attendance. All financial aid indiides grants, student loans. 
Parent PldS loans, work study, employer ad, job training ben- 
efits, veterans beisefits, and any other financial aid received, 


After all financial aid is received (in- 
cluding grants, loans, and work- 
study), the average out-of-pocket 
net price ranged from $9,100 at 
public 2-year institutions to $ 1 0,300 
at public 4-year institutions, $ 1 6,000 
at for-profit Institutions, and 
$16,600 at private nonprofit 4-year 
institutions. 

Along with income, a student's total 
price of attendance is also a factor in 
determining eligibility for financial 
aid. Students at a lower priced insti- 
tution will have less eligibility for aid 
than if they had attended a higher 
priced institution. Those attending 
private institutions had the highest 
tuition but they also received the 
most financial aid. Undergraduates 
at private nonprofit 4-year institu- 
tions received the greatest amount 


of institutional grant aid while those 
at for-profit institutions had the 
largest proportion of borrowers. 

• Low-income undergraduates 
enrolled full time atfor-profit insti- 
tutions had the highest average net 
price after grants as well as the 
highest average out-of-pocket net 
price when compared with low- 
income students enrolled at other 
institutions. The average net price 
after grants was $21,300 for low- 
income students at for-profit institu- 
tions but ranged from $7,800 to 
$1 7,900 at other institutions. Simi- 
larly, the average out-of-pocket net 
price was $ 1 1 ,700 among low- 
income students at for-profit institu- 
tions but the average for those 
enrolled elsewhere ranged from 
$6,000 to $9,800. 


3 
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TABLE 1. 


UNDERGRADUATE ENROLLMENT, TUITION, AND TOTAL PRICE 
for all undargraduatas and fuil-tima undargraduates, by typa of 
institution attandad: 2007-08 


All undergraduates Full-time ’ Average tuition and average total price estimates are shown for 



Percentage Average 
distribution tuition’ 

Average 

total 

price’ 

Percentage Average 
distribution tuition’ 

Average 

total 

price’ 

those attending one institution only. 

HOTEi'AIt undergraduates' intiude both fuU- and part-time stu- 
dent! ‘Full-time” is defined as having been enrolled in a postse- 

Total 

100.0 

$5,800 $14/X)0 

100.0 

$10,300 

$22,400 

condary institution for 9 months or more time. Tuition” 
includes all tuition and fees The 'total price' Includes tuition and 
fees, books ^ supplies, housing, meals, transportation, and 

Type of institution 

Public 2-year 

40.0 

1,200 

7,000 

17,8 

2,400 

12,600 

other misceilaneous, or personal, expense! Tor-profit" indudes 
iess-:han-2-yeer, 2-year, and 4 year institution! 'Other, or more 
than one institution' includes those attending private nonprofit 
less-than-4-year, public less- than-2-year, and multiple institu- 
tion! Estimates indude students enrolled in TidelV eligible post- 


20.2 

5,500 

15,200 

42.7 

7,100 

18,900 

secondary institutions In the SO states, the district of Columbia, 

Private nonprofit 4-year 

13.0 

1 7,800 

28,200 

20-6 

23,400 

35,500 

and Puerto Rko. Detail may not sum to totals because of round- 
ing. Standard error tables are availableat 

Fo^prafit 

9.0 

10,200 

20,600 

8.5 

11,900 

28,600 

SOURCE: U$. Department of Education, National Center for Educa- 

Other, ornnorethan 
one institution 

8.8 

4,800 

12,300 

10.5 

7,000 

18,000 

tion Statistics, 2007-08 Nationai Postsecondafy Student Aid 

Study !NPSAS;08). 


TABLE 2. 

FINANCIAL AID 

for all undargraduates and full-time undergraduates, 
by type of Institution attended: 2007-08 


Anygrants Anyloans Any work-study Anyaid 



Percent 

receive (J 

Average 

amourtt 

Percent 

received 

Average 

amount 

Percent 

received 

Average 

amour»t 

Percent Average 

received amount 

All undergraduates 

51.7 

$4,900 

38J 

$7,100 

7.4 

52,400 

65.6 

$9,100 

Type of institution 

Public 2-year 

39.6 

2,200 

13.2 

4,100 

3.3 

3,000 

47.6 

3,400 

Public 4-year 

52.9 

5,200 

46.2 

6,600 

7.7 

2.500 

71.3 

9,400 

Private nonprofit 4-year 

73-6 

10,200 

58.9 

9,100 

23,2 

2,100 

84.7 

1 7,400 

For-profit 

70.4 

3,200 

91.6 

8,100 

2.0 

3,500 

96.3 

10,800 

FulMime 

65 J 

7,200 

53.1 

8,000 

13.7 

2,300 

80.1 

12,900 

Type of institution 

Public 2-year 

55.7 

3,700 

22.5 

4,900 

6,9 

2,600 

65,7 

5,400 

Public 4-year 

60.4 

6,100 

52.7 

7,100 

10.5 

2,400 

78.3 

11,000 

Private nonprofit 4-year 

81,2 

12,300 

65.0 

9,800 

31.5 

2,100 

89,4 

21,100 

Fo^p^ofll 

71.9 

4,000 

91.6 

9,600 

2.0 

3,600 

96.7 

13,100 


NOTE; “Any grants' influde scholar- 
ships and Mition warvers. 'Any loans' 
ifKlude federal, aate, institutional, or 
private student loans, deluding Par- 
ent PIUS loans. 'Any ard" includes 
grants, loans, job training, veterans 
benefits, employer aid, and Parent 
PIUS loans. The total for 'All under- 
graduates' indudes students attend- 
mg full time, part time, or more than 
one sistitution.'FdJ-time' is defined 
as having been emiied in one post- 
secondary institutton for 9 months or 
more full Irne-'Ear-profii' includes 
less-than-2-year, 2 year, and 4-year 
institutions. Average aid amounts are 
calculated only fw students receiving 
a particular type of aid. Those not 
receiving a specific type of aid 
zero vaKies} are not included in the 
average feuthat aid. Estimates in- 
clude studentsenrolled in Title IV 
eligible pcstsecondary Institutions in 
the SO states, the Distikt of Cofumbia, 
and Puerto Rko. Standard error tables 
are available at hfipiLnceieigov/ 
d as/iibrary/feports-asp . 

SOURCE; US, Depamnent of Education, 
National Center for Education Statisba, 
2007-08 NaUonat Postscondaty Stu- 
dent Aid StudyfNPSASm 
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What are the average prices paid by full-time 
undergraduate students and how do these 
prices vary by the type of institution attended? 


This Brief discusses three different 
measures of the price of an undergra- 
duate education: the total price of at- 
tendance, the net price after grants, 
and the out-of-pocket net price. 

Total Price of Attendance 

Thetotal price of an undergraduate 
education includes tuition'^ and all 
other nontuition and living expenses 
such as books, supplies, and housing.'^ 
The total price varied vi/idely by the 
type of institution attended In 2007- 
08, ranging from an average of $12,600 
among undergraduates enrolled full 
time at public 2-year institutions, to 
$ 1 8,900 at public 4-year institutions, 
$28,600 at for-profit institutions, and 
$35,500 at private nonprofit 4-year in- 
stitutions (figure 1). 


" In this report, the term "tuition" includes both cutikin and 
fees. Sometbres institutions treat tuition and fees as a single 
charge, and sometimes as separate charges. Tuition is defined 
as the price of instractiwi and fees as the price of other services 
provided by the school. The tuition amounts shown here In- 
clude those charged to all undergraduates: both in-state and 
out-of-state students enrolled hi publicd-year institutions, and 
both in-district and oul-of-dlstnd students enrc^led in public 2- 
year Institutions. 

'Housing" can be on campus, off campus, nr wkh parents or 
relatives. In the case of dependent students, this Includes hous- 
ing for themselves ordy; for independent students, it can lt^ 
dude housing for thermeivesas well as their spouse and/or any 
dependents. 


FIGURE 1. 


THE PRICE OF AN UNDERGRADUATE EDUCATION 

for full-time undergraduates, 

by type of institution attended: 2007-08 
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NOTE: The "total price* includes tuiton, books and supplies, housing, meals, transportation, and other miscellaneous, or 
person^, expenses. The 'net prke" Is the prke that must be paid after receiving grants. The ‘out-of-pocket net price' sub- 
vacts from the total price ^ forms of (ifiancHl ad, including grants, student loans, Parent PLUS loans, work-study, em- 
ployer aid, job training benefits, veterans benefits, and any other financial aid received. Both the net price after grants and 
die out-of-pocket net price are calculated foraf! fuil-tkne students, regardlessof whether or notthey received any finan- 
cial aid. ‘Fuli-time" is defined as having been «icolled!n one postsecondaty institution for 9 monriK or more full time, 
^r-profit’ hidudes less-than-2'year, 2-year, and 4-year Institutions. Estimates include students enrolled In Title (V eligi- 
ble postsecondary institutiorrs in the 50 states, dw Distria of Columbia, and Puerto Rico. Standard mcrtaUes are availa- 
ble at htJ2i/Zna:s,ed,3oy/dasitof^^ 

SOURCE: U.S. Department of Education, Nahonal Center for Education Statistics, 2007-08 National PiKtsecmidary Student 
iMd Study (NPSAS;03). 
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Of the total price of attendance, the 
portion that can be attributed to tui- 
tion varies widely by institution type. 
For some institutions (private nonprofit 
4-year institutions, in particular), the 
tuition is a large component of the to- 
tal price. In 2007-08, average tuition 
was $2,400 at public 2-year institutions, 
$7,1 00 at public 4-year institutions, 

$1 1,900 at for-profit institutions, and 
$23,400 at private nonprofit 4-year in- 
stitutions (figure 2). 

Nontuition expenses, which include 
books and supplies, housing and 
meals, transportation, and personal 
(or miscellaneous) expenses, also can 
vary by institution type. College or uni- 
versity financial aid officers usually de- 
velop an estimate of the total price, 

. ln-statavt.'ouH>f*stat«tuitlon 

At most public 4-year , 

Instttvitions, tuition charges are 
generally higher for, out-of-state 
students than for in-state 
residents, reflecting the state 
subsidies public institutions 
receive. In 2007-08, the average 
in-state tuition was $6,200 and 
the average out-of-state tuition 
was $15,100 for full-time 
undergraduates enrolled in 
public 4-year institutions.* 

* Nf SAS:08 Data Anaiysis System (data not shown). 


known in financial aid parlance as the 
"student budget." Student budgets 
vary according to students' attendance 
and deperxlency status, family respon- 
sibilities, and residence (e.g., living at 
home with parents, in an on-campus 
dormitory, or in off-campus housing) 
(Wei 2010. table 2.1-A). 

in 2007-08, students enrolled full time 
in for-profit institutions had the high- 
est average nontuition expenses 
($1 6,700), when compared with those 
at other types of institutions (where 
average nontuition expenses ranged 
from $10,200 to $12,100). Many stu- 
dents at for-profit institutions are fi- 
nancially independent and are 
supporting their own families (Wei 
2010, table 5.1-A). This raises their 


nontuition expenses as compared with 
students who have no family responsi- 
bilities, because costs such as housing, 
food, and other necessities that are as- 
sociated with supporting one or more 
dependents are included in a student's 
budget. 

Students attending public 2-year insti- 
tutions — mostly community colleges — 
had the lowest nontuition expenses. A 
larger proportion lived at home with 
their parents, which reduces costs for 
room and board, as compared with 
students at for-profit institutions (many 
of whom are supporting themselves or 
their own families) and those at 4-year 
institutions (where a larger proportion 
lived on campus or in off-campus hous- 
ing) (Wei 2010, table 5.1-C). 


FIGURE 2. 


TUITION AND NONTUITION EXPENSES 

for full-time undergraduates, 

by type of institution attended: 2DD7-08 
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SOURCE; tl.S. Departinent (dEduotkin, National Onter for Eduratfon Statistics, 7007-08 National Postsecondary Student 
Aid Study (NPSASdM). 
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Net Price A fter Grants 

Policymakers and researchers generally 
subtract grants from the total price 
when discussing the net price of at- 
tending a postsecondary institution. 

For example, Congress recently re- 
quired institutions to make public both 
the total price and the average net 
price of attendance, calculated as the 
total price of attendance minus all 
grants received (seethe 2008 Higher 
Education Opportunity Act), In this 
Brief, two measures of net price are 
discussed: the "net price after grants" 
and the "out-of-pocket net price," 
which is the price after all financial aid 
(including loans, which must be repaid) 
is taken into account’* 

Grant aid helped to lower the average 
total price among full-time undergra- 
duates at public 2-year institutions 
from $12,600 to an average net price 
after grants of $10,600 (figure 1}. For 

Both net price and out-of-podcet rwt price averages are caf 
(ulated for aH students, regardless of whether they received 
any financial aid. This method of calculating net price averages 
for aS students differs from that used to calculate average aid 
amounts in this report (see table 2). Average aid amounts are 
falridated only for students receiving a partstular type of aid. 
Those rot receiving a specific type of aid (i.e., zero values) are 
not included in the average for that aid. The average grant, 
therefore, will be greater than the difference between the total 
price and the net price after grants. 


those at public 4-year institutions, 
grant aid to full-time undergraduates 
lowered the average total price of 
$1 8,900 to an average net price after 
grants of $15,200. 

For those at private institutions (both 
for-profit and nonprofit), the average 
net price after grants was about 
$25,700. For those attending for-profit 
institutions, the difference between 
the average total price and the net 
price after grants was about $2,800. At 
private nonprofit 4-year institutions, 
however, that difference was $10,000. 

Ovt of-Pocket Net Price 
The "out-of-pocket net price," defined 
as the total price less all financial aid 
received, takes into account all forms 
of financial aid, including grants, loans, 
work-study, and other aid (as well as 
Parent PLUS loans).'® The out-of-pocket 


Since 1998, the federal governmemhaj aho provided post- 
secondary sUidenls and their families with various fedu^d tax 
benefits. These are not included in the definition of finandal aid 
and are not used in thec^culation of net price in this study. 


net price represents the amount that 
must be paid immediately by the stu- 
dent or family to enroll in a postsecon- 
dary institution for that academic year. 
Because the out-of-pocket net price 
subtracts loans from the totai price, it 
measures the net price only in the 
short term. Loans offset immediate 
costs to students and their families, but 
they must be repaid over time. 

Full-time undergraduates enrolled at 
public 2-year institutions had the low- 
est average out-of-pocket net price 
($9,T 00), reflecting the already lower 
total price at these institutions (figure 
1). Those at public 4-year institutions 
had a slightly higher average out-of- 
pocket net price ($ T 0,300). Students at 
private institutions had the highest av- 
erage out-of-pocket net prices ($16,000 
at for-profit institutions and $16,600 at 
private nonprofit 4-year institutions). 
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2 How do the average total price 
of attendance and net prices 
vary by institution type? 


Prices vary by institution type for sev- 
eral reasons. Institutions charge differ- 
ent levels of tuition (based on whether 
theyare public or private and the 
amount of state and local subsidies 
received); the demographic characte- 
ristics of students (and thus their non- 
tuition expenses and eligibility for 
federal and state grant aid) vary by 
type of institution; and institutional 
policies for awarding institutional aid 
differ. This section discusses the major 
differences in prices by institution type. 

As noted previously, the amount of 
tuition charged by institutions is a pri- 
mary factor in the total price of atten- 
dance, but students also incur different 
nontuition expenses depending on 
their family responsibilities and living 
arrangements. 

Average net prices are further affected 
by differences in the proportion of aid 
recipients at each type of institution. 
For example, the number of students 
eligible for federal Pell Grants or state- 


funded grant aid at a particular school 
will affect the average net price after 
grants, as will a school's policies for 
awarding grants from institutional 
funds. The out-of-pocket net price fur- 
ther depends on the level of borrowing 
among students and their parents and 
other types of aid received, such as 
work-study. 

Public 2 ■ Year Institutions 
Full-time students attending public 2- 
year institutions had the lowest aver- 
age total price ($12,600), net price after 
grants ($10,600), and out-of-pocket net 
price ($9,100) compared with full-time 
undergraduates attending other types 
of institutions (figure 1 ). 

Because students at public 2-year insti- 
tutions had a lower average total price 
initially, their average net prices also 
were lower — even though they had 
the smallest proportions of grant reci- 
pients (56 percent) and students who 
borrowed (23 percent took out a stu- 
dent loan) (table 2). 


Public 4-Year Institutions 

Tuition at public 4-year institutions was 
higher than at public 2-year institu- 
tions, but not as high as at the private 
institutions (figure 2). Students at these 
institutions also have slightly higher 
nontuition expenses than those at 
public 2-year institutions, with a larger 
proportion living on campus or away 
from home (see Wei 2010, table 5.1-C). 

Among those enrolled full time at pub- 
lic A-year institutions, 60 percent re- 
ceived grant aid, about one-half (53 
percent) took out student loans, and 10 
percent received work-study support 
(tabie 2). Grant aid helped to lowerthe 
net price after grants to an average of 
$1 5,200, and the addition of loans, 
work-study, and other aid resulted in 
an average out-of-pocket net price of 
$10,300 (figure 1).This compares to an 
average out-of-pocket net price of 
$9,1 00 at public 2-year institutions — a 
difference of $ 1 ,200 in the average out- 
of-pocket net price, even though the 
difference in the average total price 
was $6300. 
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foT-Profit Institutions 

For-profit institutions are privately 
owned and operated and the profits 
they generate benefit individual own- 
ers and shareholders. The programs 
can range from less than 1 year to 4- 
year bachelor's and graduate degrees. 
Most undergraduates enrolled in less- 
than-4-year for-profit institutions are 
pursuing certificates or associate's de- 
grees in occupational training pro- 
grams {73 percent) (Staklis 2010, table 
2.1). Compared with undergraduates 


enrolled at other types of institutions, 
those at for-profit institutions tend to 
be older, financially independent, and 
have family responsibilities. This in- 
creases their nontuition expenses and 
hence, their total price of attendance. 
More undergraduates at for-profit insti- 
tutions received federal grants (62 per- 
cent} than did students in any other 
type of institution in our analysis (fig- 
ure 3). However, a smaller percentage 
of for-profit students received state, in- 
stitutional, or private grants than stu- 

FIGURE 3. 

SOURCES OF GRANT AID 


dents in other sectors. On average, 
these students had a net price after 
grants of $25,800 — not measurably dif- 
ferent than that of private nonprofit 4- 
year institutions, and higher than that 
of public institutions (figure 1 ). 

Student loans were critical to reducing 
the average out-of-pocket net price for 
all undergraduates, but particularly for 
those at for-profit institutions. For- 
profit institutions had the largest pro- 
portion of full-time undergraduates 


forfuii-time undergraduate!/ 

by type of institution attended: 2007-08 
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SQDRCE:U.$. Depanmentof Education, Nation^ Center for Education Statistics, 2007-08 National Postsectmdary Student 
Aid Study (NPSASrOS). 
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with at least one loan in their financial 
aid package: 9 out of 10 (91 percent) re- 
ceived an aid package containing a loan 
(figure 4), compared with 65 percent of 
those at private nonprofit 4-year institu- 
tions, 53 percent at public 4-year institu- 
tions, and 23 percent at public 2-year 
institutions. The high level of student 
borrowing at for-profit institutions con- 
tributed to an average out-of-pocket 
net price of $16,000 (figure 1). 

Private Nonprofit 4-Year Institutions 
Even though they had the highest av- 
erage total price ($35,500) of the four 
major sectors, financial aid recipients at 
private nonprofit 4-year institutions al- 


so received the largest average amount 
of total aid ($21,100), when compared 
with those at for-profit institutions 
($13,100), public 4-year institutions 
($1 1,000), and public 2-year institutions 
($5,400) (table 2). 

In fact, aid received by undergraduates 
at private nonprofit 4-year institutions 
resulted in an average net price of 
$25,500 and an average out-of-pocket 
net price of $ 1 6,600, both of which 
were not measurably different from 
undergraduates at schools with the 
next highest total price: for-profit insti- 
tutions ($25,800 and $1 6,000, respec- 
tively) (figure 1). 


FIGURE 4. 

TYPE OF AID PACKAGE 

for full-time undergraduates, by aid package received 
and type of institution attended: 2007 -Oft 
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loans, exducfing Parent PLUS loans. "Other* aid includes job training, veterans benefits, employer and Parent PLUS 
loans, full-time* is defined as having been enrolled in one postsecoiulary institution for 9 months or more full time. "For- 
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postsecondary mstitutioiK in the 50 states, the District of Columbia, and Puerto fiico. Detail may not sum to totals because 
ofroundirg.Standaderror tables are avaHabie at hrLD://nces.ed.aov/da5dibrarv/repcrts .a5D. 

SOURCE; U.S. Department of Education, National Center for Educatiui StatistiG, 2007-03 National Postsecondary Student 
Aid Study (NPSASaS). 


The receipt of institutional grants, in 
particular, was critical In lowering the 
price for those attending private non- 
profit 4-year colleges and universities. 
About two-thirds (67 percent) of stu- 
dents in private nonprofit 4-year 
schools received institutional grants or 
tuition waivers, a larger proportion 
than at any other type of institution (30 
percent at public 4-year institutions, 17 
percent at public 2-year institutions, 
and 7 percent at for-profit institutions) 
(figure 3). The average institutional 
grant received by those attending pri- 
vate nonprofit 4-year institutions was 
$1 0,400,’^ which helped reduce the av- 
erage total price to an average net 
price after grants of $25,500 (figure 1 ). 

Work-study was also an important 
source of aid to those at private 
nonprofit 4-year institutions. Nearly 
one-third (31 percent) of all full-time 
undergraduates at private nonprofit 
4-year institutions received work-study 
aid, the highest percentage among all 
full-time undergraduates (between 2 
and 10 percent of undergraduates at 
other types of institutions received 
work-study aid) (table 2). With the aid 
of student loans, work-study, and other 
types of support, full-time undergra- 
duates at private nonprofit 4-year insti- 
tutions had an average out-of-pocket 
net price of $ 1 6,600 — not measurably 
different from those attending for- 
profit institutions ($16,000) (figure 1). 

” NPSAS:08 Data Analysis System (datanot shown). 
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How do the net prices 
paid by undergraduates 
vary by family income? 


This section discusses both the net 
price after grants and the out-of- 
pocket net price by family income level 
among full-time dependent students 
only.’® Figure 5 shovi/s the average net 
price after grants by both family 
income and type of institution at- 
tended. Among low-income and low 
middie-income dependent students, 
those with the highest average net 
price after grants were enrolled at for- 
profit institutions. In contrast, among 
high middie-income and high-income 
students, the average net price after 


FIGURE 5. 

NET PRICE AFTER GRANTS BY INCOME 

for full-time dependent undergraduates, by family income 

category and type of institution attended: 2007-08 
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tions was not measurably different 
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full time dependent students constituted 76 percent of all 
fult-time undergraduates aaending one institution in 2007-06 
(NPSAS:08 Data Analysis System}, independent students are 
not analyzed by income level in this Brief. Parental income for 
independent students is not available from NPSAS. 


NOTE: Tbe'net price after graob* is the price of anendingapostsecondary institution after all grants have been received. 
This amount is alculaTed by subtracting total grant aid from the total price ofattendance. The total price of attendance 
includes Qiition, books and supplies, bousing, meals, transportation, and other misceOaneous, or personal, expenses. 

Grant aid tndudes grants, scholaisb^s, tuition waivers, and other gift aid that does not need to be repaid. The net price 
after grants is cakubted for all students, regardless of whether or not they received any grant aid. FamHy Income catego- 
ries were based upon parents' annual income in 2006. Dollar cutoffs are based on the distribution among ail dependent 
undergraduates: 'Low- income’ was the lowest 2Sth percentile (less than $36, IDO); "low middle-income" was the 26th to 
SCrth percentile ($36,t00- $66,600); 'High middle iiKome' was the 51st to 75th percentile {$66,6D0-$1(MAD0}; and 
’'High-mcome' was the highest 2Sth percentile ($104,600 or more), "Full-bme" is defined as having been enrolled ta one 
postsecondary institution for 9 months or more hill time. "For-profit" lncliidesiess-than-2-ytar. 2-yeaf, and A-year institu- 
tions. btimates include students enrolled in Title IV eligibie postsecondary institutions in the 50 states, the District of Co- 

SOURCE; U.$. Department of Education, National Center for Education Statistics, 2D07-0S Natnna! Postsecondary Student 
AklSUK^(MPSAS«8). 
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The average out-of-pocket net price, 
on the other hand, shows a slightly dif- 
ferent pattern (figure 6). After borrow- 
ing, low-income and low middle- 
income undergraduates enrolled at for- 
profit institutions continued to have 
the highest average out-of-pocket net 
price, when compared with those at 
other institutions. However, among 
those with incomes above the median 
(i.e., high middle-income and high- 
income students), the average out-of- 
pocket net price was highest for those 
enrolled at private nonprofit 4-year in- 
stitutions. 


FIGURE 6. 

OUT-OF-POCKET NET PRICE BY INCOME 

for full-time dependent undergraduates, by family income 

category and type of institution attended: 2007-08 
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NOTt: The 'out-of-pocket net price' is the prke (rf attending a postsetondary institution after all aid has been received. 
Hits amount is calculated by subtracting total financial aid from the total prke of attendance. The total price of attendance 
HKludes tuition, books and supplies, housing, meab, transportation, and other miscellaneous, or person^, expenses. Fi- 
nandal aid includes grants, student loans, Parertt PLUS loans, work-study, einpio)«r aid, job training ben^ts, veterans 
benefits, and any other type of aid. The out of-pocket net price is calculated for all students, regardless of whether they 
received any aid. F»nily income categories were based upon parents' annual incomein 2006. Dollar cutoffs are based on 
the distribution among all dependent urrdergraduates: 'low-income” was the lowest 25th percentile (less tiran $36,100); 
‘lowmiddle-income” was the 26th to 50th percentile ($36,100- $66, 600);''High middle-income’ was flte 51st to 7Sth 
percentile ($66,600-S104,600); and 'HIgh-income' was tire highest 25th percentile (S1CK,600 or more). 'FuH-time” is 
defined as having been enrolled in one postsecottdary institution for 9 months or more full time. 'For-profit’ includes less- 
than-2-ye3r, 2-year, and 4-year Institutions, btimates include students enrolled In Title IV eligible postsecotsdary Institu- 
tions in the 50 states, the Distrkc of Columbia, and Puerto fiico. Standard error tables are avallabieat 


SOURCE: U.S. Department of Education, National Center (or Education Statistics, 2007-08 National Postseoindary Student 
Aid Study (NPSASiiSj. 
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FIND OUT MORE 

For questions about content, ordering additional copies of this Statistics in Brief, 
or to view this report online, go to 

http;//nces.ed.gov/pubsearch/pubsinfo.asp?pubid=2011175 


More detailed information on the price of undergra- 
duate education and undergraduate financing can be 
found in Web Tables produced by the National Center 
for Education Statistics (NCES) using the 2007-08 Na- 
tional Postsecondary Student Aid Study (NPSAS:08) 
data. These Web Tables are a comprehensive source of 
information on financial aid awarded to undergra- 
duate students during the 2007-08 academic year, in- 
cluded are estimates of tuition, price of attendance, 
and financial aid. Additional information on the de- 
mographic characteristics of 2007-08 undergraduates 
can be found in a second set of Web Tables. 


Readers may also be Interested in the following 
NCES products related to the topic of this Statistics in 
Brief: 


2007-08 National Postsecondary Student Aid Study 
(NPSAS:08): Student Financial Aid Estimates: First Look 
(NCES 2009-166). 


Undergraduate Financial Aid Estimates by Type of Insti- 
tution in 2007-08 (NCES 2009-201). 


Web Tables — Student Financing of Undergraduate Edu- 
cation: 2007-08 (NCES 2010-162). http://nces.ed.aov/ 


Web Tables—Profile of Undergraduate Students: 2007- 
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TECHNICAL NOTES 

Survey Methodology 

The estimates proviciecJ in this Statistics in 
Brief are based on data collected through 
the 2007-08 National PostseconcJary Stu- 
dent AicJ Study (NPS AS:08). NPSAS covers 
broad topics concerning student enroll- 
ment in postsecondary education and 
how students and their families finance 
their education. In 2008, students pro- 
vided data through instruments adminis- 
tered over the Internet or by telephone. 

In addition to student responses, data 
were collected from the institutions that 
sampled students attended and other re- 
levant databases, including U.S. Depart- 
ment of Education records on student 
loan and grant programs and student fr- 
nancial aid applications. 

NPSAS;08 is the seventh administration 
of NPSAS, which has been conducted 
every 3 to 4 years since 1 986-87, The 
NPSAS<)8 target population includes 
students enrolied in Title IV postsecon- 
dary institutions in the United States and 
Puerto Rico at anytime between July 1, 
2007, and June 30, 2008.'® This popula- 
tion included about 21 million undergra- 
duates and 3 million graduate stuefents 
enrolied in over 6,000 institutions. 

The institution sampling frame for 
NPSAS.OS was constructed from the 
2004-05 and 2005-06 Institutional 
Characteristics, Fall Enrollment and 
Completions files of the Integrated 
Postsecondary Education Data System 

” The target population of students was iinifted to those 
enrdled in an academic pragtam, at least one course for cmfil 
that could be applied toward an academ ic degree, or an occu- 
pational or vocational program requiring at least 3 months or 
300 clock hours of in.ttiuctioii to receive a degree, ceniUca te, or 
other forma! award. The target population excluded students 
who were also enrolled in high school or a high school comple- 
tion (e.g., GLD prepatation) program. 


(iPEDS). The sampling design consisted 
of first selecting eligible institutions, 
then selecting students from these in- 
stitutions. Institutions v/ere selected 
with probabilities proportional to a 
composite measure of size based on 
expected 2007-08 enrotiment. With 
approximately 1,700 institutions partic- 
ipating in the study, the weighted insti- 
tution unit response rate was 90 
percent. Eligible sampled students 
were defined as study respondents if at 
least 1 1 key data elements were avail- 
able from any data source. Approx- 
imately 1 14,000 undergraduates and 
14,000 graduate students were study 
respondents, and the weighted stu- 


dent unit response rate for both levels 
was 96 percent. Estimates were 
weighted to adjust for the unequal 
probability of selection into the sample 
and for nonresponse. 

in this Statistics in Brief, the analytical 
groups consisted of undergraduate stu- 
dents enrolled full time in one of the 
four major types of institutions in 2007- 
08. Out of the total NPSAS:08 undergra- 
duate sample, approximately21,000 
were enrolled in public 4-year institu- 
tions, about 13,000 were enrolled in pri- 
vate nonprofit 4-year institutions, about 
7,000 were attending public 2-year insti- 
tutions, and approximately 6,000 were 
enrolled in for-profit institutions. 


VARIABLES USED 

All estimates presented in this Statistics in Brief were produced using the 
Data Analysis System (DAS), a web-based software application that allows 
users to generate tables for many of the postsecondary surveys conducted 
by NCES. See "Run Your Own Analysis With DataLab" below for more infor- 
mation on PowerStats, the next generation of the DAS. The variables used 
in this Brief are listed below. Visit the NCES DataLab website (httoV/ 
nces.ed.gov/datalab1 to view detailed information on how these variables 
were constructed and their sources. Under Detailed Information About Po- 
werStats Variables, NPSAS Undergraduates: 2008, click by subject or by varia- 
ble name.The program files that generated the statistics presented in this 
Brief can be found at httP://nces.ed.ciov/pubse3rch/pubsinfQ.asD?Dubid= 


2011175 . 

Labe! Name 

Attendance status ATTNSTAT 

Family income for dependent students PCTDEP 

Fedora! grants TFEOGftT 

institutional grants INGRTAMT 

Net price after grants NETCST3 

Non-tuition expenses BUDNONAJ 

Out-of-pocket net price NETCST1 

Private grants PRIVAID 

State grants STGTAMT 

Total financial aid TOTAID 

Total grants TOTGRT 

Total price BUDGETAJ 

Total student bans TOTLOAN 

Tuition TUIT10N2 

Type of aid package AiDTYPE 

Type of institution SECTOR4 

Work-study TOTWK5T 
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Key variables used in this Brief include 
tuition (TUIT10N2), total price of atten- 
dance (BUDGETAJ), and various meas- 
ures of net price {NETCST1, NETCST3). 
These composite variables are derived 
from multiple sources of data including 
IPEDS, the Free Application for Federal 
Student Aid (FAFSA), the National Stu- 
dent Loan Data System (NSLDS), institu- 
tion records, and the student interview. 

Two broad categories of error occur in 
estimates generated from surveys: 
sampling and nonsampling errors. 
Sampling errors occur when observa- 
tions are based on samples rather than 
on entire populations. The standard er- 
ror of a sample statistic is a measure of 
the variation due to sampling and indi- 
cates the precision of the statistic. The 
complex sampling design used in 
NPSAS:08 must be taken Into account 
when calculating variance estimates 
such as standard errors. NCES's online 
Data Analysis System (DAS), which 
generated the estimates in this report, 
uses the balanced repeated replication 
(BRR) method to adjust variance esti- 
mation for the complex sample design. 

NonsampUng errors can be attributed 
to several sources: incomplete informa- 
tion about all respondents {e.g., some 
students or institutions refused to par- 
ticipate, or students participated but 
answered only certain items); differ- 
ences among respondents in question 
interpretation; inability or unwilling- 
ness to give correct information; mis- 
takes in recording or coding data; and 
other errors of collecting, processing, 
sampling, and imputing missing data. 

For more information on NPSAS:08 me- 
thodology, see appendix B of 2007-08 
National Postsecondary Student Aid 


Study (NPSAS:08): Student Financial Aid 
Estimates for 2007-08: First Look (htto:// 
nces.ed.gov/Dubs2009/20Q91 66.pdf ). 

Item Response Rates 
NCES Statistical Standard 4-4-1 states 
that"[a]ny survey stage of data collec- 
tion with a unit or item response rate 
less than 85 percent must be evaluated 
for the potential magnitude of nonres- 
ponse bias before the data or any anal- 
ysis using the data may be released" 
(U.S. Department of Education 2002). In 
the case of NPSASK)8, this means that 
nonresponse bias analysis could be re- 
quired at any ofthree levels: (1) institu- 
tions, (2) study respondents, or 
(3) items. Because the institutional and 
study respondent response rates were 
90 percent and 96 percent, respective- 
ly, nonresponse bias analysis was not 
required at those levels. 

The student Interview response rate, 
however, was 71 percent, and there- 
fore nonresponse bias analysis was re- 
quired for those variables based in 
whole or in part on student interviews. 
In this report, seven variables required 
nonresponse bias analysis: AIDTYPE (60 
percent), NETCST1 {58 percent), 
NETC5T3 (59 percent), PCTDEP (55 per- 
cent), TOTAiD (60 percent), TOTGRT (61 
percent), and TOTLOAN (67 percent). 
For each of these variables, nonres- 
ponse bias analyses were conducted to 
determine whether respondents and 
nonrespondents differed on the fol- 
lowing characteristics: institution sec- 
tor, region, and total enrollment; 
student type, gender, and age group; 
whether the student had Free Applica- 
tion for Federal Student Aid (FAFSA) 
data, was a federal aid recipient, was a 
Pell Grant recipient, or took out a Staf- 


ford Loan; and the amount, if any, of a 
student's Pell Grant or Stafford Loan. 
Differences between respondents and 
nonrespondents on these variables 
were tested for statistical significance 
at the S percent level. All other va- 
riables used in this Brief had a pre- 
imputation response rate of 35 percent 
or higher. 

Nonresponse bias analyses of the va- 
riables in this report with response 
rates less than 85 percent indicated 
that respondents differed from non- 
respondents on 71 percent to 80 per- 
cent of the characteristics analyzed, 
indicating thatthere may be bias in 
these estimates. Any bias due to non- 
response, however, is based upon res- 
ponses prior to stochastic imputation. 
The potential for bias in these esti- 
mates is tempered by two factors. 

First, potential bias may have been re- 
duced due to imputation. Because im- 
putation procedures are designed 
specificallyto identify donors with 
similar characteristics to those with 
missing data, the imputation is as- 
sumed to reduce bias. While item-level 
bias before imputation is measurable, 
such bias after imputation is not, so 
whether the imputation affected the 
bias cannot be directly evaluated. 
Therefore, the Item estimates before 
and after imputation were compared 
to determine whether the imputation 
changed the biased estimate, thus 
suggesting a reduction in bias. 

For continuous variables, the differ- 
ence between the mean before impu- 
tation and the mean after imputation 
was estimated. For categorical va- 
riables, the estimated difference was 
computed for each of the categories as 
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the percentage of students in that cat- 
egory before imputation minus the 
percentage of students in that catego- 
ry after imputation. These estimated 
differences were tested for statistical 
significance at the 5 percent level, A 
significant difference in the item 
means after imputation implies a re- 
duction in bias due to imputation. A 
nonsignificant difference suggests that 
imputation may not have reduced bias, 
that the sample size was too small to 
detect a significant difference, or that 
there was little bias to be reduced. Sta- 
tistical tests of the differences between 
the means before and after imputation 
for these seven variables were signifi- 
cant, indicating that the nonresponse 
bias was reduced through imputation. 

Second, for some composite variables, 
the components of the variables from 
which the composites are constructed 
often constitute a very small propor- 
tion of the total variable, attenuating 
the potential bias introduced by non- 
response. For example, most of the 
components of TOTAID (total amount 
of all financial aid received) were ob- 
tained from federal databases and in- 
stitutional records and have very high 
response rates. Some components of 
TOTAID, however, are types of financial 
aid that are often disbursed directly to 
students and notthrough institutions 
(e.g., employer aid and private loans). 
Because the primary source of informa- 
tion about such types of aid is the stu- 
dent interview, these variables were 
missing for interview nonrespondents. 

In the case of missing information from 
the student interview, values were sto- 
chastically imputed and the imputed 
values were used to construct the 


composite variables. In the example 
cited above, both employer aid and 
private loans were received by relative- 
ly few students and were small com- 
ponents of the total. For example, 52 
percent of all undergraduates received 
any grants (TOTGRT), a primary com- 
ponent of TOTAID, and the average 
among all undergraduates was $2,500. 
in comparison, 8 percent received any 
employer aid, with an average among 
all undergraduates of $200. Therefore, 
despite the low response rates of these 
components, any bias they contribute 
is likely to be minimal. 

For more detailed information on non- 
response bias analysis and an overview 
of the survey methodology, see ap- 
pendix B of the report 2007-08 Nation- 
al Postsecondary Student Aid Study 
(NPSAS:08): Student Financial Aid Esti- 
m a tes for 2007-08: Firs t Look IhttoJ/ 
nces.ed.QOv/pubs2QQ9/20091 66.pdfl . 

Statistical Procedures 
Comparisons of means and propor- 
tions were tested using Student’s f sta- 
tistic. Differences between estimates 
were tested against the probability of a 
Typel error^®or significance level. The 
statistical significance of each compari- 
son was determined by calculating the 
Student's tvalue for the difference be- 
tween each pair of means or propor- 
tions and comparing the rvalue with 
published tables of significance levels 
for two-tailed hypothesis testing. Stu- 
dent's rvalues were computed to test 
differences between independent es- 
timates using the following formula: 

” A Ty}» I wrof cccuts when one condudn that a difference 
observed in a sa-mpie refleasa inie difference n Ae pcpvlatjon 
from which the sample was drawn, ydien no such difference is 
present. 


t=- -i ^ 

^sej+se, 

where fi and Ei are the estimates to be 
compared and sei and set are their cor- 
responding standard errors. 

There are hazards in reporting statistic- 
al tests for each comparison. First, 
comparisons based on large f statistics 
may appear to merit special attention. 
This can be misleading since the mag- 
nitude of the f statistic is related not 
only to the observed differences in 
means or percentages but also to the 
number of respondents in the specific 
categories used for comparison. Hence, 
a small difference compared across a 
large number of respondents would 
produce a large (and thus possibly sta- 
tistically significant) f statistic. 

A second hazard in reporting statistical 
tests is the possibility that one can re- 
port a "false positive" or Type 1 error. Sta- 
tistical tests are designed to limit the risk 
of this type of error using a value de- 
noted by alpha. The alpha level of .05 
was selected forfindings in this report 
and ensures that a difference ofa certain 
magnitude or larger would be produced 
when there was no actual difference be- 
tween the quantities in the underlying 
population no more than 1 time out of 
20.^’ When analysts test hypotheses that 
show alpha values at the .05 level or 
smaller, they reject the null hypothesis 
that there is no difference between the 
two quantities. Failing to reject a null 
hypothesis, i.e., detect a difference, 
however, does not imply the values are 
the same or equivalent. 

’’ No adjustments were made for muitiplecompansofis. 
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RUN YOUR OWN ANALYSIS WITH DATALAB 

You can replicate or expand upon the figures and tables in this report, or 
even create your own. DataLab has several different tools that allow you to 
customize and generate output from a variety of different survey datasets. 
Visit DataLab at 

http://nces.ed.gov/datalab 
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Indicator 47 

Price of Attending an 
Undergraduate Institution 


The irxJjcator and corresponding tables are taken directly from The Condition of Education 2010. 
Tberefore, the page numbers may not be sequential. 

Additional information about the survey data arvd supplementary notes con be found in the full report. 
For a copy of The Condition of Education 2010. visit the NCES website (httD://nces.ed.aov/Pubseafch/ 
pub slnfo.osp?pubid-2Ql QQ28) or contact EO Pubs at l-STT-AED-PUBS. 

Suggested Citation: 

Aud, S., Hussar. W., Plenty, M.. Snyder, T„ Bianco, K., Fox. M., Frohlich, L. Kemp, J., Drake, L (2010). The 
Condition of Education 2010 (NCES 2010-028). National Center for Education Statistics, Institute of 
Education Sciences. U.S. Department of Education, Washington, DC. 
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Indicator 47 

Price of Atfending an institution- 


For full-time, full-yaor. dependent undergraduates, the total price of education was 
higher in 2007-08 than in 1 999-2000 at all institutions. 


ilic iota! price of aticndiiig a po.stsecomiary insuiuiion 
(also calied “the siiideni budget’',) includes tuition and 
fees, hooks and materials, and an aiiosvance for living 
exix;nses. In 2007-08, the average loial price, in consiam 
2008-09 dollars, of attendance for full-time, fiill- 
year, dependent students was Si 2,000 at public 2-)rear 
institutions, S!9,100 at public 4-year in.stitutions, 537,000 
ill private not-for-prolh 4-ycar institutions, and $22,400 
at private lor-prolii le.ss-than-4-ycar institutions (see tabic 
A-47-1)- Ihc average total price of attendance for students 
at each of the four maior types of institutions was higher 
in 2007-08 than in 1999-2000, 

Many students and their families do not pay the full price 
of ati'cndancc; they receive financial aid to help cover their 
expense.^, 'ihe primary types of -aid arc grants (which do 
not have to he repaid) and loams (which must be repaid). 
Grants (including scholarships) may be awarded on the 
basis of financial need, merit, or both, and may include 
rttition aid from employers, Tlic loan amounts reported 
in this indicator inciude ,siudcni borrowing through 
federal, state, institutional, and alternative (private) loan 
programs, as well a.s lo-ans taken our by parent.^ through 
the federal Parent Loans for Undergraduate Students 
(PLUS) program. When adjusted for inflation, che 
average amount borrowed by .students at each of the four 
major types of itisticution.s was higher in 2007”08 than 
ill 1999 -2000, 'nie average grant amounts for students 
at public 2- and 4-year instirutions and private not-for- 
profit '1-ycar institutions were higher in 2007-08 than in 
1999- -2000. when -adjusted to 2008-09 dollars (see table 
A-47-1). 


Ihc uci price is an estimaie of ihr cash outlay, including 
loans, that students and their familie,s need to pay in a 
given year to cover educational expenses. It is calcukicd 
here as the total price of attendance minus grams (which 
decrca.se the price). Ihc net price for fuli-iimc, full-year, 
d^endent undergraduates at all four major types of 
institutions was higher in 7007 -08 than in 1999-20()(). 
After adjusting for inflation, the net price of attendance 
was higher in 2007-08 than in 200.3-04 for students at 
public 2- and 4-ycar institutions, as well as for .siiidems at 
private not-for-profit 4-year institutions. 

'Ihc net price of sending a student to a posisecondary 
institution (of any type) was higher in 2007- -08 than 
in 1999-2000 for families at all income levels, with 
the exception of low-income students at public 2-ycar- 
instUinions and middle- and high-incoine students at 
priv-atc fbr-prolii less than d-year instiunions (see cable 
A-47-2). For middle-income students at public 2- and 
4-yejr insticiieions and private not-for-profit 4-ycar 
institutions, the net price was significantly higher in 
7007-08 than in 2003-04; this was also true for high- 
income students at public 2- and 4-ycar institutions. 


l ur ntorc information: T.iMs A- i~- 1 A-i''-.); 

Iitrlkiiioy ■!(} 

Glossar)-: ('.'ununuT I’rifc ludi-x {Cl'li, Four -rfiir 
pMiavurliiiy i’lrlituiiw. I'riv/tic iustiiutwii, PuMk 
’mtiiutio'!. Two- siv// poitiecnnii.vy ifniiitiiku 


Technical Notes 

Fii/I time refas to students who attended fiiii time (as 
defined by the insfirution) for the full year (at least 
9 manth.s). Information on the use of tax credits by 
individual families is not available and thcrcRne could 
not be taken into account in Ciilcuiaiing net price. 
Averages were computed for all students, including those 
who did not receive financial aid. Detail may not sum 
CO totals because of rounding. Data were adjusted by 
che Consumer Price Index lor All Urban Consumers 


(CPI-U) to constant 2008 -09 dollars. For more 
information on the CPI-U, see mpplemenud note 10. 
Estimates exclude students who were not U.S, citizens 
or permanent residents and who were therefore ineligible 
for federal student .aid, students who attended more chan 
one institution in a yxar tine to the difficulty matching 
information on price and aid, and students who attended 
private for-profit 4-yc.ar institutions. 


1.32 7/v( 
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Figure 47-1. Average total price, grants, and net price for full-time, full-year dopondent undergraduates, l 
Institution; Academic years 1999-2000, 2003-04, and 2007-08 
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Supplemental Tables to Indicator 47 

Price of Attending a Postsecondary Institution 


Table A-47-1. Average total price of attendance, toons, grants, and net price for fufl-time, full-year dependent 
undergraduates, by type of institution: Academic years 1999-2000, 2003-04, and 2007-08 
[In constant 2008-09 dollars] 


Typo of insiltutiori 

1999-2000 

2003 04 

2007-03 

Public 2-vear 

Total 

$10,800 

$11,300 

$12,000 

Gian's 

5.300 

1.700 

1,8'X 

No' prico 

9.500 

9.600 

10,2X 

loans 

600 

6(X3 

900 

Public 4-year 

Total 

15.700 

17,400 

19,100 

Grants 

2.500 

3.100 

3,7X 

Net price 

13,300 

14.300 

15.5C3 

loans 

3.100 

3,700 

4.500 

Private noWor-protIf 4-year 

Toto! 

30.900 

33.900 

37,000 

Grants 

8.700 

9.400 

10,700 

Nei price 

22.300 

24.m 

26,300 

loans 

6.100 

6.900 

8,400 

Private for-profit less-than-4^ear 

Total 

20,200 

21.100 

22.400 

Grants 

2.3C0 

3.000 

2„500 

Net pricn 

17.900 

18,200 

19,900 

loans 

6.800 

7,600 

8,900 


NOli: Full lime 'ofors to studonts wtio otlondod Ml time (os dofinecJ by tno i.nsfftut'on) for the fud yoor (at least 9 months). No> price is an 
estimate of the cosh outlay thot students and ’heir ‘omliios need to moke in « given year to cover educational oxpenses. ft is oalcajiatod 
hare as the total price of attendance, inctjcting loons, mlrvjs grants, tnloimaiion on :hc use ol tax credits oy individual families is not 
avaliablo and tneretoro could not bo token inlooccounf in coicutoting not price. Averoges were cornputea for ah students, including those 
who dia not receive financial aid, Data wore oa:usted by tno Consumer Price Index tyt AH lirbon Consumx’fs (CPI-U) to constant 2008-09 
GO lars. For mor® information on the CPl IJ, scf) supptenwntal note W. Est.motcs exclude sturto-'is wno wore rot U.S. cli/ons or pormonent 
.'ODldonts and who wore thoro'oro Irioiigiblofortedofo' studenl oid, studoncs who of tended more than one instifuTon n a year due to tho 
difficulty of matching .ntorrvolion on price ond Qid, ond sliKlents who otlonccd private fof-prcM 4 year .nstilulions. Detail moy not sum to 
totals because ot rounding. 

SOURCE: J.S, Del3artm□r^t of Education. Nat’onoi Center few tducotior^ Sfatisfes. ’999-20C0. 20C3 04. ana 200'7-08 Notionol Postsocandcry 
StiKlent Aid Stuoios (NPSAS,2000, NPSASiCM, ond NP3AS 03) 
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Table A>47-2. Average nef price for full-time, tuli-year dependent students after grants and loans, by type of institution 
and family income: Acodemic years 1999-2000. 2003-2004, ond 2007-2008 

[in CQn.stfl"il 2008 -C9 doilors] 


Typo o' insli'utioh ond family ineomo 

1 W9 -afJiTO 

2003-04 

2007 -08 

Public 2-yeor 

Total 

S9.500 

$9,600 

$10,200 

Low incomo 

7,600 

7,600 

7,eoc- 

uower middle income 

10,000 

9,900 

10.600 

Upoer middle income 

10,400 

iO..SOO 

■. 1.8X 

High incerno 

10,600 

11.000 

12,000 

Public 4-yeor 

Tofo! 

13.300 

14,300 

15,500 

Low incorpe 

9,800 

10,200 

10.300 

Lower middle income 

1?.,800 

13,9C0 

14,400 

Upper .middle Income 

14,800 

I5,6C0 

16,900 

High inco.Tic 

15,400 

1 7,000 

1 8,600 

Private not-for-profit 4-year 

Total 

22,300 

24,500 

26.3CK) 

Low incoime 

IS.CXfO 

18,000 

18.100 

Lower middfa income 

20,200 

21,600 

?2.,9QC 

Upper middle incoime 

22.300 

24,600 

26,400 

High income 

28.2:)0 

30,800 

32,200 

Ptlvole fo^proflt l©ss*thaf>4-yeor 

Total 

17.900 

18,200 

19.900 

Low income 

14,900 

15,600 

17,7CO 

Lower .miadlo income 

19,700 

19,300 

21.100 

Upper middle jneome 

21,200 

20,600 

2.3, 700 

High inconto 

23,300 

22.300 

24, XO 


NOTE' Fu.H tin-}*! re-iers to sli,dm)s who attended 'ull tirr,© (cs detr.ed by the insfitulion) for ‘be fuH year (at least 9 mortfhs). Net price is an 
estimate uf the cash outlay that students ond their families need to make in a given year to cover eaucctio'^al expenses. It is colculoted 
here os the fatal price of atfarvloncc. including loans, minus grants, infarmahor’ on fhe use ct tax credits by individuol families is .not 
ovoRoble ct>d therefore could not be taken inic account ir; colcuicting net price. Averages were cemouted for qH students, inciud-ng these 
wno did no* rexseive financial okJ. Data were xidj^-rtcd by the Consumer Pneo IrKiox for All drbon Conskimcrs (CPi-li) fo constanr 2003-D9 
dollars, f Of n-off infer, motion oit trte CPi-U. sec supp.'e.mo.hfu/ note W. estimates exclude stifaenfs who wore riot U.S. citisens o- peimanent 
rc-sider-ts and who were therefore inoligiblo tor fodera> sfudent aid, siudoofs who otfer.dod rnore than oneinstifuticn ino yeotdiio "o tne 
oi{tlcui‘y of matching informafion on price and aid, and stodon*« who ahended prlvote for-profit 4-yoar institutio.ns, l»o-oil mayrtof sum 
to tofrsfs because of rcjunding TI*o cutoff points for low, lower middle, upper middie. <iod higft incomo were abiainod by identifying fhe 
■ncomes of the 25th, 50th, and 75th percentiles, 

SObiK^E: U.S, Dopartmont of Educotion. Natipnol Center 'or Education Stofusfics. 1999-20C0. 2003-04. and 2007-08 Nafionai Posfsocondary 
Student A:rf Studies (NPSAS:2'000. NPSAS:04. ond NPSASiOS). 


App^n/^ix .-I — Sitpplr!>icu!iil 7,W'/,h 309 
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Sfandard Error Tables to Indicator 47 

Price of Attending a Postsecondary Institution 


Table S-47-1. Standard errors for the average total price of attendance, loans, grants, and net price for full-time, 

full-year dependent undergraduates, by type of institution: Academic years 1999-2000. 2003-04, and 
2007-08 


[In constant 2C08-09 dollars] 


Type cf institution 

1999- 200Q 

20C3-04 

2'007-08 

Public 2-Year 

Total 

$140 

$190 

$110 

Grants 

140 

70 

40 

Not prvcG 

240 

190 

lie 

Loans 

60 

50 

40 

Public a-year 

Total 

130 

130 

60 

Gra.nts 

40 

50 

70 

Not price 

120 

130 

90 

Leans 

50 

70 

90 

Private not-for-profit 4-vear 

Total 

460 

430 

280 

Grants 

2C0 

390 

230 

Not price 

410 

430 

310 

Loons 

2CC 

170 

180 

Private for-profit iess-ttian-4-yeor 

Total 

soo 

700 

770 

Grartts 

130 

330 

ISO 

Not price 

620 

660 

780 

Loans 

590 

640 

450 


SOU’JCE: U.S. Deporlmont o! Kduoarion, Noliorral Cooler for Ed jcolicn Slotistics. 1999- 700C, 2003-04, ond 2007-C8 National Postsocondary 
Student Aid Studios (NPSAS:2000. NPSAS,04, and NPSAS:08). 


100 
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Table S-47-2. Standard errors for the average net price for full-time, fult-yeor dependent students after grants and 

loans, by type of institution and family income: Academic years 1999-2000, 2003-2004, ond 2007-2006 
[in constoni 2008-09 do^lors] 


lypo ci hsiilufion and fomit/ incomo 

1999 2000 

2003-04 

2007-08 

Public 2-year 

Totai 

$240 

$190 

$110 

Low income 

350 

290 

130 

Lower middle income 

210 

200 

190 

Upper middte income 

320 

260 

200 

High income 

260 

190 

250 

PubHc 4-v0ar 

Total 

120 

130 

90 

low Income 

150 

590 

140 

lower middio income 

160 

190 

140 

Uepor middle incemo 

140 

170 

120 

Hign income 

170 

160 

530 

Private not-for-profit A-yeor 

Total 

4t0 

430 

310 

Low income 

320 

590 

500 

Lower middle income 

450 

4^70 

460 

Upper middle income 

390 

430 

440 

High incono 

540 

610 

610 

Privafe for-profit less-lhan-A-year 

Total 

520 

650 

760 

Low Income 

690 

720 

900 

Lower middle income 

790 

790 

1.120 

Upper midale income 

600 

750 

1,480 

High Income 

890 

1,230 

1,280 


SOLT?CF' L' S. Dopoftmonf of Fduco'toa Nofionol Centor lor Educolion Statistics. 1999-2000, 2003- C4, and 2007-06 Notional Postsecondory 
Stua<;nt Akl Studk»s <NPSAS:2C00. NPSAS 04, ord NPSASOO). 


Suim 
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Chairman CoNRAD. Senator Sanders. 

Senator Sanders. Thank you very much, Mr. Chairman, and 
thank you, Mr. Secretary, for being with us. 

Let me begin, Mr. Secretary, picking up on a point that Senator 
Johnson raised, because I was not quite sure about your answer. 
As I understand it, the Governor of Wisconsin now is trying to end 
collective bargaining for State employees in that State, including 
teachers. Do you believe unequivocally that teachers have a right 
to engage in collective bargaining? 

Secretary DuNCAN. Not only do I believe it, I believe that collec- 
tive bargaining can be a tool for improving student achievement 
and is a tool for improving achievement in a number of districts. 

Senator Sanders. And I agree with you, but I want to just be 
very clear, because I was not sure about your answer to the Sen- 
ator. You would disagree, then, with what the Governor of Wis- 
consin is trying to do? 

Secretary Duncan. I have been very clear on that. I have had 
great conversations with him, and I have been very public on it, 
so yes. 

Senator Sanders. Could you be public with it right now? You 
disagree with what the Governor of Wisconsin is trying to do. 

Secretary DuNCAN. Yes. 

Senator Sanders. Yes? 

Secretary DuNCAN. Yes. Let me just take a moment, if you want 
to, on it. 

Senator Sanders. Are you going to be very clear by being un- 
clear? 

Secretary DuNCAN. No, sir. What he asked from the teachers 
union was to have them help on the pension costs and the health 
care costs. 

Senator Sanders. Yes. Collective bargaining is the issue I want 
to focus on. 

Secretary DuNCAN. They agreed to that, and I thought he had 
his chance to fix the budget hole there. So there is a different agen- 
da there. 

Senator Sanders. So you believe that teachers and public em- 
ployees have the right to engage in collective bargaining. 

Secretary DuNCAN. Absolutely. 

Senator Sanders. OK. Let me ask you this: We support the pro- 
tection in the President’s budget to protect the maximum Pell 
grant award at $5,500. However, I am deeply concerned that the 
proposed budget eliminates the availability of a second Pell grant 
in the same award year. 

Now, you know and I know, because I get letters to this effect 
every week, that there are millions of students today who are grad- 
uating college or graduate school very deeply in debt, and they are 
working at low-wage jobs because of the nature of the economy, 
trying to pay off their debt, and they are falling further and further 
behind. 

Why did you propose the elimination of that second Pell grant 
when it would do so much harm to so many students? 

Secretary DuNCAN. So I really appreciate your concern, and these 
are very tough and hard and painful cuts. We did that. We had a 
$20 billion Pell shortfall to fill. We had to make some hard deci- 
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sions. Our highest priority was maintaining the $5,550 a year for 
every single student, and to close that $20 hillion hole, by elimi- 
nating the second Pell that saves about $7.5 billion. So that is not 
something we do easily or lightly or enjoy doing, but given the 
magnitude of the Pell shortfall, we felt we 

Senator Sanders. Well, let me ask you this question. I know this 
is a little bit beyond your pay grade, but do you think it makes 
more sense to give tax breaks to billionaires or to make sure that 
our young people can afford to go to college? 

Secretary Duncan. Well, I am not the economist in the room 
here, but I will say that the most important investment we can 
make in this country is to make sure children have a great pre-K- 
12 education so they can graduate from college and be competitive 
in a globally based economy. The most important investment our 
country can make. 

Senator Sanders. Earlier on, I think both Senator Conrad and 
Senator Sessions and you yourself raised some interesting ques- 
tions making the point that in a sense education goes beyond edu- 
cation. These are cultural issues. It is more than what takes place 
in the classroom. 

One of the concerns that I have had for a long time is that the 
United States has by far the highest rate of childhood poverty in 
the industrialized world. Many countries in Europe and Scan- 
dinavia have 3, 4, 5 percent. We have 20 percent. So when you ap- 
propriately talk about so many young people dropping out of high 
school and ending up with nowhere to go, do you think that that 
relates to the fact that so many of our children start off in poverty, 
A; and, B, comment, if you would like, about how our early child- 
hood education system, our child care system, compares with other 
countries. Do you think that if a kid starts off in poverty, if there 
is no decent quality child care available, how does that impact the 
likelihood of that kid to drop out? 

Third, our Republican friends are proposing massive cutbacks in 
Head Start. How do you think that will impact dropout rates? 

Secretary Duncan. So I do not think we need another study to 
tell us how critically important early childhood programs are for 
closing achievement gaps, leveling the playing field, and giving 
children from poverty, children from disadvantaged communities, a 
chance to be successful academically. We do not need another 
study. We just had another one, though, from Vanderbilt Univer- 
sity in the past week where the data was absolutely compelling on 
the huge impact that high-quality early childhood programs have. 

When children enter kindergarten, some of whom are reading 
fluently, some of whom do not know the front of a book from the 
back of a book, some of whom do not know their names, they have 
been called a nickname all their life. That is an extraordinarily 
challenging task for the best of kindergarten teachers in the world 
to teach that wide disparity. So 

Senator Sanders. Would you agree — again, and there are a 
dozen studies to make the point. 

Secretary Duncan. Hundreds. 

Senator Sanders. I am asking a question that I am sure that 
you agree with, that if kids enter the school system unprepared, 
their likelihood of dropping out is going to be much, much greater? 
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Secretary DuNCAN. Unquestionably. When I met with the NGA 
this weekend, we are all facing tough budget decisions, and I chal- 
lenged every single Governor in tough budget times not to scale 
back on early childhood education. 

Senator Sanders. But yet as a Nation — I am sorry that Senator 
Cornyn is not here. But I read things. My understanding is that 
in the State of Texas, for example, which generally has scores not 
among the highest in the country, they are looking at laying off 
something like 100,000 educators. And that is just one State. In my 
State there has been pressure as well. 

You have described that our system is in a crisis. I think that 
is the word that you used. What do you think will happen if all 
over this country, in order to balance budgets while, again, we are 
providing huge tax breaks to billionaires, while we lose $100 billion 
every single year because corporations and the wealthy stash their 
money in tax havens in the Cayman Islands and in Bermuda, an 
issue that the Chairman of this Committee has talked about on 
many occasions, and yet we find ourselves in a difficult budget situ- 
ation so that States collectively will be laying off hundreds and 
hundreds of thousands of teachers. 

Now, you just said — and everybody seems to agree — we have an 
educational crisis. Do you think the laying off of hundreds of thou- 
sands of educators is going to help us address the educational cri- 
sis? 

Secretary DuNCAN. Of course not. 

Senator Sanders. Is it adding to the crisis? 

Secretary Duncan. Anytime we do not — again, I am not saying 
investment status quo. Anytime we cut back investments in this 
new vision of education, that hurts our country. I would just go 
right to the chart that the chairman began with. The cost of the 
dropout crisis, the cost of the achievement gap, is the economic cost 
of a permanent economic recession on this country. That is the cost 
that if we had the will and the courage, we could solve and put our 
country in a much, much better spot than we are today. 

Senator Sanders. I am running out of time. Let me ask you my 
last question. In Burlington, Vermont, where I live, we have a 
school which has a whole lot of immigrant kids. It is in the lowest- 
income neighborhood in the city. The teacher, because of rules, as 
you well know, related to No Child Left Behind, was fired because 
the kids did not perform particularly well on some of the tests. And 
yet most of the people in that community see this as an out- 
standing school where the teachers and principal did an extraor- 
dinary job. 

Do you think it makes sense to judge kids who are from immi- 
grant families, some of whose families do not even speak English, 
the same way as you would judge an upper-middle-class family 
who were obviously fluent in English? Does that make sense to 
you? 

Secretary DuNCAN. No, and whether it is a child who does not 
speak English or a child with severe special needs who cannot com- 
prehend a test, to have them take the same evaluation, the same, 
you know, rules as a child who has been in the country all their 
life and — no, it does not make sense. 

Senator Sanders. But why do we do it? 
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Secretary DuNCAN. Well, we want to fix the No Child Left Be- 
hind law and do it together this year. 

Senator Sanders. All right. Well, I just want you to know that 
in a school in Burlington, Vermont, which many people see as an 
outstanding success because of the work of the principal, that prin- 
cipal was fired. 

Senator Sanders. Thank you, Mr. Chairman. 

Secretary Duncan. A hig problem is the lack of focus on growth 
and gain. We need to be looking at improvements for every single 
child, every child. 

Chairman CoNRAD. Let me just say, there was a screw-up on the 
clock, so I gave you some additional time to make up for the screw- 
up on the clock, for other colleagues who are wondering. We want 
to be fair when we make a mistake and that it is not coming out 
of your time. 

Senator Merkley. 

Senator Merkley. Thank you, Mr. Chairman, and thank you, 
Mr. Secretary, for your testimony. 

I wanted to echo Senator Thune’s concerns about the increase in 
competitive grants. I can tell you, we have 200 school districts in 
Oregon. Most of them are very small. They do not have grant writ- 
ers. There is a systemic disadvantage to small rural school districts 
that I do not think the administration has taken fully into account. 
I just want to share with you that, as I do my every county town- 
halls, it comes up time and time again that these school districts, 
they cannot even track the opportunities available let alone apply 
for them. And so we have to consider that in the formulation of 
fairness to school children all over this country. 

Secretary DuNCAN. Yes, sir. 

Senator Merkley. Second, I wanted to have you talk a little bit 
more about Pell grants. I thought college was extraordinarily ex- 
pensive when I went off to college in 1974. Now as a parent with 
a freshman in high school and an eighth-grader, and I am looking 
at the cost of college as it compares to the average income of work- 
ing Americans, what has essentially happened since 1974 is that, 
inflation adjusted, the wages of working Americans have stayed 
flat for 35 years. Inflation adjusted, the cost of college has not 
stayed flat for 5 years. This is a huge, huge challenge, and the re- 
sult of that challenge is that we are becoming the first generation 
of parents whose children are getting less education than we got. 
Extraordinary community failure as a Nation, especially as you 
noted in a world economy, a world education-based economy, 
knowledge economy. Even the Pell grants we have in this budget 
I do not think quite level out the playing field when one compares 
where we were two decades ago or three decades ago. Just your 
thoughts about that growing gap and the ability of working fami- 
lies to afford college. 

Secretary DuNCAN. So it is real. Again, that is why I am proud 
that we have had the greatest increase in Pell grants or, you know, 
college funding and grants since the BI bill. But is there more 
unmet need out there? Yes. There are studies that show that of 
those who drop out of college, 52 percent, the majority drop out due 
to financial reasons. Again, if we think we have to educate our way 
to a better economy, we have to continue to invest there. And I 
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think we have to continue to find those universities that are hold- 
ing down costs and being thoughtful about how they provide value 
for the cost, for the expense, and shine a spotlight there, and con- 
tinue to use the marketplace to drive students and families to 
those places who get this and get the stress that families are under 
today. 

Senator Merkley. When I look at the modest amount we are in- 
vesting in our domestic infrastructure, physical infrastructure, and 
then I look at the failure to keep college affordable, do we have a 
major challenge as a Nation in which we are spending too much 
money on foreign wars and foreign bases rather than on domestic 
infrastructure and domestic education? 

Secretary Duncan. Well, obviously, again, I just think we have 
to educate our way to a better economy. We have to continue to in- 
vest in education. And whether it is the Pell grants, whether it is 
investments in community colleges — which have been, I think, an 
unpolished gem along the education continuum. We are trying to 
put a huge amount of resources there. The only way our country 
is going to have a strong and vibrant economy long term is if we 
have many more folks successful postsecondary. 

And to Senator Begich’s point, that does not mean just 4 — it is 
4 years, but it is 2 years, it is trade, technical, vocational training. 
That has to be the goal for every single young person in our coun- 
try. 

Senator Merkley. All points that I agree with, but it does not 
answer the question. We all keep talking about these same goals, 
the importance of education, yet we seem to be slipping further be- 
hind. Are we as a Nation spending too much on foreign wars and 
foreign bases rather than on education and infrastructure? 

Secretary DuNCAN. Well, again, I am not the Secretary of State, 
but would I love to see us continue to invest more in education 
going forward? I think as a country we have to, and the President 
passionately believes it. 

Senator Merkley. OK. I will just note that I think until we are 
ready to have a serious conversation, we are all just repeating the 
same things, which is education matters, but we are not really get- 
ting to the heart of the problem. One example of that would be the 
President’s proposed investment in training STEM teachers, 
100,000 over the next 10 years. Do you have any concept of how 
many math, engineering, technology science teachers are being let 
go in the current State shortfalls across this Nation over the next 
2 years? 

Secretary Duncan. I do not know the breakdown for math and 
science teachers specifically. I do not know that number. 

Senator Merkley. I would be very interested in that because it 
is very frustrating right now. We have a $3 billion shortfall in Or- 
egon. It is not unlike many other States. We are in better shape 
than some and in worse shape than others. But while we are talk- 
ing as a Nation about the importance of education, the reality on 
the ground is that there are going to be massive cuts in our public 
education system. It so happens my children are in the same school 
district that I went to from third grade through twelfth, and, there- 
fore, it is a 40-year gap in between, but it gives me a chance to 
kind of compare apples to apples over the duration. The classrooms 
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are much larger. The fees for kids to participate in extracurricular 
activities that keep them in the school are much higher. The range 
and diversity of activities smaller. In other words, we are not pro- 
viding the same education to our children that our parents pro- 
vided to us. 

And so it is fabulous to note that we need a lot more teachers 
in education — a lot more teachers in science and technology and en- 
gineering and mathematics. But if we do not provide enough re- 
sources to actually be funding K-12 schools across this country, 
then we are failing, and that is my concern. And I think right now 
we are losing the teachers. We are not gaining teachers. We are in- 
creasing classroom size, not shrinking it. We are losing school days. 
It is becoming routine for school districts to think about doing a 4- 
day week than a 5-day week. Isn’t that kind of a sign of something 
massively wrong in our national education system? 

Secretary DuNCAN. No question. So obviously these are horren- 
dously tough budget times, but, you know, reducing instructional 
time might be the worst choice you could make in tough budget 
times. And so, you know, how Governors and school boards and su- 
perintendents make these tough choices in tough budget times says 
a lot about leadership, and where folks are eliminating time or 
eliminating days of the week, I cannot think of a worse decision to 
make in that tough budget time. 

Senator Merkley. My time is up, so I will followup on Perkins 
grants. Thank you. 

Chairman CONRAD. Thank you. Senator. 

I want to go back to something Senator Johnson mentioned be- 
cause as I evaluate what is happening, one of the things that really 
jumps out at you is this matter of college tuition, and I have not 
seen the exact number that Senator Johnson used. I think we are 
talking about a 400-percent increase in college tuition. Maybe, Sen- 
ator Johnson, you would want to repeat what that number was. 

Senator Johnson. This is a Heritage Foundation study, and 
since 1982, college tuition has increased 439 percent. 

Chairman CONRAD. And then you had some comparables for 
health care, which was 250 percent or 

Senator Johnson. Right. I will give you the study. It is 250 per- 
cent for health care and 105 percent for just general inflation. 

Chairman CONRAD. You know, I tell you, my grandson is about 
to go to college, so he has been going to schools around the country, 
and it is stunning. My daughter went to an outstanding university. 
I did. I look at what has happened to college tuition, and I am not 
certain how it all works, because the stated college tuition is very 
high, and then they have financial aid packages, and people get 
dramatic reductions based on the package that they might qualify 
for. 

Now, obviously, a high-income family is not going to qualify for 
anything, and that is fine. I do not argue with that. 

Has the Department done an analysis of college tuition over this 
last 20 years? This study is from 1982, as I understand it, so that — 
so it is comparing — so it is going back to the 1980s. I am just inter- 
ested, has the Department done an analysis of college tuition? And 
what are the real increases when financial aid packages are taken 
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into account? What are the real increases that we are seeing? Has 
the Department done that kind of analysis? 

Secretary Duncan. I am sure we have. If we have not, it would 
not he hard to do. So you are looking for the net number. I do not 
know that off the top of my head. 

Chairman CoNRAD. Yes, because one thing I have seen as we go 
through this with our grandson is the stated tuition number, and 
then you have these financial packages, I would be interested in 
piercing the veil here and trying to understand what has really 
happened. 

Secretary DuNCAN. I think the Senator’s basic premise that these 
costs have gone up far faster than inflation, I think he is absolutely 
correct. 

Chairman Conrad. I agree with that as well. That is what my 
observation would be. But I really want to understand the full ef- 
fect, not just the stated tuition, but when you take into account the 
financial packages, what has happened? And then why? Why has 
this — you know, it is not unusual now to see tuition $40,000, 
$50,000 a year. 

Secretary DuNCAN. We can do some work on that for you and get 
you what we do 

Chairman CONRAD. I think it would be very helpful to the Com- 
mittee if the Department were able to do that. 

Chairman CONRAD. Now I want to turn just very quickly-because 
I have to be out of here a few minutes before noon, and I want to 
give Senator Sessions another chance as well. I want to go back to 
this question which I did not raise in my time, but you and I have 
had an exchange. I have written you an extensive letter that I 
went over in great detail the education community back home: dis- 
satisfaction with No Child Left Behind, which in my State is in- 
tense; a very strong feeling that No Child Left Behind — this is not 
your responsibility. This came in a previous administration, a pre- 
vious Congress. But what do we do going forward to correct it? Be- 
cause the education community in my State — and I mean on every 
level; I am talking teachers, administrators, school board mem- 
bers — tell me the thing just does not relate to rural areas like the 
one I represent. 

Secretary Duncan. Rural, urban, suburban — I have heard that 
everywhere I go. We want to fix the law. Again, we want to fix it 
before the August recess so we go back in the school year with a 
better law. We can only fix and only want to work in a bipartisan 
way to do that. We want a law that is fair, that is flexible and 
much more focused. 

Let me just tell you quickly a couple things I think are wrong 
with the current law that with a common-sense approach we can 
fix. 

As I said earlier, the current law is far too punitive. There are 
many, many ways to fail. The only reward for success is you are 
not labeled a failure. 

It is very prescriptive, very top-down from Washington. I always 
tell the story that I almost had to sue our Department of Education 
when I ran the Chicago Public Schools for the right to tutor my 
children after school. I had tens of thousands of disadvantaged chil- 
dren who wanted to work harder, wanted to go to school, and we 
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got in a pitch battle. I won. But why did I have to go to war with 
the Federal Government to tutor my children after school? 

It led — I think this is unintentional, but it absolutely led to a 
dumbing down of standards, which has huge ramifications, and it 
led to a narrowing of the curriculum. 

So how do we fix all those things? We have to reward success, 
reward excellence, great teachers, great principals, great schools, 
districts. States, beating the odds. I went to school in your State, 
George Hall in Mobile, Alabama, historically struggling school. 
Amazing job. It shows what is possible. Where we see excellence, 
we have to shine a spotlight, learn from it, encourage it, incentivize 
it, let folks know what is possible out there. 

We have to look at growth and gain rather than absolute test 
scores. How much are we improving? How much are we getting 
better? We need every child, you know, students with disabilities, 
English language learners, held to the same high standards. We 
want to know how much are they growing each year. 

Chairman CoNRAD. Let me stop you on that point because it is 
one of the things that has been the most — to me it is utterly bi- 
zarre. I do not understand why a measure of success is comparing 
one third grade to another third grade. I always say my brother’s 
third grade was not nearly as bright as mine, so how you can com- 
pare the two — that is not quite true. The reverse is true. 

But let me just say this: I can understand if we are measuring 
a student’s progress, if we are measuring the progress of an indi- 
vidual class. That makes sense to me. But comparing one third 
grade against another third grade to judge whether or not the 
school is performing to me is bizarre. 

Secretary DuNCAN. I have not met a teacher or a principal — and 
I have been to hundreds and hundreds of schools — who are afraid 
of accountability. They just want it to be fair. They want a level 
playing field. If we are measuring growth and gain, how much a 
student is improving each year, you know, holding teachers, 
schools, districts. States accountable, look at who is raising the bar 
and who is not, universal support. Raising standards, 41 States are 
leading the charge, so this is a game changer. I cannot tell you how 
important this is to have college and career standards for every 
single child. Huge movement there. And then, finally — this is so 
important to me — a well-rounded education. 

So, yes, reading and math are important, are fundamental, 
foundational. Science, social studies, dance, drama, art, music, for- 
eign languages, physical education 

Chairman CONRAD. Physical education. 

Secretary DuNCAN. Hugely important. I was one of those young 
boys, I had to run around. I could not still all day. And so we can 
fix these things in a common-sense approach, fix it together, and 
I think help lead the country where we need to go. But if we do 
not, shame on us this year. 

Chairman CoNRAD. Thank you. Senator Sessions. 

Senator Sessions. Thank you. 

I was on the Education Committee when No Child Left Behind 
came up. I guess I was one of the last to agree to support it. I had 
some doubts about it, but I remember reporting at one of the Com- 
mittee hearings that in Mobile, where George Hall is — it is prob- 
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ably one of those schools that the reporting requirements made 
them report that some of their schools were remarkably behind 
others. Some of the inner-city schools were just really not per- 
forming well. 

They met, they assigned new principals and new teachers, and 
those schools showed dramatic improvement. I told that story; Sen- 
ator Kennedy just beamed because that was what he believed and 
that is what President Bush meant when he said there is a soft 
bigotry of low expectations. So I do not know what the answer is. 
It is a tough question to deal with. 

I talked to a very fine college president recently, and this is what 
he expressed to me, and I would ask you to think about this as you 
develop Pell grant policy. He said, you know, I think it is a mistake 
to eliminate summer school. He said, I think the problem is we 
have too many students taking 12 hours and taking 5 and 6 years 
to graduate. They are running up debt. They are running up bur- 
dens on their families when they could graduate in 4 years, and 
they should be graduating in 4 years. And if they need to do a sum- 
mer school to get out sooner, they are out working, making money, 
and costing their family and themselves less debt. He said. So I 
would limit Pell grants to students who take 16 to 18 hours min- 
imum and allow them to take summer school if that works. 

Have you thought about that? And would that be something you 
would consider? 

Secretary DuNCAN. It is a great question. This goes back to your 
basic premise of we just cannot keep spending. I would have loved 
to have kept the second Pell grant. That goes, again, from $5,500 
a year to $11,000 for each student. With the second Pell grant, we 
honestly did not see a big jump in the number of students partici- 
pating in summer school. It was like a 1-percent increase. So in an 
ideal world. Senator, I would loved to have maintained that. We 
just 

Senator Sessions. Well, let us think about — that is probably cor- 
rect. I do not want to focus on the summer school. I guess what 
I would focus on is. Should we emphasize getting students to finish 
their career in 4 years? Wouldn’t it save the Government a lot of 
money and save them debt? And wouldn’t it be better for America? 

Secretary DuNCAN. It is a really thoughtful question, and we 
need to work on that. So in an ideal world, absolutely we would 
have students graduating in 3 and 4 years. The reality, as you 
know. Senator, is that we have many folks who are not 18 years 
old going to college but 28, 29, and they are working a full-time job 
and they are supporting a family. As much as I would desperately 
love them to finish in 4 years, 6 or 7 years might be more realistic. 

And so we want to speed up completion rates. We want to en- 
courage that. I think your basic point, how do we encourage com- 
pletion, is one we are focused on and we want to do more on. But 
the average age for a college student has gone up pretty signifi- 
cantly, and they are dealing with challenges going to college that — 
you know, I just had to go to school. I did not have children. I was 
18. You have, you know, single moms, 28, working 40, 50 hours a 
week and taking classes at night. And we need 

Senator Sessions. Well, that is certainly a mix of students. 
Could I ask you one more thing? 
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Secretary DuNCAN. Yes, sir. 

Senator Sessions. My time is up. Do you agree with the recent 
report that indicates that our graduates who are graduating with 
4-year degrees are less educated and proficient than they were I 
think 20 years ago, they said; that we are spending the money, and 
they are going through and getting their degrees, but they have not 
really accomplished as much learning, and is that a concern? 

Secretary DuNCAN. Yes. I have not seen that report, but that is 
an issue or a concern that has absolutely been raised to me. So I 
am not informed enough to know that. 

If I could add one final thing, Mr. Chairman, this question about 
college tuition. One thing we are coming out soon with — and just 
stay tuned and we will get it to you — is a watchlist, and we will 
be reporting net tuition and ranking schools by sector. So, again, 
we are trying to use the bully pulpit to drive transparency, and we 
will get that to you shortly. 

Chairman CoNRAD. I would be very interested in that because 
there is something going on here. It is very evident to me that they 
have these tuitions, but then they have these financial packages, 
and so really, I would just like to know what is real. 

Senator Sessions. Could I offer one real explanation for that? I 
was on the board of trustees in my little liberal arts college. We 
had an outside speaker who said one of the factors in a college or 
university being rated by the evaluating is how much the tuition 
is. I was stunned at that. But it apparently is a very real fact. 

Chairman CoNRAD. We thank the Secretary. We thank all the 
colleagues who have participated today. 

The Committee will stand in adjournment. We have another 
hearing tomorrow with another Cabinet Secretary. I thank this 
Secretary for your first appearance here. 

Secretary DuNCAN. Thanks for the thoughtful questions. 

[Whereupon, at 12 p.m., the Committee was adjourned.] 
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QUESTIONS SUBMITTED BY SENATOR MURRAY 
HOMELESS CHILDREN ANT) YOL I H EDUCATION 

Question. Did the Department of Education take the increa,scs in enrolled 
homeless students into aecount when it proposed level funding for the Education for 
Homeless Children and Youth program; and, if not, on what other basis did the 
Administration choose to level fund the Education for Homeless Children and Youth 
program? 

Answer. The Administration’s fiscal year 2012 budget request reflects difficult 
choices. Recognizing the importance of the Education for Homeless Children and Youth 
program, especially during a period when enrollments of homeless students are 
increasing, the Administration has proposed preserving this program even while 
proposing to make significant consolidations and eliminations elsewhere. Further, our 
ESEA reauthorization proposal would allow districts more flexibility in u.smg Federal 
funding to serve homeless students, including by allowing funds under Title 1. Earl A to 
be used to iund transportation for homeless students. Wc believe that our funding 
requests for K-12 education programs, including our proposal to maintain funding for the 
Homeless Children and Youth Education program, represent an approach that is both 
fiscally responsible and likely to improve educational outcomes for all students, including 
homele.ss students. 

The fiscal year 2012 appropriation w'ould fund the first year of operations of the 
reauthorized program. Under the reauthorization proposal, program funds would be 
allocated to States based on the most recent State-reported data on the number of 
homele.ss children and youth available to the Department of Education, rather than on 
State shares of Title 1, Part A funds as under current statute. With this change. Homeless 
Children and Youth Education program funds will flow better to States on the basis of 
need, making more targeted use of these funds and better serving homeless students. 


FEDERAL STRATEGIC PL,4N TO PREVENT AND END HOMELESSNESS 

Question. In May, the Administration released the first Federal Strategic Plan to 
End Homelessness, with the stated goal of ending family and youth homelessness in 10 
years. How docs the flat funding request for the Education for Homeless Children and 
Youth program factor into achieving this goal? Does the Administration believe that this 
goal can be achieved without increased access to education for homeless children and 
youth, and without additional resources for schools to meet their needs? 

Answer, The Department of Education strongly supports the Federal Strategic 
Plan to Prevent and End Homelessness and its goal of ending all homelessness in 10 
years. As discussed in detail in the Strategic Plan, this goal could be achieved by 
increasing leadership, collaboration, and engagement on the issue of homelessness and by 
improving housing access, economic security, and health and stability of people 
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experiencing or at risk of homelessness as well as homeless crisis response systems. 
With respect to economic security, the Strategic Plan recognizes that access to education 
can help decrease financial vulnerability and the likelihood of homelessness later in life. 
Importantly, however, the Strategic Plan does not identify the provision of additional 
resources for educating homeless students as a strategy for improving economic security. 
This is reasonable, as homelessness will diminish as more people have stable homes, not 
when more services are provided to homeless students in school, important as those 
services may be. 

With respect to leadership, collaboration, and engagement on the issue of 
homelessness, the Department is an active member of the United States Interagency- 
Council on Homelessness and has recently established an intra-agency working group on 
the education of homeless children, youth, and adults, led by the Assistant Secretary for 
Elementary and Secondary' Education. To advance the goal of ending homelessness, the 
working group is currently developing a Departmentwide action plan that will include, 
among other activities, promoting awareness of Department programs that serve 
homeless students across the Federal agencies and by constituents. 


EARLY LEARNING CHAI.LENGE FUND - COORDINATION WITH DHHS 

Question. 1 am pleased that the President requested $350 million for the Early 
Learning Challenge Fund. What steps is the Department taking at this time to ensure it 
will be able to work effectively with the Department of Health and Human Services to 
manage the Early Learning Challenge Fund should it be funded for the coming fiscal 
year? 


Answer. The Department of Education and the Department of Health and Human 
Service have built a strong, collaborative relationship focused on helping to ensure that 
children in the early years of life receive high-quality comprehensive services. For 
example, the Administration formed the Early Learning Interagency Policy Board in 
August of 2010 to improve the quality of early learning programs and outcomes for 
young children: increase the coordination of research, technical assi.stance and data 
systems; and advance the effectiveness of the early learning w'orkforce. The Board 
would be instmmental during the design and implementation of the Early Learning 
Challenge Fund, and we believe that the positive working relationships that we have 
established with HHS would continue and strengthen further through the administration 
of the Fund. The two departments have met frequently over the last six months, and we 
will continue to collaborate and speak with one unified voice on the .Administration’s 
birth-through-third-grade agenda. 

Additionally, Jacqueline Jones, Senior .Advisor to the Secretary for Early 
Learning, and Joan Lombardi, Deputy Assistant Secretary and Inter-Departmental 
Liaison for Early Childhood Development at the Administration for Children and 
Families at HHS, work together on a regular basis. They have made and will continue to 
make joint appearances at a number of different events. We believe that it is important to 



815 


model, at the Federal level, the type of interagency collaboration that will be necessary at 
the local and State levels to build and support systems that promote high-quality early 
learning programs that improve child outcomes. 


EARLY LEARNING CHALLENGE FUND - TRANSITION TO 
ELEMENTARY SCHOOL 

Question. How would the Department of Education shape the Early Learning 
Chalienge Fund so it has an increased connection to teaching and learning at the early 
elementary level? 

Answ'er. The Administration is committed to an early learning agenda that begins 
at birth and continues through third grade, with seamless transitions between preschool 
and elementary school. 

In addition to our efforts to improve the transition for children to elementary 
school through the Early Learning Challenge Fund, we also want to note that the 
Department’s proposal for reauthorizing the Elementary and Secondary! Education Act 
would support these transitions and teaching and learning at the elementary level in a 
number of ways. Programs supporting educator professional development (including 
College- and Career-Ready Students and the Effective Teachers and Leaders programs) 
would include joint professional development activities for school staff and early 
childhood educators, llie Effective Teachers and l.eaders program would support 
activities that expand the knowledge of elementary school principals about appropriate 
and effective instructional strategies, interventions, and programs for young children. 
Our proposal also recognizes the importance of a great teacher in every classroom by 
promoting successful and innovative pathways into teaching and bold approaches to 
recruiting, developing, retaining, and rewarding effective teachers in high-need schools, 
including teachers of young children. Our proposal w'ould continue to require districts to 
coordinate with early learning programs and services to improve school readiness and 
would allow them to use Title 1 funds to do so. Our proposal also supports State efforts 
to develop and strengthen evidenee-based comprehensive preschool-through- gradc-12 
literacy and science, technology, engineering and mathematics (STEM) plans. 

Several components of the Early Learning Challenge Fund program - State early 
learning standards, high-quality comprehensive assessment systems, and effective 
workforce development systems - would help strengthen the transition from early 
learning programs to elementary school. Birth-to-kindergarten-entry Slate early learning 
standards w'ould not only be evidence-based, address multiple domains, and be 
dcvelopmentally appropriate - but they would be aligned with K-3 standards. For 
example, valid and reliable school readiness assessments can inform educators in the 
preschool and early elementary settings by conveying information on children’s abilities 
across a range of domains. Joint professional development for early learning educators 
who serve preschool- and early-elemenlary-aged children can increase the strength of the 
connection between preschool and early elementary school. These are a few of the 
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components of a high-quality early learning infrastructure that the Administration seeks 
to support under the Early Learning Challenge Fund. 


TEACHER AND SCHOOL LEADER EVALUATION SYSTEMS 

Question. The Department of Education proposal calls for the development of 
measures and definitions of effective and highly effective teachers and principals. How 
would these systems be developed, and what role do you see teachers’ organizations 
playing in these systems, and the development of these systems? 

Answer. States receiving funding under the Effective Teachers and Leaders State 
Grants program W'ould be required to define different levels of teacher and principal 
performance. Teachers’ evaluations would be based in significant part on student 
growth, along with other measures such as multiple observation-based evaluations of 
teacher performance. Principals’ evaluations would also be based in significant part on 
student growth, along with other measures such as evidence of providing strong 
instructional leadership and fostering positive family and community engagement. 

Each local educational agency (LEA) that receives a subgrant under this program 
would need to develop and implement, with teacher and principal involvement, a State- 
approved evaluation system that would differentiate levels of teacher and principal 
performance, consistent with the State’s definitions: provide meaningful feedback for 
improvement to teachers and principals on the results of their evaluations; and inform 
decisions about professional development and retention (including, as applicable, about 
tenure and about certification or licensure). 

The Administration is committed to working with teachers, school leaders, and 
their representatives to enhance the education profession. Last month, we held the first 
conference on labor-management collaboration in the history of the Department, Our 
budget request and Elementary and Secondary Eiducation Act reauthorization proposal 
similarly reflect our commitment to this goal. The ESEA reauthorization proposal for 
Title II-A would require States and LEAs to w'ork with teachers, principals, and 
representatives of these groups in designing and implementing evaluation systems and 
conducting assessments of LEAs’ needs. 


CAREER AND TECHNICAL EDUCATION 

Question. At a recent event highlighting the release of Harvard University’s 
Pathways to Prosperity report, you said, “First, for far too long, CTE has been the 
neglected stepchild of education reform. That neglect has to stop. And second, the need 
to re-imagine and remake career and technical education is urgent. CTE has an enormous 
if often overlooked impact on students, school systems, and our ability to prosper as a 
nation.” However, your budget cuts funding for these programs by over 20 percent. 
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What steps has the Department of Education taken to assist schools and districts in 
offering more high-quality C'fE programs? 


Answer. The Department has a key role in promoting best practices and in 
encouraging dissemination of good ideas among States. Unfortunately, the current 
structure of the Perkins Act does not provide sufficient authority for ensuring that high- 
quality CTE is the standard among every State that receives Perkins funding. Despite 
this constraint, the Department uses national activities funding to promote innovation, 
provide technical assistance, and encourage best practice; activities that help States, 
districts, and schools improve the quality' of their CTE programs. We routinely conduct 
technical assistance and monitoring activities to help States implement the requirements 
of the Perkins Career and Technical Education Act and improve the quality of their 
programs. Our Office of Vocational and Adult Education (OVAE) conducts onsite 
monitoring visits to approximately 10-12 States a year, and those visits include technical 
assistance to States on program improvement. In addition, OVAE selects up to 8 States 
to receive individualized, intensive technical assistance each year. 

Further, last year the Department made grant awards to 12 States, totaling about 
$3 million to date, to implement high-quality “programs of study.” Programs of study are 
coherent sequences of non-duplicative CTE courses that progress from the secondary to 
the postsecondary level, include rigorous and challenging academic content along with 
career and technical content, and lead to an industry-recognized credential or certificate 
at the postsecondary level or to an associate or baccalaureate degree. Because they 
require alignment between secondary and postsecondary coursework, as well as 
alignment with requirements for industry-recognized credentials or postsecondary 
degrees, we believe that they hold great promise for improving the quality of CTE 
programs across the country and helping all students graduate ifom high school college- 
and career-ready. While the Perkins Act requires all local recipients of State Grant funds 
to implement at least one program of study, these grants will help States ensure that those 
programs of study are rigorous and that conditions are in place to implement them 
successfully. OVAE has also worked with States and other stakeholders to develop a 
framework that further defines w'hat elements are necessary for a high-quality program of 
study and has disseminated information regarding the framework. 

In addition, the Department funds the National Center for Career and Technical 
Education, which conducts research and disseminates information about what works in 
CTE, 1 he Center also conducts technical assistance activities that complement the 
technical assistance provided directly by the Department. 


HIGH QUALITY CAREER AND TECHNICAL EDUCATION PROGRAMS 

Question. How do you expect schools to offer more high-quality CTE programs 
with few'cr resources? 
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Answer. 'I'he Federal Government will not strengthen CTH by merely providing 
funding for C'fE programs. What leads to quality C'fE programs are efforts to ensure 
that CTE courses integrate both rigorous academic and technical content, align with 
industry standards, prepare students to succeed in the next level of coursework, and 
provide students with a postsecondary credential or degree in a field in which the 
graduate can obtain a well-paying job and embark on a career. Focusing CTE funding on 
programs that incorporate all these elements will eventually lead to more high-quality 
CTE programs being available to students, and these are changes that can happen even 
within the current environment of limited resources. 


QUESTIONS SUBMITTED BY SENATOR WYDEN 
RURAL SCHOOLS - i3 AND RACE TO THE TOP COMPETITIONS 

Question. Fm concerned about maintaining the quality of rural schools. In 
particular, rural schools don’t have access to the same resources as larger school districts 
and generally are at a disadvantage when funding is allocated through competitive grant.s. 
Can you provide more details on how the i.f program w'ill be implemented in a w'ay that 
gives a priority to helping rural schools, and how the Race to the Top carve out will 
function? 

Answer. The Department would address the needs of rural areas through the i3 
and Race to the Top (RTT) programs by ensuring that a portion of funds goes to rural 
areas in both programs. We are committed to finding the most promising innovations 
and bringing them to scale, including innovations designed to address the particular needs 
and challenges of rural schools and communities. We will also consider other strategies 
to ensure that rural districts can successfully compete in i3 and other programs, including 
recruiting and training peer reviewers with rural expertise, providing technical assistance 
to rural districts, and holding pre-application webinars in which rural school districts will 
be able to participate. 

In the new RTT competition for local educational agencies, we will set aside a 
portion of the money for rural districts and will structure the selection criteria with the 
needs of those districts in mind. Over the next few months, we will be seeking inpul 
from stakeholders, including leaders of rural school systems, on the design of the RTT 
district competition, in order to ensure that the competition reflects the needs and 
priorities of rural districts. 


RURAI. SCHOOLS AND COMPETITIVE GRANT PROGRAMS 

Question. Beyond the Race to the Top and i3 programs, are there any other 
examples of competitive grant programs that wall take into account the dilTerences 
between rural and non-niral schools and help make sure that rural schools don’t get left 
behind? 
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Answer, As in FY 2010 and planned for FY 2011. Promise Neighborhoods 
would have an absolute priority for rural applicants. In addition, the FY 2011 SEA 
competition under the Charter Schools program will provide a competitive priority for 
proposals that aim to improve high school graduation and college enrollment rales for 
students in rural LEAs. 

In addition, on December 15, 2010, vve published a Federal Register notice 
establishing supplemental priorities for the Department’s competitive grant programs. In 
that notice, we established a priority for projects that aim to improve the achievement and 
high school graduation rates in areas of need, including local educational agencies in 
rural areas. We intend to implement this priority aggressively, and in FY 201 1 and future 
years will use it in competitions in various program areas. 


SCIENCE, TECHNOLOGY, ENGINEERING AND MATHEMATICS 
EDUCATION 

Question. I believe STEM education is critical to U.S. competitiveness, and I 
applaud your budget’s goal to invest $80 million dollars to prepare new STEM teachers. 
Clearly the Department has identified STEM education as an area in which the number of 
U.S, students graduating is not sufficient. Based on the research and studies you’ve seen, 
what is your estimation of how large the shortfall is in U.S. students needed to meet the 
workforce demand for STEM graduates? 

Answer. As the National Academies noted in Rising Above the Gathering Storm, 
Revisited (2010), the issue is not merely the number of students w'ho graduate with 
STEM degrees or work in STEM-specific jobs, it also involves the lack of mathematics 
and science proficiency in the general workforce. A 2009 survey by Deloitte Consulting 
found that nearly one-third of companies surveyed reported worker skills shortages, 
particularly for production W'orkers, scientists, and engineers, and noted that having a 
highly skilled, flexible workforce was critical to business success. 

Concerns about producing insufficiently skilled workers will only increase in the 
ftiture due to economic changes that increase the educational requirements of new and 
existing jobs. The Bureau of Labor Statistics (2009), when projecting employment 
growth to 2018, predicts that growth will be fastest among occupations that generally 
require postsccondary education, and many of these occupations are in STEM or STEM- 
related fields. For example, the BLS predicts rapid growth among computer and 
mathematical science occupations, which will add 785,700 new jobs over the decade 
from 2008 to 2018, with additional jobs made available by retirements. Employment 
growdh also will increase for healthcare professionals, with approximately 581,500 new 
jobs anticipated for registered nurses alone and 1,039,000 anticipated due to both new job 
creation and replacement needs. 
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WORKFORCE DEMAND FOR STEM (JRADIJA TES 

Question. Currently there is a high demand for foreign graduates with STEM 
degrees in the U,S. workforce. For example, the annual allotment of Il-IB visas for this 
year was exhausted by the third w eek of January. With the investment you are making in 
STFiM education, do you anticipate a point at which U.S. graduates will meet the 
workforce demand, or do you believe foreign students wall continue to be needed in the 
STEM workforce for the foreseeable future? 

Answer. While we would anticipate that the increased production of STEM 
postsecondary graduates will help to meet the existing demand, W'c would also hope that 
the influx of new college graduates would result in creative endeavors that expand 
employment and further increase demand for highly skilled STEM w'orkers. And, we 
would also expect many students from other countries who have come to America for 
their university education to want to remain in America, becoming citizens and 
contributing to our long-term economic well-being, as have many before them. 


QimSTIONS SUBMITTED BY SENATOR SESSIONS 
PELL GRANT APPROPRIATIONS 

Question. In its FY 201 1 budget request, the Administration proposed making the 
Pell Grant program an entitlement. Congress did not embrace this proposal and instead 
favored keeping the current structure of a maximum award made up of both discretionary 
and mandatory funding. Using the most up-to-date figures, how much would Congress 
need to appropriate to ensure that the discretionary portion of the Pell Grant, $4,860, is 
fully funded for academic year 201 1-2012? 

Answer. In order to flilly fund Pell Grants in award year 2011-2012, a $28.2 
billion appropriation would be necessary. Additionally, it is estimated that award year 
2012-2013, which is funded through FY 2012 appropriations, will require a $31.2 billion 
appropriation. These figures assume the policy propo.sals in the President’s FY 2012 
budget request, including the elimination of the two Pells policy, are adopted. If the 
changes proposed in the President’s budget are not adopted in full, the funding required 
for Pell Grants w'ould instead be $31.6 billion in 2011-2012, and $35,4 billion in 2012- 
2013. 


PROJECTED PELL GRANT MANDATORY APPROPRIATIONS 

Question. The Healthcare and Education Reconciliation Act of 2010 changed 
how the mandatory add-on for the Pell Grant program would be determined and funded 
in the future. Unlike previous years, when specified awards and appropriations were 
made in statute, the reconciliation bill provided indefinite mandatory appropriations and 
put a formula in place, beginning in 2013, that would decide the amount of the mandatory 
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add-on based on the previous year's maximum award and the rate of change of CPI. This 
formula would remain in place until FY 2018. when the mandatory w'ould then remain at 
FY 201 7 levels. 

When the reconciliation bill passed last year, it was projected that the maximum 
award would reach $5,975 (a combined $4,860 from discretionary' and $1,115 in 
mandatory add-on) by FY 2017. Based on your new assumptions, what will the 
mandatory add-on be for each year of the FY 2012-202 1 period? 

Answer. The table below displays the Department of Education’s projections for 
the Pell Grant program’s mandatory add-on award. It includes the add-on total estimated 
at the time of enactment of the Health Care and Education Reconciliation Act of 2010, as 
well as the most current estimates. At the time of enactment the mandatory add-on for 
FY 2017 was expected to be $1,270; current estimates predict the mandatory add-on will 
be $1,250 in FY 2017. 


Pell Grants Mandatory Add-On (based on S4,860 base) 


Academic 

Year 

2012- 

2013 

2013- 

2014 

2014- 

2015 

2015- 

2016 

2016- 

2017 

2017- 

2018 

2018- 

2019 

2019- 

2020 

2020- 

2021 

2021- 

2022 

Time Q r j 
Enactment j 

$690 

$800 

$915 

$1,030 

$1,150 

$1,270 

$1,270 

$1,270 

$1,270 

$1,270 

Current ] 
Estimate | 

$690 

$790 

$895 

$1,010 

$1,125 

$1,250 

$1,250 

$1,250 

$1,250 

1 

$1,250 


CUMULATIVE PELL GRANT PROGRAM COST - FISCAL YEARS 2012-2021 

Que.stion. Over the FY 2012-2021 period, how much will we cumulatively spend 
on the Pell Grant program? Please provide a year-by-year breakdown of projected 
spending, showing both discretionary and mandatory funding streams. 

Answer. The tables included below show expected program costs tor the Pell 
Grant program as estimated under the President’s FY 2012 budget request (first table), 
and estimated program costs under current program conditions (second table). 

fhe President’s Budget program cost table provides detailed information split 
between ‘base award’ and ‘add-on’ rather than ‘discretionary’ and ‘mandatory’. This 
distinction is made because the policy, as proposed in the President’s budget, states that 
mandatory savings from other programs w'ill be appropriated back to the Pell Grant 
program to help offset discretionary Pell Grant costs. This break-out best depicts what 
appropriations levels will be necessary to fully fund the program. 
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ELIMINATION OF THE INTEREST SUBSIDY FOR GRADUATE STUDENTS 

Question. The President’s budget request would eliminate the “in-school interest 
subsidy" on Federal student loans for graduate and professional students. The President’s 
proposal would end the benefit of having subsidized loans, loans on which interest does 
not accrue until after a student leaves school, arguing that the benefit docs not encourage 
students to attend graduate school and is not well-targeted to borrowers who need extra 
repayment help. These arguments appear to apply just as well to the in-school interest 
subsidy for undergraduate students as they do for graduate students. In fact, the 
President’s National Commission on Fiscal Responsibility and Reform agreed and 
proposed ending subsidized loans for both student populations. 

Why has the Administration not followed tltrough on the President s Fiscal 
Commission’s student loan proposal and instead proposed only to eliminate the benefit 
for graduate students? 

Answer. A key purpose for proposing the elimination of interest subsidies to 
graduate and professional students is the benefit it will provide the Pell Grant program, 
through the appropriation of realized savings from this policy change to the Pell program. 
This funding is expected to lead to a reduced discretionary request for the Pell Grant 
program in future years, and helps to protect the existing $5,550 maximum award. 

The Administration feels eliminating the interest subsidy to graduate students is 
sensible because graduate and professional students are more likely to earn higher 
salaries after graduating, and thus have the means to pay off the additional interest that 
accrues from an unsubsidized loan. Additionally, fellowships and other assistantships 
that reduce a students’ need to take out loans to fund their education arc more prevalent at 
the graduate and professional level. Further, undergraduate loan debt is already a 
grow'ing problem for the Nation. While income-based repayment and public service loan 
forgiveness make that debt more manageable, loan subsidies for undergraduate students 
do lower the overall amount borrowed. Given that graduate students are likely to cam 
more over the course of their career, continued subsidies for these loans is far less 
defensible in the face of growing needs for low-ineome students seeking to earn their first 
degree. 


AN EXPANDED PERKINS LOAN PROGRAM 

Question. The Administration supports creating an expanded Perkins Loan 
program that would provide $8,5 billion in new loan volume annually, nearly nine times 
the current annual Perkins volume. The new Perkins loans would go out to over 3 
million students and carry the same interest rate as IJnsubsidized Stafford loans, 6.8 
percent. According to OMB, this proposal would save $7.4 billion over 10 years. 

How does expanding the Perkins Loan program save money? 
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Answer. Any costs associated with the Perkins Loan program arc calculated 
using standards established in the Federal Credit Reform Act. Under this Act, Perkins 
Loans (as well as other loan programs) are reflected in the financial statements on a net 
present value basis. This method discounts all future costs over the period of origination 
through repayment, reflecting the lime value of money, and displays those costs in the 
year the loan is originated. 


FAIR- VALUE SCORING - LOAN PROGRAM COST ESTIMATION 

Question. Have the Department of Education and OMB discussed the effects of 
scoring this legislation with “fair-value’' scoring, instead of the deficient credit reform 
methodology? 

Answer. Both the Administration and the Congressional Budget Office estimate 
loan programs costs using standard loan-valuation procedures mandated by the Federal 
Credit Reform Act. Through the estimation process the Administration considers current 
and projected economic conditions when estimating future events such as loan defaults 
and recovery and loan cancellations. The Administration has confidence in both the 
savings estimate required by law for student lending and in the methodology used to 
generate that estimate. 


FAIR- VALET SCORING - PERKINS LOAN PROGRAM 

Question. If the “fair-value” scoring showed that expanding the Perkins Loan 
program aetually incurred costs for the Federal Government, w'ould the Department still 
view it as appropriate to use the false credit reform savings to pay for Pell Grants, as 
proposed under the Pell Grant Protection Act? 

Answer. Fhe Administration believes using the current credit reform process as a 
basis for cost estimation produces a reasonable savings estimate. Expanding and 
modernizing the existing Perkins Loan program is a worthwhile pursuit, particularly 
because it is able to simultaneously achieve two goals: provide additional resources to a 
greater number of students to help them pay for college; and reinvest savings from the 
program to continue to provide Pell Grants for those students with greatest need. 


QUESTIONS SUBMITTED BY SENATOR CORNETS 
EDUCATION JOBS FUTMDS 

Question. I understand that of tire $10 billion that Congress appropriated for the 
Education Jobs Fund about S975 million remains unobligated. Of this amount, what 
assurances can you provide that the funds will be available to be allocated to the State of 
Texas or any other State? What does the Department intend to do with the remaining 
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Education Jobs funds, if no further awards are made; will the unobligated Education Jobs 
funds be returned to the Treasury? 

Answer. During the period of availability, the Department expects the 
unobligated funds to be available to be allocated to Texas and South Carolina until those 
States submit approvable applications or submit a letter to the Department declining the 
funds. We will continue to work with Texas and South Carolina to deliver these funds to 
school districts that need them to retain or create education jobs. If no further awards are 
made, the funds would return to the Treasury at the end of fiscal year 2011. 


EDUCATION JOBS FUNDS - TEXAS APPLICATION 

Question. fhe House-passed continuing resolution (HR I) included an 
amendment that prohibits the Department from using any funds to implement the special 
provisions for Texas in the Education Jobs Fund law. If this language is adopted by 
Congrc.ss, is it your opinion that the Governor is still required to provide assurances that 
he is constitutionally prohibited from making? 

Answer. The amendment would not negate the statutory requirements of the 
Education Jobs Fund. The Department would continue to be required by law to adhere to 
the requirements of the Education Jobs statute. 


Question. Given that the deadline for the State’s application has passed, what 
specific language does the Department require from the Governor in order to disburse the 
Education Jobs funds under the alternative method? 

Answer. The Education Jobs Fund statute requires that the Governor make 
assurances that the State will: (1) distribute the Education Jobs funds based on local 
educational agencies’ relative shares of funds under part A of title I of the Elementary 
and Secondary Education Act of 1965 for the most recent fiscal year which data arc 
available, and (2) for fiscal years 2011, 2012, and 2013, maintain State support for 
elementary and secondary education at a percentage of the total revenues available to the 
State that is equal to or greater than the percentage provided for such purpose for fiscal 
year 2011 prior to the enactment of this Act. These requirements apply whether the 
Governor applies directly to the Department or whether an eligible entity under the 
alternate distribution language applies for the funds. The Department is bound by this 
statutory language. 


CAROL WHITE PHYSICAL EDUCATION PROGRAM 

Question. The Budget request includes a plan to consolidate a number of grant 
programs, including the Carol White Physical Education program (PEP), into a new 
“Successful, Safe, and Healthy Students Initiative.” Given the Administration’s focus on 
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promoting physical fitness and reducing childhood obesity, how docs the Department 
intend to promote physical education opportunities for students and help students make 
progress toward meeting State standards for physical fitness? Does the Department 
intend to sustain or exceed the current level of grant funding to local educational agencies 
(LEAs) and community-based organizations (CBOs) to initiate, expand or enhance 
physical education programs, including after-school programs, for K-12 students? 

Answer. As you indicate, the Administration intends to promote physical 
education and fitness opportunities for youth through the proposed Successful, Safe, and 
Healthy Students program. Generally, the same entities that are eligible for PEP grants 
would be eligible to apply for grants and subgrants to conduct similar activities under this 
new program, which, in FY 2012, we propose at the same funding level as the FY 2010 
total for the programs (including PFP) proposed for consolidation. 

We believe the new, consolidated program would not only reduce the application 
and administrative burden on eligible entities and grantees, but enable States and districts 
to address issues of physical education, student health, drug and alcohol use, and school 
climate in a more comprehensive and effective manner. A single funding stream would 
allow grantees to provide more coordinated services that best reflect the needs of their 
students and their communities. 


TEACHER TRAINING - TEACH FOR AMERICA PROGRAM 

Question. In the budget, you have proposed consolidating a number of highly 
effective national education programs under the new “Teacher and Leader Pathways” 
program. Among the programs affected by this proposal is Teach For America (TFA), an 
outstanding program with a demonstrated record of success. It appears that the 
consolidation shifts ftinds from programs with a demonstrated record of success to new 
government programs. How do you propose ensuring that Peach For America and other 
proven national education programs have access to Federal funding that will enable them 
to grow and increase their impact? 

Answer. Our 2012 budget consolidates 38 existing authorities into II new 
programs that give States and districts more flexibility to use resources to improve 
outcomes in their communities, and that award competitive grants based on the 
programs’ record of success. The budget requests $3.25 billion for the E.xcelicnt 
Instructional Teams initiative, which would fund Stales and districts in promoting and 
enhancing the education profession and improving teacher and principal effectiveness. 
Linder this proposal, Teach For America, which in fiscal year 2010 received an $18 
million non-competitive award, would be eligible to compete for $250 million in funding 
under the new Teacher and Leader Pathways program. Phis program would fund Slates, 
districts, institutions of higher education, and nonprofits in creating or expanding 
programs that recruit and prepare teachers for high-necd schools and subject areas. 
Awards would be granted based on the quality of the plan and the applicant’s record of 
results. 
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In addition. Teach For America could compete for S300 million in funding under 
the Investing in Innovation program, through which Teach For America received $50 
million in fiscal year 2010. The Investing in Innovation program awards grants to 
districts and nonprofits on the basis of their evidence base, W'ith promising programs 
eligible for smaller awards to develop and refine their model, and programs with strung 
results eligible for significant expansion funding. Teach For America could also partner 
with States and districts in their applications for funds under the Race for the Top 
program, for which $900 million is requested for 2012, and States and di.stricts may also 
use the funds they receive under the Effective Teachers and Leaders State grants 
program, for which $2.5 billion is requested, to support Teach For America projects. 

I firmly believe that our proposal would not only help States and districts to 
ensure that effective teachers and principals are equitably distributed among schools 
throughout the Nation, but would also expand the pool of funds for which nonprofit 
organizations, including both Teach For America and other effective programs, who 
commit to helping them achieve this goal could apply. Like you, 1 appreciate the great 
work that Teach For America has done placing dedicated, effective teachers in rural and 
urban school districts across the country. I believe, however, that the fairest and most 
effective way of allocating scarce Federal funds is through a rigorous, objective process 
that prioritizes State and local flexibility and evidence-based decision making. 


PROGRAM INTEGRITY REGULATIONS 

Question. I understand that the Department has issued new program integrity 
regulations designed to prevent waste, fraud, and abuse in higher education programs. 
Concerns have been raised by institutions of higher education (fHEs) in a number of 
States, including Texas, that participate in tuition-sharing agreements with service 
companies to provide academic programs and serv'ices to students. Is it the 
Administration’s intention to prevent tuition-sharing agreements between universities and 
service companies that provide services relating to enrollment, retention, student success 
coaching, and similar .services; and would you clarify the conditions under which tuition- 
sharing arrangements are permitted? 

Answer. The Department is aware of issues surrounding tuition-sharing that have 
surfaced in relation to the program integrity regulations. The Department is in the 
process of developing a Dear Colleague Letter that will address the circumstances where 
tuition-sharing may be permissible. 
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QUESTIONS SUBMITTED BY SENATOR GRAHAM 
DIRECT LOANS 

Question. The projected savings generated by the Direct [.oan program seem 
largely dependent on the actions of borrowers. Will the United States Department of 
Education actively encourage borrowers to abandon their current loan providers in favor 
of the Direct Loan program? 

Answer. The Administration will continue to encourage those students looking 
for ways to fund their education to exhaust grant and other aid that does not need to be 
repaid before taking out a student loan. Existing borrowers who may be eligible for the 
debt conversion policy will be notified by the Department of Education of their 
eligibility, but participation in the program will be up to the borrower. It is currently 
estimated only one-third of those borrowers who are eligible will take part in debt 
conversion. Borrowers who do not already have at least one loan held by the Department 
(either a Direct Loan or one acquired through ECASLA) will not be eligible. Loans that 
are transferred as part of the debt conversion program will not become direct loans; they 
will, however, be serviced by one of the Department’s servicers. 


COLLEGE ACCESS AND COMPLETION PROGRAMS 

Question. State-based and non-profit student loan providers often have effective 
and robust college access and completion programs. Will State-based and non-profit 
student loan providers be able to compete in the Administration's "First in the World" 
(FITW) proposal? 

Answer. Only projects proposing innovative strategies to improve higher 
education that are authorized under section 741(a) would be eligible for funding under 
the FITW competition. The objective of the First in the World competition is to spur the 
field to come up with innovative strategies to improve productivity in higher education 
while addressing the completion challenge, to build evidence on practices that have been 
shown to be effective in improving educational outcomes for students, and to scale up 
successful strategies. The first year of the competition would include priorities for 
projects that demonstrate the potential to reduce the net price paid by students, improve 
learning outcomes, reduce time to degree, reduce instructional costs, or improve college 
access or completion rates. 

The competition would be conducted under Title VII, Part B of the HEA, which 
authorizes the Fund for the Improvement of Postsecondary Education. Under FIPSE, a 
broad range of institutions would be eligible for FH'W grants, including institutions of 
higher education and other public and private nonprofit institutions and agencies. 
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DEBT CONVERSION PROGRAM 

Question. Does the Direct Loan program offer debt conversion to any Federal 
Family Education l^oan Program (FEEL) loan; or, is debt conversion to the Direct Loan 
program limited to FFFd, loans owned by the Department of Education through the PU'f 
and Participation interest programs? 

Answer. Borrowers who arc eligible for debt conversion must have at least one 
FFEL loan and at least one loan held by the Department of Education. The loan held by 
the Department can be either a Direct Loan or a loan acquired by the Department through 
the I.oan Purchase or Loan Participation Purchase programs. Borrowers whose entire 
student loan portfolio is FFEL loans held by lenders arc not eligible to participate. In this 
way, the program realizes its goal of creatitig an easier repayment process - and 
decreasing their likelihood of borrower default ~ by allowing borrowers with split 
servicers to pool their debt into one servicer. 




THE PRESIDENT’S FISCAL YEAR 2012 BUDGET 
REQUEST FOR THE DEPARTMENT OF EN- 
ERGY 


WEDNESDAY, MARCH 2, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10 a.m., in room SD- 
608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman 
of the Committee, presiding. 

Present: Senators Conrad, Nelson, Stabenow, Cardin, 

Whitehouse, Merkley, Begich, Sessions, Enzi, Cornyn, Thune, 
Portman, and Johnson. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CoNRAD. The Committee will come to order. 

I would like to welcome everyone to the Senate Budget Com- 
mittee this morning. Our witness today is Secretary of Energy Ste- 
ven Chu, and our focus will be on the energy budget. 

Secretary Chu has done, in my judgment, an excellent job lead- 
ing the Energy Department. We are very lucky to have someone of 
his capability and character leading that agency at this time, and 
we are pleased that he could join us and look forward to his testi- 
mony. 

I believe the two biggest challenges facing the country right now 
are the rising Federal debt and our dependence on foreign sources 
of energy. We simply will not be able to remain globally competi- 
tive if we fail to address both of these challenges. Our competitors 
in Asia and Europe are moving quickly to develop and adopt alter- 
native and clean energy technologies. These technologies will be 
among the biggest industries in the world in the years ahead. We 
cannot afford to fall behind. The United States should be a leader, 
not a follower on energy issues. 

So even as we look to cut spending to bring down the deficit, 
something that we must do, we also need to ensure that energy re- 
mains a priority. We need to focus resources on energy programs 
that promote clean energy and energy efficiency and that encour- 
age private sector innovation and the adoption of new technologies. 
And we need to ensure that every dollar we spend on energy is 
spent wisely. 


( 831 ) 
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Growth of U.S. Dependence 
on Imported Petroleum 

(Net Percentage of Imported Petroleum Products Supplied) 


61 % 


60 % 


40 % 


27 % 



imported Petroleum Imported Petroleum 
1985 2010 

Source: Energy information Administration 


The fact is we are dangerously dependent on foreign oil. In 1985, 
we imported only 27 percent of our petroleum. We now import over 
60 percent. As a result, we are increasingly vulnerable to oil supply 
disruptions and instability in other parts of the world. 

The events of recent weeks have demonstrated just how much 
this dependence can impact our economy as turmoil in North Africa 
and the Middle East has led to a spike in gas prices and fluctua- 
tions in other markets. 

This addiction to foreign oil is also a threat to our national secu- 
rity. Many of the countries from which we import petroleum are 
unstable or in unfriendly regions, and many are becoming more un- 
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stable by the day or risk being affected by unrest in neighboring 
countries. 


Top 10 Countries Exporting Petroleum 

to the United States in 2010 


Barrels Per Dav 

Canada 

2,516,000 

Mexico 

1,272,000 

Saudi Arabia 

1,094,000 

Nigeria 

1,021,000 

Venezuela 

993,000 

Russia 

620,000 

Algeria 

509,000 

Iraq 

421,000 

Angola 

397,000 

Colombia 

377,000 

Source: Energy Information .Administration 

Note; Year-to-date through November. 2010 



Here is a list of the top ten countries exporting petroleum to the 
United States in 2010 and the number of barrels we import from 
those countries in a single day. You can see that we have large 
quantities of oil from countries like Saudi Arabia, Nigeria, Ven- 
ezuela, Algeria, Iraq, Angola, and Colombia. 
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Evergreen Soior plans to close its main Anierican factory, in Devens. Moss., seen here in September, nnd lay offSDO workers. 


A Better Offer From China 

Despite Massachusetts Millions, 

Solar Panel Maker to Shut Plant 

By KEITH BRADSHER 

BEIJING — Aided by at least S43 million In assistance 
from the gov^'nment of Massachusetts and an innovative 
solar energy tedtrtolc^y, Evergreen Solar emerged in the 
last three ye^ as the third-largest maker of solar panels in 
the United States. 

But TOW ^ cwnpany is closing its main Am«tcan fac- 
tory, laying off the 800 workers by the end of March end 
shifting prodiK-titm to a joint vcntiin? with a Chinese compa- 
ny in central China. Evergreen cited the much higlier gov- 
ernment support available in China. 

The factory clo.sing in Devens, Mass., wtiich Evergreen 
announced earlier this week, has set off polKical recrimina- 
tions and finger-pointing in Massachusetts. And it comes 
just as President Hu Jintao of China is scheduled for a state 
visit next week to Washington, where the agenda is likely to 
include tensions between the United Stat^ and China over 
trade and energy poHcy. 

The Obama administration has been investigating 
whether China has violated the free trade rules of the Wtwkl 
Trade Chganitatiem with its extensive subudies to the manu- 
facturers of solar panels and other clean energy products. 

While a few types of government subsidies are pcrmii- 



ted under international trade agreements, they are not si^i- 
posed to give special advaiuage.s to exports — something 
that China's critics accuse it of doing. The Chinese govern- 
ment has strongly denied that any of its clean energy pol- 
icies have violated W.T.O. rules. 

AlUwugh .solar energy still accounts for only a tiny frac- 
tion of American power production, declining prices and com 
cerns about globa! wanning give solar power a prominent 
pia<x in United States plan.s for a clean energy future — even 
If critics say the federal government is still not doing enough 
Continued wj Page 4 


At the same time we are losing ground in the race to develop the 
clean energy resources of the future. We are being left behind by 
countries like China and India. Here is a New York Times article 
from earlier this year about how the third largest manufacturer of 
solar panels in the United States has packed up, moved its oper- 
ations, and hundreds of skilled jobs to China. According to the arti- 
cle, the company moved because China provided “much higher gov- 
ernment support.” That is troubling. We need to keep those jobs 
here in America. 


Department of Energy Funding as 
Share of Discretionary Spending 

2012 


All Other 
Discretionary 
Spending 



•• — - Department of 
Energy Funding 
2 . 4 % 


bCHi^'ce, OTv^B 

Noto: Preside:-!t Ooama s budget request for 2012. 


This next chart helps put our energy funding in some perspec- 
tive. It shows that funding for the Department of Energy rep- 
resents a small fraction of Federal spending, only 2.4 percent of the 
discretionary budget. Let me repeat that: 2.4 percent. And roughly 
two-thirds of that is dedicated to nuclear weapons-related activi- 
ties. So funding to promote and support new energy technologies 
represents a tiny fraction of the Federal budget. 
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Key Energy Tax Expenditures 

Oil and Gas Tax Incentives 

2012 Cost 

$3.5 B 

Coal Tax Incentives 
(including carbon capture / storage) 

$600 M 

Renewable Energy Production 

Tax Credit 

$1.7 B 

Energy Efficient Home Improvements 
Tax Credit 

$2.3 B 

Source: OMB 



But we also spend between $8 and $10 billion a year on energy 
through the Tax Code by providing certain energy tax incentives 
and credits. The largest of these include oil and gas tax incentives, 
coal tax incentives, a renewable energy production tax credit, and 
an energy-efficient home improvements tax credit. Those are the 
four big expenditure items in the Tax Code. 
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Obama Budget Energy Proposals 

• $29.5 B in discretionary funding for 
Department of Energy in 2012 

- $2.5 B increase from 2011 CR level 

• Increase support for solar, biomass, wind, 
geothermal 

• Advance development of low carbon coal 
technologies 

• Invest in transmission infrastructure to 
improve energy efficiency and reliability 

• Increase support for basic research and 
science 


This is what the Obama administration has proposed in its budg- 
et for energy. Overall, the budget requests $29.5 billion in discre- 
tionary funding for the Department of Energy for 2012. This rep- 
resents a $2.5 billion increase over the 2011 continuing resolution 
level. Among other things, the President’s budget would increase 
support for clean energy alternatives, such as solar, biomass, wind, 
and geothermal, advance development of low-carbon coal tech- 
nologies, invest in the Nation’s transmission infrastructure to im- 
prove energy efficiency and reliability — something that we clearly 
need — and increase support for basic research and science. 
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Key Components of 
Next Energy Bill 

• Invest in new clean sources of 
electricity 

• Boost energy efficiency in homes 
and businesses 

• Develop advanced vehicles 

• Promote alternative fuels 

• Increase domestic oil and gas 
production 


The President’s budget supports many of the same initiatives 
that I would like to see in the next energy bill. I believe the next 
energy bill needs to invest in clean sources of electricity, boost en- 
ergy efficiency in homes and buildings, help reduce our dependence 
on foreign oil by develop advanced vehicles and promoting alter- 
native fuels, and by increasing domestic oil and gas production. 

I believe we have to have a balanced plan. I was part of the 
group of ten — five Democrats, five Republicans — that proposed a 
far-reaching, balanced plan to reduce our dependence on foreign en- 
ergy, including increasing domestic production of oil and gas, clean 
coal technology, advanced battery technology, a move to use nat- 
ural gas in our bus and truck fleets, incentives for nuclear plants. 
We already have over a hundred nuclear plants in this country. We 
are going to have to have more if we are going to dramatically re- 
duce our dependence on foreign energy. At least that is my belief. 

I look forward to working with my colleagues on both sides of the 
aisle on energy legislation this year. I believe it is absolutely a crit- 
ical priority. It cannot be allowed to slip another year. 

With that, I will turn to Senator Sessions for his opening re- 
marks, and then we look forward to hearing from Secretary Chu. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you, Mr. Chairman, for your leadership 
and for this series of hearings. I think it has been very helpful to 
us. 

Secretary Chu, thank you for appearing as we continue to dis- 
cuss the President’s budget, and that is the fundamental question 
here. We all have views on energy policy, and I share many of your 
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views and have supported a number of energy bills that Senator 
Conrad has referred to. 

You are a man of great accomplishment, and I have appreciated 
getting to know you. But you now hold the job of Secretary of En- 
ergy, and energy at an affordable price is essential to our economic 
future. It is not a theoretical or academic matter. 

Right now we are in the midst of a growing fiscal crisis, and it 
is crucially important that we have an honest conversation about 
the challenges we face. The President and his Budget Director tell 
us their budget plan does not add to the debt, that we are living 
within our means. But the plain fact is the budget doubles our 
gross national debt, never once produces an annual deficit of less 
than $600 billion in its 10 years. 

The President’s Education Secretary told us that the administra- 
tion was making tough cuts and difficult choices to make our pro- 
grams leaner and more productive, but the budget called for an- 
other 11-percent spike in education funding following a 68-percent 
increase over the last 3 years. 

Perhaps the most consistent spin is the repeated claim that every 
cent of new Government spending is an investment in our future. 
Just because you call something an investment does not make it 
so, certainly not a good investment. If the administration’s argu- 
ment held true, then even our Nation would be thoroughly enriched 
by this year’s spending spree and the $1.65 trillion deficit. 

In reality, the most obvious result of what we have done is this 
massive surge in Federal spending is a crushing debt burden that 
has grown the Government at the expense of the private sector. 

So while your energy budget increases spending substantially, I 
reject the idea that you have made an investment necessarily in a 
better future. To the contrary, instead of wisely investing the tax- 
payers’ money, the plan often would waste it. We have magnificent 
energy resources in this country from which we can create thou- 
sands of jobs without adding to the deficit. And yet these resources 
remain under lock and key. The American people expect fact- based 
budgeting that produces more energy, not locking it up. The simple 
fact is that the nearly 10 percent spending increase you have re- 
quested in your budget is not being used to produce larger sources 
of energy that would actually impact the American economy and 
reduce costs to the American taxpayer, but to chase after the vision 
of higher-cost sources of energy in the hopes that somehow we can 
bring those down, which has not been successful to date. 

As we contend with a sluggish economy and high unemployment, 
the plain truth is the actions of this administration are making 
things worse. The gas prices are rising rapidly, some say to that 
dangerous level of $4 a gallon. Yet the Interior Secretary issued 
only one single deepwater drilling permit this year, and only after 
being found in contempt of court for keeping the moratorium on. 

High gas prices exact a painful toll on American families and 
have historically done significant damage to the economy. The re- 
fusal to drill domestically has cost tens of thousands of high-paying 
jobs and billions of dollars in lost revenue to the Government, to 
the U.S. Treasury. Offshore drilling rigs are leaving for foreign 
shores and taking jobs with them. This administration has in the 
past 2 years revoked oil and gas leases in Utah, Colorado, and Wy- 
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oming, and shuttered the Gulf of Mexico. One of the major pro- 
ducers there just declared bankruptcy because they could not get 
permits to drill in the shallow waters where we have never had a 
serious problem. 

Permits to mine for coal in West Virginia have been withdrawn, 
and permitting delays have occurred elsewhere with little or no ex- 
planation. 

The failure of your Department to advance clean, reasonably 
priced nuclear power has hurt our Nation. We have talked about 
it. I believe we could have done more. We have to do more. 

An estimated 40 percent of our Nation’s uranium deposits in Ari- 
zona were unilaterally locked up just 2 years ago, leaving us to im- 
port 90 percent of the uranium we use. 

And the Green Jobs Program, subsidized by the overburdened 
taxpayers, has never lived up to those promises that have been 
made about it. Indeed, the much ballyhooed state-subsidized solar 
panel plan in Massachusetts, I believe the one you referred to, 
failed in January, costing 800 jobs. It got $58 million from the 
State. 

The experience in Spain cannot be ignored, and the Solyndra, the 
$535 million loan that the U.S. Government made, seems to be fail- 
ing already. 

A recent study by Bjorn Lomborg’s Copenhagen Consensus Cen- 
ter demonstrates that the higher prices and job losses that are the 
result of green energy policies significantly outweigh the jobs cre- 
ated. The reason is that costs of renewable energy are higher than 
standard forms of energy so that when they are mandated on the 
economy, it means more economic inefficiency, higher manufac- 
turing costs, and less disposable income for the American citizens. 

So, in summary. Dr. Chu, the President’s plan I think worsens 
a desperate fiscal circumstance and fails to invest by any honest 
measure in our Nation’s real energy future, the challenges we 
have. America’s vast proven energy reserves that we have are not 
being unlocked, and they are not being acted on apparently in the 
pursuit of a failed green jobs stimulus plan that has produced nei- 
ther energy nor jobs. Instead, the President’s plan will produce in- 
creased spending, increased taxes, increased regulation, increased 
reliance on foreign oil, and increased debt. 

So this plan is a non-starter, and the budget is a non- starter. 
We do not have the money. So we need to replace it with a plan 
that actually does invest in our future by producing more low-cost 
energy that makes it easier on American families, unlocking the 
vast energy sources that belong to the American people and keep- 
ing dollars and jobs in America, making us stronger and not weak- 
er. 

So I look forward to working with you on this. I know you are 
a good man. I know you want to achieve some of these things, and 
maybe we will have some breakthroughs. I would support some re- 
search and development, but I do not support mandated energy 
programs that drive up the costs that are not yet competitive eco- 
nomically. We have gone too far in that direction. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. 
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Again, Mr. Secretary, welcome to the Budget Committee. We look 
forward to your testimony. Please proceed. 

STATEMENT OF T H E HONORABLE STEVEN CHU, PH.D., 
SECRETARY, U.S. DEPARTMENT ENERGY 

Secretary Chu. Thank you. Chairman Conrad, Ranking Member 
Sessions, and members of the Committee. Thank you for the oppor- 
tunity to appear before you today to discuss the President’s fiscal 
year 2012 budget request for the Department of Energy. 

Before I begin my remarks, I want to take a moment to thank 
Chairman Conrad for his decades of public service and for his tire- 
less efforts to address the big challenges facing our Nation, espe- 
cially fiscal and energy issues. 

Chairman Conrad, I look forward to working with you over the 
next 2 years and wish you the best as you start a new chapter in 
your career. 

President Obama has laid out a plan for the United States to win 
the future by outinnovating, outeducating, outbuilding the rest of 
the world, while at the same addressing the deficit. Many countries 
are moving aggressively to lead in clean energy, and we must rev 
up the great American innovation machine to create jobs, win the 
clean energy race, and secure our future prosperity. 

To that end. President Obama has called for increased invest- 
ments in clean energy research, development, and deployment. In 
addition, he has proposed a bold but achievable goal of generating 
80 percent of America’s electricity from clean sources by 2035. 

A clean energy standard will provide a clear, long-term signal to 
industry to bring capital off the sidelines. It will grow the domestic 
market for clean energy, creating jobs, driving innovation, and en- 
hancing national security. The most competitive clean energy 
sources will win in the marketplace. The Government does not 
need to pick favorites. 

The Department of Energy’s fiscal year 2012 budget request of 
$29.5 billion supports the President’s goals and strengthens the 
Nation’s economy and security. Through programs to make homes 
and buildings more energy efficient, we will save money for fami- 
lies and businesses by saving energy. In addition, the budget sup- 
ports the research, development, and deployment of renewable 
sources of energy; the modernization of the electric grid and the ad- 
vancement of carbon capture and sequestration technologies; and it 
helps reduce our dependence on oil by developing the next genera- 
tion of biofuels and accelerating electric vehicle research and de- 
ployment. 

We are also requesting a new credit subsidy which will support 
approximately $1 billion to $2 billion in loan guarantees for renew- 
able energy and energy efficiency technologies. And we are request- 
ing a credit subsidy for a Better Buildings Pilot Loan Guarantee 
Initiative. 

To jump-start the nuclear industp^, the budget requests up to 
$36 billion in loan guarantee authority, while also investing in ad- 
vanced nuclear technologies, including small modular reactors. To 
spur innovation, the President’s budget invests in basic and applied 
research and keeps us on a path to doubling funding for key sci- 
entific agencies, including the Department’s Office of Science. 
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The budget invests $550 million in the Advanced Research 
Projects Agency for Energy, known as ARPA-E. The administration 
also seeks an additional $100 million for ARPA-E as part of the 
President’s Wireless Innovation and Infrastructure Initiative. This 
investment will allow ARPA-E to continue promising early stage 
research projects that aim to deliver game-changing clean energy 
technologies. ARPA-E’s projects are generating excitement both in 
the Department and in the private sector. 

Eor example, through a combined total of $24 million from 
ARPA-E, six companies in their first year have been able to ad- 
vance their research efforts and go back to the private sector and 
show the potential viability of their cutting-edge research. This ex- 
tremely valuable early support enabled these companies to achieve 
R&D milestones that in turn have attracted more than $100 mil- 
lion in private sector funds to the projects. This is precisely the in- 
novation leverage that is needed to win the future. 

Another key piece of our research effort is the energy innovation 
hubs. Through the hubs, we are bringing together our Nation’s top 
scientists and engineers to achieve similar game-changing energy 
goals, but where a concentrated effort over a longer time horizon 
is needed to establish innovation leadership. The budget requests 
$146 million to support the three existing hubs and to establish 
three new hubs in areas of batteries, energy storage, smart grid 
technologies, systems, and critical materials. The energy innovation 
hubs were modeled after the Department’s Bioenergy Institutes 
which have established an outstanding 3-year track record. 

Einally, the budget continues to support the Energy Erontier Re- 
search Centers, which are mostly university-led teams working to 
solve specific scientific problems that are blocking clean energy de- 
ployment and development. When you think of the EERCs, think 
about a collaborative team of scientists, such as Watson and Crick 
unlocking the secrets of DNA. When you think of ARPA-E, think 
of the visionary risk takers launching new technologies and startup 
companies out of their garages. When you think of the hubs, think 
of large mission-oriented research efforts, such as the Manhattan 
Project, the development of radar at MIT’s radiational laboratory 
during World War II, and the research in America’s great indus- 
trial laboratories in their heyday. 

To reach our energy goals, we must take a portfolio approach to 
R&D, pursuing several research strategies that have proven to be 
successful in the past. But I want to be clear. This is not a kitchen- 
sink approach. This work is being coordinated and prioritized with 
a 360-degree view of how the pieces fit together. Taken together, 
these initiatives will help America lead in innovation. 

In addition to strengthening our economy, the budget request 
also strengthens our security by providing $11.8 billion for the De- 
partment’s National Nuclear Security Administration. The request 
of $7.6 billion for weapons activities provides a strong basis for 
transition to a smaller yet still safe, secure, and effective nuclear 
stockpile without additional nuclear testing. It also provides much 
needed resources to strengthen science, technology, and engineer- 
ing capabilities, and to modernize the physical infrastructure of our 
nuclear security enterprise. 
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To support the President’s goal of securing all vulnerable nuclear 
materials around the world in 4 years, the budget invests $2.5 bil- 
lion in the defense nuclear nonproliferation program. Through our 
investments we are laying the groundwork for the Nation’s future 
prosperity and security. At the same time we are mindful of our 
responsibilities to the taxpayer. 

We are cutting back in multiple areas, including eliminating un- 
necessary fossil fuel subsidies. We are streamlining operations. We 
are making some tough choices, including freezing salaries and bo- 
nuses for hard-working national laboratory site and facilities man- 
agement contractor employees. 

The United States faces a tough choice today. Will we lead in in- 
novation and outcompete the rest of the world? Or will we fall be- 
hind? To lead the world in clean energy, we must act now. We can- 
not afford not to. 

Thank you, and I am now pleased to answer any questions you 
might have. 

[The prepared statement of Secretary Chu follows:] 
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Statement of Secretary Steven Chu 
li.S. Department of Energy 
Before the 

Senate Committee on Budget 

FY 2012 Budget Hearing 
March 2, 2011 

Chairman Conrad. Ranking .Member Ses.sion.s, and Members of the Committee, 
thank you for the opportunity to appear before you today to discuss the President's Fiscai 
Year 2012 budget request for the Department of Energy. 

in his State of the Union address. President Obama iaid out a pian for the United 
States to win the future by out-innovating, out-educating and out-buiiding the rest of the 
worid, whiie at the same time addressing the deficit. 'I'hc President’s budget request 
invests in much-needed programs whiie cutting back where we can afford to. 

Many countries are moving aggressiveiy to deveiop and deploy the clean energy 
technologies that the world will demand in the coming years and decades. As the 
President said, this is our generation's “Sputnik moment." 

We must rev up the great American innovation machine to win the clean energy 
race and secure our future prosperity. To that end. President Obama has called for 
increased investments in clean energy research, development and deployment. In 
addition, he has proposed a bold but achievable goal of generating 80 percent of 
America’s electricity from clean sources by 2035. 

A Clean Energy Standard w'ill provide a clear, long-term signal to industry to 
bring capital off the sidelines and into the clean energy sector. It will grow the domestic 
market for clean sources of energy - creating jobs, driving innovation and enhancing 
national security. And by drawing on a wide range of energy sources including 
renewables, nuclear, clean coal and natural gas, it will give utilities the flexibility they 
need to meet our clean energy goal while protecting consumers in every region of the 
country. 

The Department of Energy’s FY 12 budget request of $29.5 billion supports these 
goals and strengthens the nation’s economy and security by inve.sting in the following 
priorities: 

• Supporting groundbreaking basic science, research and innovation to solve our 

energy challenges and ensure that the United States remains at the forefront of 

science and technology; 


Leading in the development and deployment of clean and efficient energy 
technologies to reduce our dependence on oil, accelerate the transition to a clean 
energy economy and promote economic competitiveness; and 
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• Strengthening national security by reducing nuclear dangers, maintaining a safe, 
siccure and effective nuclear deterrent and cleaning up our Cold War nuclear 
legacy. 

While we are investing in areas that arc critical to our future, wc arc also rooting 
out programs that aren’t needed and making hard choices to tighten our belt. 

Additionally, we are improving our management and operations so we function more 
efficiently and effectively. 

Leading in the Global Clean Energy Economy 

As the President said in his State of the Union address, investing in clean energy 
will strengthen our security, protect our planet, and create countless new jobs here at 
home. The Department's budget request invests $3.2 billion in energy efficiency and 
renewable energy programs. 

Through programs to make homes and buildings more energy efficient, including 
a new ‘'Better Buildings Initiative” to make commercial buildings 20 percent more 
efficient over the next decade, we will save money for families and businesses by saving 
energy. That is money that can be re-invested back into the economy. In addition, the 
budget supports the research, development and deployment of renewable sources of 
energy like wind, solar and geothermal. It supports the modernization of the electric grid 
and the advancement of carbon capture and sequestration technologies. And it helps 
reduce our dependence on oil by developing the next generation of biofuels and 
accelerating electric vehicle research and deployment to support the President's goal of 
putting one million electric vehicles on the road by 2015. This includes a $200 million 
competitive program to encourage communities to invest in electric vehicle 
infrastructure. 

We're also focused on moving clean energy technologies from the lab to the 
marketplace. Over the past two years, the Department’s loan programs have supported 
more than $26 billion in loans, loan guarantees, and conditional commitments to 
guarantee loans for 23 clean energy and enhanced automotive fuel efficiency projects 
across the country, which the companies estimate will create or .save more than 58.000 
jobs. Building on this success, we are requesting new credit subsidy that will supftort 
approximately $1 billion to $2 billion in loan guarantees for innovative renewable energy 
and energy efficiency technologies. These deployment efforts build on the substantial 
investment made in the clean energy sector by the Recovery Act, and are supplemented 
by tax incentives that have also played an important role in bringing clean energy projects 
to market, such as the 48C manufacturing tax credits and the 1603 cash grants in lieu of 
investment tax credits, which the 2012 budget also expands. Wc arc also requesting $100 
million in credit subsidy for a new “Better Buildings Pilot Loan Guarantee Initiative for 
Universities, Schools, and Hospitals,” which will guarantee up to $2 billion in loans to 
support energy efficient retrofits. 
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Nuclear energy also has an important role to play in our energy portfolio. To 
jumpstart the domestic nuclear industry, the budget requests up to $36 billion in loan 
guarantee authority. It also invests in the research and development of advanced nuclear 
technologies, including small modular reactors. 

Supporting Groundbreaking Science 

To spur innovation, the President’s budget request invests in basic and applied 
research and keeps us on the path to doubling funding for key science agencies, including 
the Department's Office of Science. As Norm Augustine, former Chairman of Lockheed 
Martin and former Under Secretary of the Army, has said, under-funding R&D in a time 
of austerity is like removing the engine of an aircraft to reduce its weight. 

That is why the budget request increases support for the Department's 
comprehensive research strategy to accelerate energy breakthroughs. 

Through $5.4 billion for the Office of Science, we’re expanding our investment in 
basic energy sciences, advanced scientific computing and biological and environmental 
sciences - all key areas for our future economic competitiveness. 

The budget invests $550 million in the Advanced Research Projects Agency- 
Energy, also known as ARPA-E. The Administration also seeks an additional $100 
million for ARPA-E from the Wireless Innovation Fund to support wireless clean energy 
technologies. This investment will allow ARPA-E to continue the promising carly-stagc 
research projects that aim to deliver game-changing clean energy' technologies. ARPA- 
E’s projects are generating excitement both in the Department and in the private sector. 
For example, through a combined total of $24 million from ARPA-E, six companies have 
been able to advance their research efforts and show the potential viability of their 
cutting-edge technologies. This extremely valuable early support enabled those 
companies to achieve R&D milestones that, in turn, have attracted more than $100 
million in private sector funds to the projects. This is precisely the innovation leverage 
that is needed to win the future. 

Another key piece of our research effort is the Energy Innovation Hubs. Through 
the Hubs, we are bringing together our nation’s top scientists and engineers to achieve 
similar game-changing energy goals, but where a concentrated effort over a longer time 
horizon is needed to establish innovation leadership. The Department has establi.shed 
three Energy Innovation Hubs in the areas of energy efficient buildings, modeling and 
simulation for nuclear reactors and fuels from sunlight. The budget requests $146 million 
to support the three existing Hubs and to establish three new Hubs in the areas of 
batteries and energy storage, smart grid technologies and systems, and critical materials. 
The Energy Innovation Hubs were modeled after the Department of Energy ’s BioEnergy 
Institutes, which have established an outstanding three-year track record. 
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Finally, the budget continues to support the Energy Frontier Research Centers, 
which arc mostly university-led teams working to solve spcciftc scientific problems that 
are blocking clean energy development. 

The Energy Innovation Hubs, ARPA-E, and EFRCs represent three 
complementary approaches to advance groundbreaking discovery. When you think of the 
EFRCs, think about a collaborative team of scientists such as Watson and Crick 
unlocking the secrets of DNA. When you think of ARPA-E, think about visionary risk- 
takers launching new technologies and start-up companies out of their garages. When you 
think of the Hubs, think of large, mission-oriented research efforts such as the Manhattan 
Project, the development of radar at MIT’s Radiation Laboratory during W'orld War II 
and the research in America’s great industrial laboratories in their heyday. 

We don’t know where the big energy breakthroughs are going to come from. To 
reach our energy goals, we mu.st take a portfolio approach to R&D: pursuing several 
research strategics that have proven to be successful in the past. But I want to be clear - 
this is not a “kitchen sink” approach. This work is being coordinated and prioritized, with 
a 360-degree view of how these pieces fit together. Taken together, these initiatives will 
help America lead in science and technology innovation. 

Nuclear Safety and Security 

In addition to strengthening our economy, the budget request also strengthens our 
security by providing SITS billion for the Department’s National Nuclear Security 
Administration. The five-year FY 12 to FY 16 request of nearly S65 billion forNNSA 
reflects the President’s nuclear security priorities, as well as his commitment to 
modernize the L'.S. nuclear weapons enterprise and sustain a strong nuclear deterrent for 
the duration of the New START Treaty and beyond. 

The request of $7.6 billion for Weapons Activities provides a strong basis for 
transitioning to a smaller yet still safe, secure and effective nuclear stockpile without 
additional nuclear testing. It also provides much-needed resources to strengthen science, 
technology and engineering capabilities and to modernize the physical infrastructure of 
our nuclear security enterprise. 

The President has identified the danger of terrorists getting their hands on nuclear 
weapons or the material to build them as the greatest threat to global security. To support 
the President's goal of seeuring all vulnerable nuclear material around the world in four 
years, the budget invests $2.5 billion in the NNSA Defense Nuclear Nonproliferation 
program. This is part of a five-year, $14.2 billion commitment for the program. 

The budget also requests $1.2 billion to support the Navy’s nuclear powered 
submarines and aircraft carriers. And it provides $6.1 billion to protect public health and 
safety by cleaning up the nation’s Cold War nuclear legacy. 

Fiscal Responsibility 
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Through our investments, we are laying the groundwork for the nation’s future 
prosperity and security. At the same time, we are mindful of our responsibility to the 
taxpayer. 

We arc cutting back in multiple areas, including eliminating unnecessary fossil 
fuel subsidies, reducing funding for the Fossil Energy program and reducing funding for 
the hydrogen technology program. We're streamlining operations to reduce 
administrative costs. And we’re making some painful cuts, including ending operation of 
the Tevatron accelerator and freezing salary and bonuses for hard-working National 
Laboratory, site and facility management contractor employees. 

Finally, we continue to make progress on a management excellence agenda to 
improve our operations. 

The United States faces a choice today: will we lead in innovation and out- 
compete the rest of the w'orld or will we fall behind? To lead the world in clean energy, 
we must act now. We can’t afford not to. 

Thank you, and now 1 am pleased to answer any quc.stions you may have. 

HIGHLIGHTS OF THE FY 2012 BUDGET REQUEST 

In his State of the Union address. President Obama said that America faces “our 
generation’s Sputnik moment” and that we need to out-innovate, out-educate and out- 
build the rest of the world to capture the jobs of the 21’' century. “In America, innovation 
doesn’t Just change our lives. It’s how we make our living.” Through innovation in 
promising areas like clean energy, the United States will win the future and create new 
industries and new Jobs. To lead in the global clean energy economy, we must mobilize 
America’s innovation machine in order to bring technologies from the laboratory to the 
marketplace. The Department of Energy (DOE) is on the front lines of this effort. To 
succeed, the Department will pursue game-changing breakthroughs, invest in innovative 
technologies, and demonstrate commercially viable solutions. 

In addition to energy advances that spark economic growth, national security remains 
fundamental to the Department's mission. Through bipartisan ratification of the New 
START treaty with Russia. America and its global partners are leading by example in 
implementing the focused expansion of domestic and international activities to reduce the 
threat of nuclear weapons, nuclear proliferation, and unsecured or excess w'eapons-usable 
materials. The National Nuclear Security Administration (NNSA) supports the 
international effort to secure all vulnerable nuclear materials around the world within four 
years. The NNSA also fulfills the President’s commitment to modernize the nation’s 
nuclear stockpile until a world without nuclear weapons can be realized. 

The Department’s Fiscal Year (FY) 2012 budget request is $29.5 billion, an 1 1.8 percent 
or $3.1 billion increase from FY 2010 current appropriation levels. The FY 2012 request 
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supports the President’s goals to increase America’s competitiveness by making strategic 
investments in our nation’s clean energy infrastructure and to strengthen our national 
security by reducing the global threat of nuclear materials. The President has called for 
advancing research on clean energy technologies and manufacturing, doubling the share 
of electricity generated from clean energy supplies by 2035, and putting one million 
electric vehicles on the road by 2015. The Department's request prepares for a multi- 
year effort to address these interconnected objectives and prioritizes research and 
development of renewable energy technologies to expand sustainable energy options for 
the United States. 

The FY 2012 budget builds on the intense planning, execution, and oversight of the $35.2 
billion from the American Recovery and Reinvestment Act of 2009. By the end of FY 
2010, the Department successfully obligated $32.7 billion of Recovery Act funds, 
including all funding that was set to expire. In developing the FY 2012 budget request, 
the Department has taken these investments into account and will ovcr.see execution of 
these funds with value to the taxpayer in mind. Recovery Act investments are focused 
on; energy conservation and renewable energy sources (S16.8 billion), environmental 
cleanup ($6 billion), loan guarantees for renewable energy and electric power 
transmission projects ($2.4 billion), grid modernization (S4.5 billion), carbon capture and 
sequestration ($3.4 billion), basic science research ($1,6 billion), and the Advanced 
Research Projects Agency - F.nergy ($0.4 billion). The Department’s Recovery Act 
activities are strengthening the economy by providing much-needed investment, saving 
or creating tens of thousands of Jobs, cutting carbon pollution, and reducing U.S. 
dependence on oil. 

The President’s FY 2012 Budget supports three strategic priorities: 

• Transformational Energy: Accelerate the transformation to a clean energy 
economy and secure U.S. leadership in clean energy technologies. 

• Economic Prosperity: Strengthen U.S. science and engineering efforts to serve 
as a cornerstone of our economic prosperity and lead through energy efficiency 
and secure forms of energy. 

• Nuclear Seeurity: Enhance nuclear security through defense, nonproliferation, 
naval reactors, and environmental cleanup efforts. 

As the President has articulated, innovation is essential to America’s economic 
competitiveness. To meet the challenge of ‘our generation’s Sputnik moment,’ the 
Department supports a coordinated strategy for research and development across all of its 
programs. With every initiative the Department undertakes, sound science is at the core. 

In FY 2012, we will increasingly emphasize cross-cutting initiatives to link science 
throughout the Department, specifically with energy and national security programs in 
order to deliver results to the American taxpayer. In the Office of Science, the 
Department requests $5.4 billion, a 9.1 percent or $452 million increase over the FY 
2010 current appropriation levels, to support an elevated focus on the advancement of the 
United States’ leadership in fundamental research. Advanced Research Projects Agency 
- Energy (ARPA-E) is building on established gains since its initial funding in FY 2009 
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through the Recovery Act to perform transformational research and create game- 
changing breakthroughs for eventual market adoption. The FY 2012 budget request 
includes $550 million for ARP.A-F, to sustain investment in new energy technologies. 

Energy Innovation Hubs play a key role in solving specific energy challenges by 
convening and focusing top scientific and engineering talent to focus on those problems. 
The Hubs bring together multidisciplinary team of researchers in an effort to speed 
research and shorten the path from scientific discovery to technological development and 
commercial deployment of highly promising energy-related technologies. The 
Department is proposing to double its commitment to this research approach by 
requesting three new Hubs to focus on batteries and energy storage, critical materials, and 
Smart Grid technologies and systems. The Department will continue funding the three 
Energy Innovation Hubs introduced in FY 2010 to focus on developing fuels that can be 
produced directly from sunlight, improving energy efficient building systems design, and 
using modeling and simulation tools to create a virtual model of an operating advanced 
nuclear reactor. Complementing the Hubs, the Department plans in FY 2012 to continue 
coordination with the Office of Science's Energy Frontier Research Centers, which 
exemplify the pursuits of hroad-based science challenges for energy applications. 

Energy Security: Promoting America’s Energy Security through Reliable. Clean 
and Affordable Energy 

In his State of the Union address, the President outlined clearly to the American people 
his roadmap for transforming our nation’s energy economy to meet the demands of future 
generations. “Instead of subsidizing yesterday’s energy, let’s invest in tomorrow’s,’’ he 
said. To meet the President’s challenge, the Department must recruit the sharpest 
research minds and build on its aggressive discovery agenda across all programs to 
achieve breakthroughs on the most pressing energy challenges facing the United States. 

In his address. President Obama laid out a goal for elean energy sources to account for 80 
percent of America’s electricity by 2035. In FY 2012, the Department requests funds to 
help achieve this Presidential objective and address many of tlie energy delivery 
challenges facing American families and energy providers. 

• Applied Research, Development and Deployment - Meeting the president’s 
goal of making America the first country to have one million electric vehicles on 
the road by 2015, the Department will research cost competitive methods to 
develop electric vehicles, increase the adaptability and capacity of the grid to 
enable vehicle charging, incentivize communities to invest in electric vehicles and 
infrastructure and send these vehicles to the nation’s roadways. The Department 
will also launch competitive manufacturing research for breakthrough 
technologies in energy efficiency diagnostics and retrofits to help business owners 
around the country save money on energy costs. 


Loan Guarantees: The Loan Programs Office (LPO) is a vital tool for 
promoting innovation in the energy sector across a broad portfolio of clean and 
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efficient energy technologies. In FY 2012, the Department is requesting credit 
subsidies to support approximately $1 to $2 billion in loan guarantees for 
renewable energy deployment and up to $36 billion in additional authority to loan 
guarantees for nuclear power projects. The Department will also continue to 
streamline and prioritize the issuance of loan guarantees to leverage private sector 
investment in clean energy and energy efficiency projects that will save and create 
jobs. 

• Better Buildings Initiative: Last year, commercial buildings consumed roughly 
20 percent of all energy in the U.S. economy. Improving energy efficiency in our 
buildings can create jobs, save money, reduce our dependence on oil, and make 
our air cleaner. The President's Better Buildings Initiative will make commercial 
buildings 20 percent more energy efficient over the next decade through 
initiatives that include: re-designing the current tax deduction for commercial 
buildings and upgrades to a credit that is more generous and that will encourage 
building owners and real estate investment trusts (REITs) to retrofit their 
properties; improving financing opportunities for retrofits through programs 
including a new Better Buildings Pilot Loan Guarantee Initiative for Universities, 
Schools and Hospitals, for which the Department of Energy requests $100 million 
in credit subsidy to guarantee up to $2 billion in loans for energy efficiency 
retrofits for these facilities; creating a $100 million Race to Green competitive 
grant program for state and municipal governments to implement innovative 
approaches to building codes, performance standards, and regulations so that 
commercial building efficiency will become the norm in communities across the 
country; and calling on CEOs and university presidents to join the Department of 
Energy and other Federal partners in a Better Buildings Challenge to make their 
organizations leaders in saving energy. The Better Buildings Initiative builds on 
our investments through the Recovery Act and our continued commitment to 
passing “HOMESTAR" legislation to encourage American families to make 
energy saving upgrades in their homes. 

• Electricity Reliability and Energy Management: Reliable, affordable, 
efficient, and secure electric power is vital to expanding economic recovery, 
protecting critical infrastructures, and enabling the transition to renewable energy 
sources. The FY 2012 request invests $238 million to bring the next generation 
of grid modernization technologies closer to deployment and commercialization, 
to assist states and regional partners in grid modernization efforts, and to facilitate 
recovery from energy supply disruptions when they occur. The request includes a 
new Smart Grid Technology and Systems Hub that will address the total 
electricity system, covering applied science, technology, economic, and policy 
issues that affect our ability to modernize the grid. The FY 2012 request also 
plans an expansion of the Home Energy Score program that provides homeowners 
with information on how their homes can be more energy efficient and guidance 
for saving on home energy costs. This is in addition to the Presidenf s support for 
passage of the Home Star rebate program in 201 1. 
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Investing in energy efficiency, renewable energy generation, and grid modernization are 
fundamental steps necessary for creating a clean energy economy. We must also inve.st in 
the improvement of existing .sources of energy that will provide a bridge between current 
and future technologies. These technologies are already a major segment of the energy 
mix and w'ill play a critical role in providing a solid foundation that will make possible 
the creation of a new energy economy. 

• Leadership in Nuclear Energy: Nuclear energy currently supplies 
approximately 20 percent of the Nation’s electricity and 70 percent of the 
Nation’s clean, non-carbon electricity. The request for the Office of Nuclear 
Energy includes $380 million for research and development, in addition to key 
investments in supportive infrastructure. In addition, the Department is engaging 
in cosi-shared activities with industry that may help accelerate commercial 
deployment of small modular reactors. The request includes funding for cost- 
shared design certification and licensing activities for small modular reactors, the 
deployment of which holds promise for vastly increasing the generation of clean 
energy on a cost competitive basis. The Department will also promote nuclear 
power through the Loan Guarantee Program, which is requesting up to $36 billion 
in additional loan guarantee authority in FY 2012, 

• Advanced Fossil Energy: Experience in Carbon Capture and Storage: The 
world will continue to rely on coal-fired electrical generation to meet energy 
demand. It is imperative that the United States develop the technology to ensure 
that base-load electricity generation is as clean and reliable as possible. The 
Office of Fossil Energy requests $452.9 million for research and development of 
advanced coal-fueled power systems and carbon capture and storage technologies. 
The Budget focuses resources within the fossil energy program on activities that 
can reduce carbon pollution and have potential benefits for both the existing fleet 
and new power plants - specifically, post-combustion capture R&D and geologic 
carbon storage R&D. 

• Ending Tax Subsidies to Fossil Fuel Producers: In accordance with the 
President's agreement at the G-20 Summit in Pittsburgh to phase out subsidies for 
fossil fuels so that we can transition to a 2 1st century energy economy, the 
Administration proposes to repeal a number of tax preferences available for fossil 
fuels. Tax subsidies proposed for repeal include, but are not limited to: the credit 
for oil and gas produced from marginal wells; the deduction for costs paid or 
incurred for any tertiary injectant used as part of a tertiary oil recovery method; 
the ability to claim the domestic manufacturing deduction against income derived 
from the production of oil and gas and coal; and expensing the exploration and 
development costs for coal. 

Economic Security: Sharpening America’s Competitive Edge through a Clean 
Energy Economy 
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To meet “our generation's Sputnik moment'' and promote economic competitiveness, the 
U.S. must demonstrate leadership in clean energy technologies. “We’ll invest in 
biomedical research, information technology and especially clean energy technology - an 
investment that will strengthen our security, protect our planet, and create countless new 
jobs for our people,” said President Obama before Congress in the State of the Union 
address. President Obama outlined his comprehensive vision to lead our nation’s clean 
energy economy and provide economic security to Americans. As the Administration 
seeks to reduce federal government spending, the Department recognizes its role and has 
tightened its expenditures in several areas such as oil and natural gas. The FY 2012 
budget request acknowledges the Department’s missions to achieve these imperative 
goals while setting forth a clean energy economy for entrepreneurs and manufacturers to 
reclaim their competitive edge in clean energy innovation. 

The Department plans to promote economic security by building on the progress made 
through the over $32 billion in grants and contracts under the American Recovery and 
Reinvestment Act of 2009, which made historic investments in the nation’s economy and 
has put the country on target to double renewable energy generation by 2012. The 
Recovery Act helped create tens of thousands of jobs and, combined with the FY 2012 
request, will help the Department accelerate the transition of our nation to a clean energy 
economy. 

The President’s FY 2012 Budget supports the plan to rebuild our economy through clean 
energy research and development by: 

• Expanding ARPA-E to spur innovation - The President’s request proposes 
$550 million for the Advanced Research Projects Agency - Energy (ARPA-E) 
program, plus an additional $100 million for the program from the W'ireless 
Innovation and Infrastructure Initiative for a total of $650 million. ARPA-E 
performs transformational and cutting edge energy research with real-world 
applications in areas ranging from grid technology and power electronics to 
batteries and energy storage. The budget also supports programs with significant 
promise to provide reliable, sustainable energy across the country, such as the 
SunShot initiative aimed at making solar energy cost competitive. With focused 
investment in manufacturing innovation and industrial technical efficiencies, the 
President’s proposal will move private sector capital off the shelves and into the 
marketplace. 
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• Targeting investments for future economic growth - To secure a competitive 
advantage in high-tech industries and maintain international leadership in 
scientific computing, we will invest in core research activities for energy 
technologies, the development of general biological design principles and new 
synthetic molecular toolkits to improve understanding of natural systems, and 
core researeh aetivities to advanec the frontiers of high performance computing. 
Underlying these investments in research is the education and training of 
thousands of .scientists and engineers who contribute to the skilled scientifie 
workforce needed for a 21st century innovation economy. 

• Doubling the number of Energy Innovation Hubs to solve key challenges - 

Innovation breakthroughs occur when scientists collaborate on focused problems. 
The FY 2012 budget request proposes three new Energy Innovation Hubs that 
will bring top American scientists to work in teams on critical energy challenges 
in areas such as critical materials, batteries and energy storage, and Smart Grid 
technologies. These will join three existing Hubs that focus on fuel generation 
from sunlight, building efficiency, and nuclear reactor modeling and simulation. 

• Integrating Research <& Development: The Department has identified areas 
where coordinated work by discovery-oriented science and applied energy 
technology programs hold the greatest promise for progress in achieving our 
energy goals. The Energy Systems Simulation to increase the efficiency of the 
Internal Combustion Engine (ICE) will produce a set of modern, validated 
computer codes that could be used by design engineers to optimize the next 
generation of cleaner, more efficient combustion engines. An initiative on 
extreme environments will close the gap between actual and ideal performance of 
materials in nuclear environments. And the Department’s Exascale Computing 
initiative will allow the Department to take the lead in developing the ne.xt 
generation of scientific tools and to advance scientific discoveries in solving 
practical problems. 

• Pursuing the passage of HOMESTAR- Enactment of this program will create 
jobs by providing strong short-term incentives for energy efficiency 
improvements in residential buildings. The HOMESTAR program has the 
potential to accelerate our economic recovery by boosting demand for energy 
efficiency products and installation services. The program will provide rebates of 
$1000 to $3000 per household to encourage immediate investment in energy- 
efficient appliances, building mechanical systems and insulation, and whole-home 
energy efficiency retrofits, 'fhis program will help middle-class families save 
hundreds of dollars a year in energy costs while improving the comfort and value 
of their most important investment - their homes. In addition, the program would 
help reduce our economy’s dependence on fossil fuels and support the 
development of an energy efficiency services sector in our economy. 

• Extending access to tax credit and tax grant programs - Two provisions of the 
American Recovery and Reinvestment Act have been extraordinarily successful 
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in spurring the deployment of renewable energy projects and building advanced 
manufacturing capabilities: Section 48C Advanced Energy Manufacturing Tax 
Credit program and the Section 1603 Energy Cash Assistance program. The 
Administration is pursuing an additional $5 billion in support for the Section 48C 
program, which, by providing a 30% tax credit for energy manufacturing 
facilities, will continue to help build a robust high-technology, U.S. 
manufacturing capacity to supply clean energy projects with U.S. made parts and 
equipment. The Section 1 603 tax grant program has created tens of thousands of 
jobs in industries such as wind and solar by providing up-front incentives to 
thousands of projects. The Administration is seeking a one-year extension of this 
program. 

• Promoting efficient energy use in our everyday lives - Currently, 

weatherization of more than 300,000 homes of low income families has been 
achieved, providing energy cost savings and financial relief to households. The 
FY 2012 request of $320 million continues residential weatherization, while 
increasing the focus on new innovative approaches to residential home 
weatherization. 

National Security: Securing Nuclear and Radiological Materials. Maintaining 
Nuclear Deterrence, and Advancing Responsible Legacy Cleanup 

A pillar of President Obama’s national security agenda for the United States is to 
eliminate the global threat posed by nuclear weapons and prevent weapons-usable 
nuclear material from falling into the hands of terrorists. As part of this agenda, the 
Administration and Congress worked tirelessly toward the December 2010 bipartisan 
ratification of the New Strategic Arms Reduction Treaty (New START) with Russia, 
which cuts the number of strategic nuclear weapons each country can deploy to 1,550. 
After signing this agreement in April 2010, President Obama said, "In many ways, 
nuclear weapons represent both the darkest days of the Cold War, and the most troubling 
threats of our time. Today, we've taken another step forward ... in leaving behind the 
legacy of the 20th century while building a more secure future for our children. We’ve 
turned words into action. We’ve made progress that is clear and concrete. And we’ve 
demonstrated the importance of American leadership — and American partnership — on 
behalf of our own security, and the world’s”. 

The Department’s National Nuclear Security Administration (NNSA), through work with 
global partners and efforts to secure vulnerable nuclear materials, achieved significant 
milestones during FY 2010 and FY 201 1 to reduce the risk of proliferation and leverage 
science to maintain our nation’s nuclear deterrence. Additionally, the Environmental 
Management program made progress advaneing responsible nuclear cleanup from the 
Cold War. The Department’s FY 2012 request seeks to build upon these successes and 
advance the President’s nuclear security agenda. 

Reduce the Risk of Proliferation 
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In 2009, President Obama committed the United States to an international effort to secure 
vulnerable nuclear material worldwide in four years. To solidify international support for 
this effort, and to address the threat of nuclear terrorism, the President convened leaders 
from 47 countries at the Washington Nuclear Security Summit in April 2010. The 
Summit resulted in a Communique w hich stated, “Nuclear terrorism is one of the most 
challenging threats to international security, and strong nuclear security measures are the 
most effective means to prevent terrorists, criminals, or other unauthorized actors from 
acquiring nuclear materials." 

'ITie FY 2012 budget for the NNiSA Defense Nuclear Nonproliferation program will help 
advance further work that is needed to meet the goals of President Obama and the 
Nuclear Security Summit, recognizing the urgency of the threat and making the full 
commitment to global cooperation on nonproliferation. The budget provides $2.5 billion 
in FY 2012, and $14.2 billion through FY 2016 to detect, secure, and dispose of 
dangerous nuclear and radiological material worldwide. This request is a decrease of 5 
percent, or $138 million, from the FY 2011 request, which reflects completion of 
accelerated efforts to secure vulnerable nuclear materials within the President’s stated 
timeframe. The decrease also reflects our decision to await agreement between the 
United States and Russia on detailed implementation milestones prior to requesting 
additional U.S. pledged funding to support Russian plutonium disposition. The FY 2012 
budget request follows through on securing vulnerable materials and supports efforts to 
design new technologies in support of treaty monitoring and verification, which will 
contribute to implementation ofNew START. The budget also broadens cooperative 
nonproliferation initiatives with foreign governments and international organizations in 
support of the President’s objective of a world without nuclear weapons. The budget 
continues the provision of security upgrades at selected sites, both within the United 
States and in foreign countries, to address outsider and insider threats, and accelerates the 
pace of research reactor conversions from use of highly-enriched uranium fuel to low- 
enriched uranium fuel. 

Leverage Science to Maintain Nuclear Deterrence 

The FY 2012 budget request advances the Department’s commitment to the national 
security interests of the United States through stewardship of a safe, secure and effective 
nuclear weapons stockpile without the use of underground nuclear testing. The 2010 
Nuclear Posture Review Report calls for the United States to reduce nuclear force levels. 
As the United States begins the reduction required by New START, the science, 
technology and engineering capabilities and intellectual capacity within the nuclear 
security enterprise become more critical to sustaining the U.S. nuclear deterrent. NNSA 
continues to emphasize these capabilities, including functioning as a national science, 
technology, and engineering resource to other agencies with national security 
responsibilities. Through the NTvISA, the Department requests $7.6 billion for the 
Weapons Activities appropriation, an 8.9 percent, or $621 million, increase from the 
President’s FY 201 1 request. It also is an 18.9 percent, or $1 .205 million increase from 
the FY 2010 enacted appropriation. T'his increase reflects an investment strategy that 
provides a strong basis for transitioning to a smaller yet still safe, secure and effective 
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nuclear stockpile without additional nuclear testing, strengthening the science, 
technology and engineering base, modernizing the physieal infrastrueture, and 
streamlining the enterprise’s physieal and operational footprint. These investments will 
further enable the Nuelear Posture Review’s eomprehensive nuclear defense strategy, 
based on current and projected global threats that rely less on nuclear weapons, while 
strengthening the nation’s nuclear deterrent through eompleting major stockpile system 
life extensions, stabilizing the science, technology and engineering base, and 
modernizing the infrastructure. 

The Naval Reactors program ensures the safe and reliable operation of reactor plants in 
nuclear-powered submarines and aircraft carriers, constituting 45 percent of the U.S. 
Navy’s combatants. The FY 2012 request for Naval Reactors of $1.2 billion, is an 
increase of $83.2 million or 7.8 percent over the FY 201 1 request and $209 million or 
18.1 percent above the FY 2010 enacted appropriation. Funding for this program is 
ramping up for reactor design and development efforts for the Ohio Class Replacement 
Submarine ($121 million), refueling of the Land-Based Prototype ($99,5 million), and 
recapitalization of the naval spent nuclear fuel infrastructure for the Spent Fuel Handling 
Recapitalization program ($53.8 million) at the Naval Reactors Facility located at the 
Idaho National Laboratory. 

Advance Responsible Environmental Cleanup 

The FY 2012 budget includes $6.13 billion for the Office of F.nvironmcntal Management 
(EM), to protect public health and safety by cleaning up hazardous, radioactive legacy 
waste from the Manhattan Project and the Cold War. This funding will allow the 
program to continue to accelerate cleaning up and closing sites, focusing on activities 
with the greatest risk reduction. Acceleration of cleaning up sites where funding would 
have immediate impact was established as the overarching objective of the $6 billion in 
Recovery Act funding. EM will use the remaining $309 million of Recovery Act funding 
during FY 2012 as it completes footprint reduction and near-term completion cleanup 
activities. 

As the Department continues to make progress in completing environmental cleanup, the 
FY 2012 budget request of $170 million for the Office of Legacy Management supports 
the Department’s long-term stewardship responsibilities and payment of pensions and 
benefits for former contractor workers after site closure. 

DEPARTMENT OF ENERGY FY 2012 PROGRAM OFFICE HIGHLIGHTS 

Office of Science: Invest in the Building Blocks of American Innovation 

The Department of Energy’s Office of Science (SC) delivers scientific discoveries and 
major scientific tools to transform our understanding of energy and matter and advance 
the energy, economic, and national security of the United States. SC is the largest 
Federal sponsor of basic research in the physical sciences, supporting programs in areas 
such as physics, chemistry, biology, environmental sciences, applied mathematics, and 
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computational sciences. In FY 2012, the Department requests $5.4 billion, an increase of 
9.1 percent over the FY 2010 current appropriation, to invest in basic research. The FY 
2012 request supports the ?xcs\dm\'^Strategy for American Innovation, and is consistent 
with the goal of doubling funding at key basic research agencies, including the Office of 
Science. The FY 2012 Office of Science budget request supports the following 
objectives from the Strategy', including: 

• Unleash a clean energy revolution 

• Strengthen and broaden American leadership in fundamental research 

• Develop an advanced information technology ecosystem 

• Educate the next generation with 21st century skills and create a world-class 
workforce 

In FY 2012, SC continues to support fundamental research for scientific discovery, but 
today our country needs to move strongly to solve our energy problems. Therefore, the 
central theme of this year’s budget in SC is research in new technologies for a clean 
energy future that address competing demands on our environment. These efforts, 
coordinated with the DOE applied technology programs and with input from the 
scientific community and industry, will emphasize research underpinning advances in 
non-carbon emitting energy sources, earbon capture and sequestration, transportation and 
fuel switching, transmission and energy storage, efficiency, and critical materials for 
energy applications. 

In the area of advancing non-carbon energy sources, the FY 2012 budget request will 
provide for new investments in the science of interfaces and degradation relevant to solar 
photovoltaics, basic actinide chemistry research related to advanced nuclear fuel cycles, 
and research in materials under extreme environments relevant to extreme nuclear 
technology environments, and genomics-based research on biological design principles 
and synthetic biology tools to underpin bio-based energy solutions. Carbon capture and 
sequestration research will focus on novel molecular design for materials and multiscale 
dynamics of flow and plume migration, respectively. SC will initiate an energy systems 
simulation research effort focused on predictive modeling of combustion in an evolving 
fuel environment in support of the Department’s efforts in transportation and alternative 
fuels. Also underpinning transpwrtation and fuel switching, as well as energy storage, the 
FY 2012 request will support an Energy Innovation Hub for Batteries and Energy 
Storage. The Fuels from Sunlight Hub, established in FY 2010, as well as the Energy 
Frontier Research Centers and DOF2 Biocnergy Research Centers also continue. Research 
in enabling materials sciences will support needs of future electricity transmission 
systems and novel building materials to improve building efficiencies. 

Fhe FY 2012 budget request also provides for foundational science in condensed matter 
and materials physics, chemistry, biology, climate and environmental sciences, applied 
mathematics, computational and computer science, high energy physics, nuclear physics, 
plasma physics, and fusion energy sciences; and provides for research facilities and 
capabilities that keep U.S. researchers at the forefront of science. The FY 2012 request 
supports targeted increa,ses in areas such as computational materials and chemistry by 
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design, nanoelectronics, and advanced scientific applications and integrated application- 
hardware-software co-dcsign for exascale, which position the IJ.S. to secure a 
competitive advantage in high-tech industries and maintain international leadership in 
scientific computing. Underlying these investments is the education and training of 
thousands of scientists and engineers who contribute to the skilled scientific workforce 
needed for the 21st century innovation economy. 

The Offiee of Science supports investigators at about 300 academic institutions and from 
all of the DOE laboratories. Over 26,000 researchers from universities, national 
laboratories, industry', and international partners arc expected to use the Office of Science 
scientific user facilities in FY 2012. 

Advanced Research Projects Agency’ - Energy: Transformational Research and 
Development 

The FY 2012 budget request includes $550 million for the Advanced Researeh Projects 
Agency - Energy (ARPA-E), plus an additional $100 million for the program from the 
Wireless Innovation and Infrastructure Initiative for a total of $650 million. ARPA-E 
was launched in FY 2009 to sponsor specific high-risk and high-payoff transformational 
research and development projects that overcome the long-term technological barriers in 
the development of energy technologies to meet the Nation’s energy challenges, but that 
industry will not support at such an early stage. An essential component of ARPA-E's 
culture is an overarching focus on accelerating seience to market. Beyond simply 
funding transformational research creating revolutionary technologies, ARPA-E is 
dedicated to the market adoption of those new technologies that will fuel the economy, 
create new jobs, reduce energy imports, improve energy efficiency, reduce energy-related 
emissions, and ensure that the U.S. maintains a technological lead in developing and 
deploying advanced energy technologies. 

Office of Energy Efficiency and Renewable Energy: Investing in Breakthrough 
Technology and a Clean Energy Future 

The Office of Energy Efficiency and Renewable Energy (EERE) supports research, 
development, demonstration, and deployment activities on technologies and practices 
essential for meeting national security goals by reducing dependence on oil, meeting 
environmental goals by minimizing the emissions associated with energy production and 
use, and stimulating economic growth and job creation by minimizing the cost of energy 
services. The EERE portfolio emphasizes work areas where the potential impact is largest, 
where Federal funds are most critical. It balances investments in high-risk research with 
partnerships with private firms that speed the translation of innovations into practical 
business opportunities. The diverse set of technologies supported helps ensure that the 
U.S. has many options for meeting its energy goals. Program management is designed to 
identify the best groups in the country to address these challenges and supports work in 
universities, companies, national laboratories, and consortia. 

The FY 2012 budget request of $3.2 billion, the increase of 44.4% over the FY 2010 
current appropriation, is aimed at accelerating innovation and change in the Nation’s 
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energy economy. The request includes programs associated with meeting the President's 
goals of investing in the next generation of clean energy technologies, vehicles and fuels, 
and energy efficiency measures that reduce energy use in Federal agencies and the 
industrial and building sectors. 


Clean, Renewiabie Energy Generation 

The FY 2012 budget request continues to work to transform the Nation’s energy 
infrastructure by investing over $1,164.9 million in a variety of renewable programs 
including solar ($457.0 million), wind ($126.9 million), water ($38.5 million), hydrogen 
($100.5 million), biomass ($340.5 million), and geothermal ($101.5 million). Research, 
development, and deployment of these technologies will reduce the production of 
greenhouse gas emissions and revitalize an economy built on the next generation of 
domestic production. The request includes the solar SunShot program which will invest 
in transformative research focusing on achieving radical cost reductions in photovoltaic 
modules, balance of systems, and power electronics. 

Energy Efficiency 

The Department implements a number of efforts to increase energy efficiency in homes, 
transportation, and industry. The FY 2012 budget requests $1,805.3 million to accelerate 
deployment of clean, cost-effective, and rapidly deployable energy efficiency measures in 
order to reduce energy consumption in residential and commercial buildings, and the 
industrial and Federal sectors. The Department will invest $470.7 million in the Building 
Technologies program and $33.0 million for the Federal Energy Management Program. 
Federal assistance for state-level programs such as State Energy Program ($63.8 million), 
Tribal ($10.0 million) and Weatherization A.ssistance Program ($320.0 million) will 
continue to help citizens implement energy efficiency measures, lower energy costs and 
greenhouse gas emissions, and build a technical workforce. ($319.8 million) for Industry 
will provide a balanced portfolio of advanced R&D and pursuit of near-term low cost 
opportunities with the objectives of increasing U.S. competitiveness, enhancing clean 
energy manufacturing, and improving energy productivity. There w'ill be a focus on next 
generation manufacturing processes and materials, activities for clean energy 
manufacturing, and refocused efforts for Industrial Technical Assistance to achieve 
greater results with less funding through more effective leveraging of funding for 
deployment partnerships. A new Energy Innovation Hub on critical materials will be 
competed through the Industrial Technologies program. The FY 2012 request also 
includes $588 million to accelerate research, development and deployment of advanced 
vehicle technologies, working in concert with biomass RD&D to reduce the use of 
petroleum and greenhouse gas emissions. 

Better Buildinss Initiative for Commercial Enersv Savings - The President’s Better 
Buildings Initiative is focused on achieving a 20 percent improvement in commercial 
buildings’ energy use by 2020. The initiative will include many new components to 
achieve this goal. The following are supported in the Department’s FY 2012 request: 
launch of the Race to Green competitive grant program for states and municipal 
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governments to encourage higher standards for commercial energy efficiency, which is 
funded within the Buildings Technologies Program; a new pilot loan guarantee program 
to support energy efficiency retrofits for buildings that serve as community assets; and 
increased R&D funding for building technologies. The Department intends to work with 
the business and academic communities to make their organizations leaders in saving 
energy. 

Office of Electricity Delivery and Energy Reliability': Enabling a Clean Energy 
Economy 

The Office of Electricity Delivery' and Energy Reliability (OE) is responsible for leading 
national efforts to modernize the electric grid, enhance the seeurity of energy 
infrastructure, and facilitate recovery from disruptions to the energy supply. The 
Department’s FY 2012 budget request for OE of $238 million, a 38% increase over the 
FY 2010 appropriation, represents a clear and determined effort to accelerate the 
transformation of one of the Nation's key enablers of a elean energy economy - the 
electricity delivery system. 

The U.S. electricity delivery system was built on technology that was developed early in 
the 20**’ century and designed for the demands and challenges of that era. Today, this 
aging and often congested .system is facing many new and complex challenges that 
require considerable improvements in the physical and technological components of the 
system. In order to alleviate the stre.ss on the system from increasing demand for 
electricity and to enable greater use and integration of renewable and distributed 
resources, all while maintaining the reliability, security, and affordability of electric 
power, re,search and development breakthroughs and new energy management 
approaches are critical in the areas of transmission and distribution, energy .storage, and 
cyber security. 

OE’s FY 2012 budget request provides $193 million for research and development in 
these critical areas to bring the next generation of grid technologies closer to deployment 
and commercialization. The increased investment reflects the President’s vision and OE's 
role in competing in a worldwide technological race. As such, with $20 million in FY 
2012, OE will establish a new Energy Innovation Hub, or in the words of President 
Obama, one of “the Apollo projects of our time.” The Smart Grid Technology and 
Systems Hub will bring together a diverse, multi-disciplinary group to develop an 
integrated approach to enhancing smart grid technologies and systems. OE will also 
expand its advanced modeling capabilities to include other system layers in order to 
provide a more in-depth system understanding. The energy storage program will expand 
to aggressively support the deployment of grid-scale energy storage technologies with 
new demonstrations, and the cyber security program will continue to focus on the 
development and integration of secure control systems. 


The budget request continues to support Permitting, Siting, and Analysis (PSA) with $8 
million to develop and improve policies, state laws, and programs that facilitate the 
development of electric infrastructure needed to bring new clean energy projects to 


18 



862 


market, and to provide technical assistance to states and regions. It also supports 
Infrastructure Security and Energy Restoration (ISER) with $6.2 million to enhance the 
reliability and resiliency of critical energy infrastructure and to facilitate recovery from 
energy supply disruptions. 

Office of Environmental Management: Meeting Commitments and Making 
Progress 

The mission of the Office of Environmental Management (EM) is to complete the safe 
cleanup of the environmental legacy brought about from over six decades of nuclear 
weapons development, production, and Government-sponsored nuclear energy research. 
This cleanup effort is the largest in the world, originally involving two million acres at 
1 10 sites in 35 states, dealing with some of the most dangerous materials known to man. 

EM continues to pursue its cleanup objectives within the overall framework of achieving 
the greatest comparative risk reduction benefit and overlaying regulatory compliance 
commitments and best business practices to maximize cleanup progress. To support this 
approach, EM has prioritized its cleanup activities: 

• Activities to maintain a safe and secure posture in the EM complex 

• Radioactive tank waste stabilization, treatment, and disposal 

• Spent nuclear fuel storage, receipt, and disposition 

• Special nuclear material consolidation, processing, and disposition 

• High priority groundwater remediation 

• Transuranic and mixed/low-lcvcl waste disposition 

• Soil and groundwater remediation 

• Excess facilities deactivation and decommissioning 

The FY 2012 budget request for $6.1 3 billion will fund activities to maintain a safe and 
secure posture in the EM complex and make progress against program goals and 
compliance commitments by reducing the greatest risks to the environment and public 
health, using science and technology to reduce lifecycle costs, and reducing EM’s 
geographic footprint by 90 percent by 2015. EM continues to move forward with the 
development of the capability for dispositioning tank waste, nuclear materials, and spent 
(used) nuclear fuel. The budget request includes the construction and operation of three 
unique and complex tank waste processing plants to treat approximately 88 million 
gallons of radioactive tank waste for ultimate disposal. It will also fund the solid waste 
disposal infrastructure needed to support disposal of transuranic and low-level wastes 
generated by high-risk activities and the footprint reduction activities. 

EM carries out its cleanup activities with the interests of stakeholders in mind. Most 
importantly, EM will continue to fulfill its responsibilities by conducting cleanup within 
a “Safety Firsf culture that integrates environment, safety, and health requirements and 
controls into all work activities to ensure protection to the workers, public, and the 
environment, and adheres to sound project and contract management principles. EM is 
also strengthening its project and planning analyses to better assess existing priorities and 
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identify opportunities to accelerate cleanup work. Working collaboratively with the sites, 
EM continues to seek aggressive but aehievable strategies for aeeelerating eleanup of 
diserete sites or .segments of work. In addition, functional and cross-site activities such as 
elimination of specific groundwater contaminants, waste or material processing 
campaigns, or achievement of interim or final end-states are being evaluated. 

After the EM program completes cleanup and closure of sites that no longer have an 
ongoing DOE mission, post closure stewardship activities are transferred to the Office of 
l.egacy Management (LM). LM also receives sites remediated by the U.S. Army Corps 
of Engineers (Formerly Utilized Sites Remedial Action Program) and private licensees 
(Uranium Mill Tailings Radiation Control Act, Title II sites). Post closure stewardship 
includes long-term surveillance and maintenance activities such as groundwater 
monitoring, disposal cell maintenance, records management, and management of natural 
resources at sites where active remediation has been completed. At some sites the 
program includes management and administration of pension and post-retirement benefits 
for contractor retirees. 

Loan Programs Office: Helping Finance Clean Energy Deployment 

Innovative Technology Loan Guarantee Program - To encourage the early commercial 
deployment of new or significantly improved technologies in energy projects, the 
Department requests up to $36 billion in loan guarantee authority for nuclear power 
facilities and $200 million in appropriated credit subsidy to support an estimated $1 to $2 
billion in loans for renewable energy system and efficient end-use energy technology 
projects under section 1 703 of the Energy Policy Act of 2005. The additional loan 
guarantee authority for nuclear power projects will promote deployment of new plants 
and support an increasing role for private sector financing. The additional credit subsidy 
will allow for inve.stment in the innovative renewable and efficiency technologies that are 
critical to meeting the Administration’s goals for afl'ordable, clean energy, technical 
leadership, and global competitiveness. 

The FY 2012 budget also requests $38 million to evaluate applications received under the 
eight solicitations released to date and to ensure efficient and effective management of 
the Loan Guarantee program. This request is expected to be offset by collections from 
borrowers authorized under Title XVII of the Energy Policy Aet of 2005 (P.L. 109-8). 

Advanced Technology Vehicle Manufacturing Program - The Department requests $6 
million to support ongoing loan monitoring activities associated with the program 
mission of making loans to automobile and automobile part manufacturers for the cost of 
re-equipping, expanding, or establishing manufacturing facilities in the United States to 
produce advanced technology vehicles or qualified components, and for associated 
engineering integration costs. 

Better Buildings Pilot Loan Guarantee Initiative for Universities. Schools, and Hospitals - 
To spur investment in energy efficiency retrofits for buildings which serve as assets to 
our communities, the Department requests $100 million for loan guarantee subsidy costs 
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to support up to $2 billion in loan authority for universities, schools, and hospitals. This 
pilot program is one component of the President’s Better Buildings Initiative and would 
fund cost-effective technologies and measures to assist universities, schools, and 
hospitals save on energy usage and associated energy costs. The Department also 
requests $5 million for administrative expenses to carry out the program. The request is 
subject to the enactment of legislation authorizing this program. 

Office of Nuclear Energy: Investing in Energy Innovation and Technical Leadership 

The Department is requesting $852.5 million for the Office of Nuclear Energy (NE) in 
FY 2012 - a decrease of 0.6 percent from the FY 2010 current appropriation. NE’s 
funding supports the advancement of nuclear power as a resource capable of meeting the 
Nation’s energy, environmental, and national security needs by resolving technical, cost, 
safety, proliferation resistance, and security barriers through research, development, and 
demonstration as appropriate. 

Currently, nuclear energy supplies approximately 20 percent of the Nation’s electricity 
and over 70 percent of clean, non-carbon producing electricity. Over 100 nuclear power 
plants are offering reliable and affordable baseload electricity in the United States, and 
they are doing so without air pollution and greenhouse gas emissions. NE is working to 
develop innovative and transformative technologies to improve the competitiveness, 
safety and proliferation resistance of nuclear energy to support its continued use. 

The FY 2012 budget supports a balanced set of research, development, and deployment 
(RD&D) activities. This program is built around exploring, through its R&D: technology 
and other solutions that can improve the reliability, sustain the safety, and extend the life 
of current reactors; improvements in the affordability of new reactors to enable nuclear 
energy to help meet the Administration's energy security and climate change goals; 
development of sustainable nuclear fuel cycles; and minimization of risks of nuclear 
proliferation and terrorism. 

NE is requesting $125 million for Reactor Concepts Research, Development and 
Demonstration. This program seeks to develop new and advanced reactor designs and 
technologies. NE is also requesting $67 million for the Light Weight Reactor SMR 
Licensing Technical Support program, which will support cost-shared design certification 
and licensing activities for two light water reactor-based designs. Small modular reactors 
arc a technology that the Department believes has the promise to help meet energy 
security goals. Work will continue on R&D for the Next Generation Nuclear Plant to 
support demonstration of gas-cooled reactor technology in the United States. The 
program also supports research on Generation IV and other advanced designs and efforts 
to extend the life of existing light water reactors. 

The FY 2012 request includes $155 million for Fuel Cycle Research and Development to 
perform long-term, results-oriented science-based R&D to improve fuel cycle and waste 
management technologies to enable a safe, secure, and economic fuel cycle. The budget 
also requests $97.4 million to support the Nuclear Energy Enabling Technologies 
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program, focused on the development of cross-cutting and transformative technologies 
relevant to multiple reactor and fuel cycle concepts. The Crosscutting Technology 
Development activity will focus on a variety of areas such as reactor materials, creative 
approaches to further reduce proliferation risks, and establishing advanced modeling and 
simulation capabilities to complement physical experimentation. The Transformative 
Nuclear Concepts R&D activity supports, via an open, competitive solicitation process, 
investigator-initiated projects that relate to any aspect of nuclear energy generation 
ensuring that good ideas have sufficient outlet for exploration. Modeling and Simulation 
Energy Innovation Hub, supported within this program, will apply existing modeling and 
simulation capabilities to create a “virtual” reactor user environment to simulate an 
operating reactor and is a prime example of the type of crosscutting, transformative 
activity that will enhance many research areas within NE. NE will ahso continue its 
commitments to investing in university research, international cooperation, and the 
Nation’s nuclear research infrastructure - important foundations to support continued 
technical advancement. 

Office of Fossil Energy: Sustaining American Energy Options through U.S. 
Ingenuity 

The FY 20 1 2 budget request of $52 1 million for the Office of Fossil Energy (FE) will 
help ensure that the United States can continue to rely on clean, affordable energy from 
traditional domestic fuel resources. The United States has 25 percent of the world’s coal 
reserves, and fossil fuels currently supply over 80 percent of the Nation's energy. 

The Department is committed to developing technologies and providing technology- 
based options having public benefits including enhanced economic, environmental and 
energy security impacts. In FER&D, the emphasis, in keeping with Presidential 
priorities, is in supporting long-term, high risk initiatives targeted at carbon capture and 
storage as well as advanced energy systems and on cross-cutting research. 

In addition, $122 million of FE’s $521 million request will be to provide for national 
energy security through the continued operations of the Strategic Petroleum Reserve. 

The budget proposes to sell $500 million of SPR oil in order to provide operational 
flexibility in managing the Reserve. 

The National Nuclear Security Administration: Leading Global Partners on 
Nonproliferation by Securing Vulnerable Nuclear Materials; Reaffirming 
Commitment to Stockpile Modernization 

The National Nuclear Security Administration (KNSA) continues significant efforts to 
meet Administration and Secretarial priorities, leveraging science to promote U.S. 
national security objectives. The FY 2012 President's budget request forNNSA is $1 1.8 
billion; an increase of 5.1 percent from the President’s FY 201 1 Request. The five-year 
FY 2012-2016 President’s Request for the N'NSA reflects the President’s global nuclear 
nonproliferation priorities and his commitment to modernize the U.S. nuclear weapons 
complex and sustain a strong nuclear deterrent, as described in the 2010 Nuclear Posture 
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Review (NPR) Report, for the duration of the New START Treaty and beyond. The 
NNSA’s defense and homeland security-related objectives include: 

• Ensure that the U.S. nuclear deterrent remains safe, secure and effeetive while 
implementing changes ealled for by the 2010 NPR and the New START Treaty 

• Broaden and strengthen the NNSA's science, technology and engineering mission 
to meet national security needs 

• Transform the Nation's Cold-War era weapons complex into a 21st century 
national security enterprise 

• Work with global partners to secure all vulnerable nuclear materials around the 
world and implement the President's nuclear security agenda expressed in the 
May 2010 National Security Strategy and the Nuclear Posture Review report 

• Provide .safe and effective nuclear propulsion for U.S. Navy warships 

The FY 2012 budget request of $7.6 billion for the Weapons Activities appropriation 
provides funding for a wide range of programs. Requested activities include providing 
direct support for the nuclear weapon stockpile, including stockpile surveillance, annual 
assessments, life extension programs, and warhead dismantlement. Science, Technology 
and Engineering programs are focused on long-term vitality in science and engineering, 
and on performing R&D to sustain current and future stockpile stewardship capabilities 
without the need for underground nuclear testing. These programs also provide a base 
capability to support scientific research needed by other elements of the Department, the 
federal government national security community, and the academic and industrial 
communities. Infrastructure programs support facilities and operations at the 
government-owned, contractor-operated sites, including activities to maintain and 
steward the health of these sites for the long term and construct new facilities that will 
allow the United States to maintain a credible nuclear deterrent. The unique nuclear 
security expertise and resources maintained by NNSA are made available through the 
National Laboratories to other Departmental offices, agencies and to the Nation for 
security and counterterrorism activities. 

The Weapons Activities request is an increase of 8.9 percent over the President’s FY 
201 1 Request. This level is sustained and increased in the later outyears. The multi-year 
increase is necessary to reflect the President’s commitment to maintain the safety, 
security and effectiveness of the nuclear deterrent without underground nuclear testing, 
consistent with the principles of the Report on the Plan for the Nuclear W'eapons 
Stockpile, Nuclear Weapons Complex, and Delivery Platforms (known as the “1251 
Report”) and the Stockpile Management Program as stipulated in Sections 1251 and 
31 13(a)(2) of the National Defense Authorization Act of Fiscal Year 2010. Increases are 
provided for direct support of the nuclear weapon stockpile, for scientific, technical and 
engineering activities related to maintenance assessment and certification capabilities, 
and for recapitalization of key nuclear facilities. The President’s Request provides 
funding necessary to protect the national resource of human capital at the national 
laboratories through a stockpile stewardship program that exercises and retains these 
capabilities. 
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The FY 2012 request for Defense Nuclear Nonproliferation (DNN) is $2,5 billion; a 
decrease of 5.1 percent from the President's FY 201 1 Request. This deereasc refleets 
completion of long-lead procurements for the Mixed Oxide Fuel Fabrication Facility 
(MOX) and Waste Solidification Building (WSB). It also reflects our decision to await 
an agreement between the IJ.S. and Russia on detailed implementation milestones prior to 
requesting additional U.S.-pledged funding to support Russian plutonium disposition. 

The Administration prioritizes IJ.S. leadership in global nonproliferation initiatives as 
directed through the National Security Strategy and has advaneed this agenda through 
eommitments from global partners during the 2010 Nuclear Security Summit. In addition 
to the programs funded solely by the NNSA, Defense Nuclear Nonproliferation programs 
support interagency and international efforts to protect national security by preventing the 
spread of nuclear weapons and nuclear materials to terrorist organizations and rogue 
states. These efforts are implemented in part through the International Atomic Energy 
Agency, the G8 Global Partnership against the Spread of Weapons and Materials of Mass 
Destruetion, and the Global Initiative to Combat Nuclear Terrorism. 

DNN supports the President’s goal to secure vulnerable nuclear materials around the 
world within four years. The Global Threat Reduction Initiative’s emphasis in FY 2012 
is to convert domestic and international nuclear reactors from weapons-usable highly 
enriched uranium fuel to low-enrichcd uranium fuel (LEU); while preserving our 
capability to produce the critically needed Molybdenum 99 isotope. The FY 2012 
President’s request for International Nuclear Materials Protection and Cooperation 
reflects selective new security upgrades to buildings and sites in accordance with the 
President’s goal to secure vulnerable nuclear materials around the world within four 
years, as well as enhancements and sustainability support for previous work. The Fissile 
Materials Disposition program continues domestic construction of the MOX Fuel 
Fabrication Facility scheduled to come online in 2016; and design for the pit disassembly 
and conversion capability to provide it with plutonium oxide feedstock. 

The President’s request of $1.2 billion for Naval Reactors is an increase of 7.8 percent 
over the President’s FY 201 1 Request. The program supports the U.S. Navy's nuclear 
fleet, comprised of all of the Navy’s 72 submarines and 1 1 aircralf carriers, which 
constitute 45 percent of the Navy’s combatants. The U.S. relies on these ships every day. 
all over the world, to protect our national interests. The budget provides funding 
increases for the Ohio Class Replacement submarine to design and develop required 
submarine reactor plant technologies. R&D is underway now, and funding during this 
Future Years Nuclear Security Program is critical to support the long manufacturing 
spans for procurement of reactor plant components in 2017, and ship construction in 
2019. Resources are also requested in FY 2012 to support design work for the 
recapitalization of the spent nuclear fuel handling infrastructure and refueling of the 
Land-based prototype. 

The Office of the Administrator appropriation provides for federal program direction and 
support for NNSA’s Headquarters and field installations. The FY 2012 request is $450.1 
million; a 0.4 percent increase over the President’s FY 201 1 Request. This provides for 
well-managed, inclusive, responsive, and accountable organization through the strategic 
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management of human capital, enhanced cost-effective utilization of information 
technology, and integration of budget and performance through transparent financial 
management practices. The increase reflects additional federal oversight for construction 
of the Pit Disassembly and Conversion project, the Uranium Processing Facility, and the 
Chemistry and Metallurgy Research Replacement Facility. 
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Chairman CONRAD. Thank you for that testimony, Dr. Chu, and 
thank you for your taking on this assignment. You are a distin- 
guished scientist with a remarkable record of accomplishment of 
your own. 

I would be most interested in what your vision is of what is most 
exciting on the technological front. As you look across the broad 
array of initiatives that are underway, both in your agency and in 
the private sector, what are the emerging technologies that you are 
most excited about in terms of an opportunity to dramatically re- 
duce our dependence on foreign energy? 

Secretary Chu. Well, regarding foreign energy, I would say that 
in the recent 5 years especially, and even in the recent 2 years, I 
have seen a quality of ideas and a passion for developing electric 
vehicles. We are beginning to market the first electric vehicles in 
the United States that have a 100-mile range, but I see on the very 
close horizon, perhaps as short as 4 years from today, the testing 
of automobile batteries where people can drive perhaps 300 or 400 
miles on a single charge, where the cost of those batteries can be 
reduced by as much as 70 percent, 60 percent. And the companies 
and countries that achieve those type of batteries — and this is close 
enough that you can really feel. It is not a pie-in-the-sky dream of 
the future. Those companies and countries that can achieve those 
type of batteries will have a multi-multi-billion-dollar market. And 
we really want the United States to be that country. 

We have invested in advanced battery manufacturing to deliver 
by 2014 half a million batteries. This is the first tangible thing that 
we can do to get us off our dependency on foreign oil. 

Chairman CONRAD. And who is our toughest competition? 

Secretary Chu. I would say it is the Japanese, the Koreans, and 
soon the Chinese. This is actually a worldwide race to develop 
these batteries because it is not like it was 20 years ago where we 
would say, well, maybe we can do this. You know, as I said, the 
ideas that we are now investing in in the research labs and in 
agencies like ARPA-E and in the Department of Energy renewable 
energy and energy efficiency, they are really where we can bank on 
50- percent improvement, a factor of two improvement in the next 
couple years. But to get to the next steps where it just becomes 
ubiquitous is very exciting to me. That is one of the things. I think 
that is going to come to pass very quickly. 

I think another thing that is not directly related to our depend- 
ence on foreign oil but is also very exciting is we see very rapid de- 
velopments now in photovoltaics. Eor a long photovoltaics have 
been making good progress, but there is still — the energy created 
by photovoltaics is still too expensive, and there is no doubt about 
it. 

The industry game plan says certainly within the decade they 
think they can reduce those costs, the full costs, not only of the 
module but the insulation and everything, by 50 percent. 

We started to engage in industry and said, OK, that is good, but 
if you reduce the coste by 75 percent, then you do not even think 
anymore. You put it up everywhere. And, again, you have, you 
know, a tens of billions of dollars world market, because at that 
point it becomes competitive with the lowest-cost fossil fuel genera- 
tion today. 
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So if we can pull this off in 10 years, that would be amazing, and 
that would be something that would help the United States lead 
for decades and create prosperity at both home and abroad. 

So this is not energy for the sake of clean energy that would last 
forever on subsidy. We see a pathway now in some of these areas 
where within a short period of time it could be competitive without 
any subsidy, and that is very exciting. 

Chairman CoNRAD. Let me ask you, we have had a major effort 
underway by Boone Pickens to encourage the country to move to- 
ward the use of natural gas for bus and truck fleets, and I think 
that his advocacy has had a significant impact here in Congress. 

What is your assessment of the opportunity to encourage the use 
of natural gas in our large fleets? 

Secretary Chu. I think it is very promising, and we are looking — 
in fact, we are indeed supporting some of the pilot demonstrations 
of that. Boone Pickens was thinking that for long-haul trucks that 
would be very good. 

There is an infrastructure issue. We are looking into that. But 
on the near term, the short term, the medium term, we think that 
delivery vans in a centralized location where there is a centralized 
refueling is a no-brainer, and we have supported those demonstra- 
tions. UPS is looking very much at that as a way of fueling its de- 
livery trucks. But, again, while UPS looks at natural gas delivery 
vans, which is, you know, very clean, and natural gas, because of 
the fracking technologies which, I might add, were first invested in 
at the Department of Energy in the early 1980s. As soon as indus- 
try picked it up by 1992, we got out of the game because 
Schlumberger picked it up by 1991, and we handed it off to the pri- 
vate sector. That is exactly what we wanted to do. You do the ini- 
tial research. You prove it. It gets commercial interest, and then 
you step back and let industry take over. 

So that is a very good story. We do not know whether it is going 
to be electric vehicles. FedEx is going to electric delivery vehicles. 
They are going to electric deliveiy vehicles because — it was a hard 
business decision. I had lunch with Fred Smith, the CEO of FedEx, 
and he said if you look just a few years into the future, we see only 
electric vehicles, a total life cycle cost of electric vehicles less than 
the cost of a diesel. 

So, again, nobody was saying that 5 or 10 years ago, and all of 
a sudden we are in this tipping point. Those are the things that 
really excite me. So we can really decrease our dependence on im- 
ported oil. 

Chairman CONRAD. Let me ask you two other quick questions. 
First of all, clean coal technology. Look, coal is the basis for 50 per- 
cent of the electricity in the United States, or thereabouts. What 
do you see as encouraging developments on clean coal technology? 

Secretary Chu. Well, first, one of the most amazing encouraging 
developments is that countries all around the world have recog- 
nized this, most recently China. And although it is not widely 
known, two major utility companies in the United States, AFP and 
Duke, are now in agreements with two Chinese companies, 
Huaneng and ENN in China, to develop clean coal technologies. 
And, amazingly those pilot projects, co-supported by those four 
companies, are being done in China. 
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Now, right now I would say that the clean coal technologies we 
now have are too expensive for large-scale deployment. And so we 
have put together a game plan. We co-chaired a clean coal commis- 
sion that said that it is reasonable to expect by 2020, in 10 years’ 
time, now 9 years’ time, that one can begin to get the costs down 
so you can begin to have significant deployment. But to be fair, it 
now costs too much money. 

Now, we have looked very hard at all the research areas, both 
in proving in multiple sites that you can sequester safely and eco- 
nomically, but also the technologies for capturing the clean coal, 
lots of ideas that we think have great promise, but they have to 
be tested. This is research and development, and it is not ready for 
prime time where the American public could say, OK, we can de- 
ploy this. 

There is significant hope, I might say, that now we see countries 
all around the world realizing that this is a technological hurdle 
that you have to solve, and then also realizing the country or com- 
panies that first solve these technological things can sell world- 
wide. And I think that is, you know, why China is doing this. 

Chairman CONRAD. OK. I have another question, but my time 
has expired. But I would really like to talk about nuclear power as 
well before we conclude this hearing. 

Senator Sessions. 

Senator Sessions. Thank you. Thank you. 

Secretary Chu, Admiral Mullen says our debt is the greatest 
threat to our national security. Do you agree with that? 

Secretary Chu. Whether it is the greatest or not, it is certainly 
up there. I think the debt, the national debt is something that we 
have to work hard to bring down. 

Senator Sessions. Well, you are asking for an additional 9 per- 
cent increase for the Department of Energy, and this is the Budget 
Committee. Do you think that energy should be exempt from the 
tough choices that everyone says, including the President, that this 
nation must face on spending? 

Secretary Chu. I think the President has made some tough 
choices. As you know, this budget has put a freeze on non-security 
discretionary spending and made a commitment to do this for the 
next 5 years. This stopping the increase is the beginning, and I 
think — but having done that, the President has said that if you 
look at what is going to drive, what is going to really be the engine 
of not only the far term, but the near-term future prosperity in the 
United States and get Americans back to work and really guar- 
antee that we will be as prosperous in the 21st century as we were 
in the 20th century, energy was seen as central to that. 

Senator Sessions. Well, Education was in yesterday with an 11 
percent increase. They think they are central. We will have Trans- 
portation in tomorrow and they are asking for a bigger increase 
than you are getting. The State Department has a huge increase. 
So at some point, we have to ask how we can keep this country on 
a sound fiscal path, and I believe we are going to have to ask you 
to do more with less, at least not the kind of increases that are 
being asked for. 

You know, this past week, I was in Winfield, Jemison, Sulligent, 
Parrish, Haleyville, Glen Allen, and Cullman. I would talk about 
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the budget and great issues of war and peace and the question 
would go up almost every place, gas prices. This impacts people. It 
is real to people. I know you have great hopes about these alter- 
native sources. I called you about ethanol, an idea in Alabama I 
thought was going to work, and now it collapsed. I see this one in 
Boston, the Solyndra plant, are not successful. We have to under- 
stand, I think, that just promising, promising does not mean it is 
going to necessarily happen. 

I know a lot of the focus on solar and wind is for electricity, but 
I do believe the biggest threat to our economy is the liquid fuel we 
are using to power our cars, 61 percent of which we are importing. 
I am willing to support and have supported spending on batteries 
and research, but I begin to wonder how much we can demand of 
the economy through forcing technologies that are not yet avail- 
able, are not yet proven or effective. You have noticed that coal se- 
questration or carbon sequestration is just not feasible. 

What we know is that we are going to be importing a substantial 
amount of oil for some period of time. I know. Senator Conrad, in 
North Dakota, I think they have the lowest unemployment in the 
nation. They are producing a lot of oil and gas. He told me they 
needed more workers in the oil and gas field. Yet we have laid off 
people along the Gulf Coast. We are not producing in other areas. 
We are importing this oil now. People are even discussing selling 
off some of our Strategic Reserve because of the surge in prices. 

Do you not think, as a matter of national energy policy, we need 
to take more immediate actions to actually produce the oil and gas 
that we have? 

Secretary Chu. I agree with you that we, as part of a national 
plan to get off of foreign oil dependency, developing further sources 
of oil and gas in the United States as part of a plan, but it will 
take five, perhaps even 10 years from now to actually be producing 
this amount. But it is part of a coherent plan. And I agree with 
you that the $300 to $400 billion we spend, where money is 
offshored to bring in oil, is a huge, a huge burden on the American 
people. 

Senator Sessions. Well, Reuters just had this article, “Deep- 
water Rigs Moved Out of the Gulf of Mexico.” Diamond would move 
to Egypt. They would also move another rig to the Republic of 
Congo. Transocean was moving one to Nigeria. Another, 
Transocean said, is leaving for Egypt. INSCO said it would work 
off French Guyana. Pride International was removed to the Medi- 
terranean Sea. Noble Corporation said that the Clyde Boudreaux 
rig would move to Brazil. 

Presumably, we are importing from Nigeria, Saudi Arabia, 
Brazil, Venezuela. We will be, instead of producing this in our own 
country, receiving royalties of billions of dollars from the produc- 
tion of that oil that goes to the Treasury, we will be importing that 
oil. Do you not feel like, that as Energy Secretary, you need to 
maybe call Secretary Salazar, our friend, and say, watch out what 
you are doing. We are not ready to produce batteries yet that are 
going to take over America. 

Secretary Chu. Well, at least you have the right Secretary. I 
think Secretary Salazar 

Senator Sessions. You have his phone number, I am sure. 
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Secretary Chu. Yes. I think Secretary Salazar wants to resume 
Gulf drilling and deep Gulf drilling. He feels compelled he needs 
to do it safely, and I, as during the oil spill, I will certainly avail 
myself and the Department in any way we can. 

But going back to the fundamental question, I think today’s 
spike in oil prices is causing great concern, great hardship. The 
American people, we have a very delicate recovery going on and an 
increase in prices will make that vulnerable. And so we need both 
short-term and long-term plans going forward. And as I said, right 
now, advanced biofuels, I will tell you, is not quite ready for prime 
time, but I also 

Senator Sessions. I had hoped that we would be further 
along 

Secretary Chu. Yes. 

Senator Sessions [continuing]. And I shared that with you, but 
it just has not happened. 

Secretary Chu. That is true, but again, what is different in — ^you 
know, if you look back in the early 1980s versus now, it is a trans- 
formative difference in what is going on. In the last couple of years, 
again, the proof is going to be in the pudding, but already, people 
are beginning to pilot advanced biofuels where they think they can 
sell, for example, diesel at $4 a gallon. Now, that is still higher, but 
sell at a profit at $4 a gallon. You want to sell at a profit at $3 
a gallon. But again, it is a little bit further off, perhaps, in bat- 
teries, but it is within grasp. Increased fuel economy, electrifica- 
tion, gas vehicles, gas-powered vehicles, all those things are part 
of the thing. A single — one single technology will not solve the 
problem, but also bearing in mind that we do have gas and oil re- 
serves that we can simultaneously develop. All these things are 
needed. 

Senator Sessions. Well, we just need more energy at a reason- 
able cost, and I am afraid our policies seem to be focusing more on 
higher-cost energy and locking up the energy we have. We have to 
get away from that direction. 

Chairman CoNRAD. I thank the Senator. 

Senator Stabenow is next. 

Senator Stabenow. Thank you, Mr. Chairman and Secretary. 
Thank you very much for your leadership and vision about the fu- 
ture. 

Mr. Chairman, I think this is such an important debate and dis- 
cussion, frankly, that we need to be having, I think, in a more ex- 
tended way about what our energy policy is and how we get there. 

At the risk of plugging somebody’s book, which I am going to do, 
Andrew Liveris, who wrote Make It In America, I would strongly 
encourage everyone to read this, my colleagues. He is the CEO of 
Dow Chemical Company and has many things I know colleagues on 
both sides of the aisle would agree with. What I think is most pow- 
erful about what he talks about, though, is the fact that energy 
drives the world, and in this, from his vantage point as someone 
who is in every country around the world, watching what Germany 
is doing — not exactly a low-wage country or low-tax country — and 
China and other places talked about, he is extremely concerned 
about the lack of focus in this country from an innovation and 
manufacturing standpoint. 
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One of the things he says — I would just quote one thing he 
says — “It is ironic, energy independence is closer at hand than it 
could ever be in the age of oil, but America’s policy inertia suggests 
that it seems willing to trade one form of dependency for another, 
to let other countries build the clean energy technologies that we 
will then buy. It is still within America’s means to be a world lead- 
er in clean energy, but only if we wake up to what the rest of the 
world is doing and to what we must do.” 

I raise that because in the book, he really is talking about, and 
in conversations, many conversations I have had with him, about 
how we partner with American businesses like every other country 
is doing. Right now, our companies are competing with countries. 
When Germany or China or Japan or someone else says, come 
here, we will build the plant for you or provide you financing or 
pay for your R&D, we are at a significant disadvantage. 

And so I am reminded of what Japan did to help Toyota get a 
jump on us on batteries, by funding most of the R&D. We are now 
in a situation where by putting $2 billion into advanced battery in- 
novation and manufacturing — $2 billion in this country — we have 
unleashed billions of dollars. Over 12 companies in my State now, 
including Dow, are doing advanced batteries, and we are going — 
as I understand it, last year, the number was we manufactured 2 
billion — or, excuse me, 2 percent of the world’s batteries, and with- 
in 4 years, it is going to be 40 percent. 

And so to our distinguished Ranking Member, I would say part 
of the way we get off of these high costs and so on in terms of oil 
going up is to really create some competition with other alter- 
natives that are not pie in the sky. They are really happening now. 
We have the Chevy Volt and close to, what, 300 miles on a gallon 
of gas because of extended range, and the Ford Focus, and, of 
course, Toyota has been there with the Prius, and we could go on 
and on. I mean, these are not technologies that are fringe anymore. 
They are technologies that are here. 

And Mr. Chairman, when you said that — we put up your chart 
about oil and gas subsidies, you know, we started oil and gas sub- 
sidies in 1916 and it made sense, industrial revolution, investing 
in energy policy. But that is 19tli century tax policy and energy 
policy at a time when we need to focus on the 21st. 

So my question would be this. First of all, I want to thank you 
for your support and the President’s support of an idea I put out 
last year to take up to $7,500 tax credit for consumers to buy these 
new vehicles, which is already paid for, and front-loading that at 
the time of sale so more people can purchase them and get the 
marketplace going. 

But one of the other areas that we have been very involved with 
is doing what other countries are doing in terms of financing, low- 
cost loans. You and I have talked many times about Section 136, 
which Senator Bingaman and I authored in the Recovery Act, and 
I am wondering, as we go forward, we are looking at about 35,000 
jobs nationally, thousands in my State that have come from 
partnering. We actually have Ford bringing back jobs from Mexico 
to Michigan because of the loan that they received to retool a plant. 

But I am concerned continually, Mr. Secretary, about the process 
taking too long. That is what I hear from the companies and I won- 
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der if you could speak about the process, the hurdles in receiving 
this financing, which has been so critical to many companies to ac- 
tually be rebuilding, retooling, and keeping manufacturing here in 
America. 

Secretary Chu. Thank you. Senator. First, I concur. I have read 
that book, also, and I agree with much of what it says. Its funda- 
mental tenet is that America should not be willing to cede manu- 
facturing to the world. Manufacturing jobs are particularly highly 
leveraged jobs because they institute supply chains and all the sup- 
port services for the manufacturing, and finally the services for the 
workers who are in manufacturing jobs. 

Senator Stabenow. Right. 

Secretary Chu. So it is an extremely highly leveraged job and we 
should not even think of ceding manufacturing. We should — you 
know, I think our slogan should be, invented in America and made 
in America. 

Senator Stabenow. That is right. 

Secretary Chu. Now, regarding the foreign competition, I, too, 
agree with you. If you look at what China and other countries are 
doing, and the subsidies, tax holidays, very inexpensive money for 
loans, that they are luring American industries abroad to manufac- 
ture in their country. They are also developing a whole market for 
those products. 

China thinks it is mandated by 2020 to be 15 percent renewables 
and will probably get to 18, perhaps even 20 percent renewables. 
They are growing their nuclear industry. The reason they are doing 
this is, in part, because they want to go to a greener economy, but 
also in part because they see a world market for all these products, 
whether it is wind or solar or nuclear, you name it, or high-voltage 
transmission lines. So in that sense, the loan guarantee program 
is a very important part of how we can help industry get going. 

Now, if you consider the history of the loan guarantee program, 
it was authorized in 2005. I think the first appropriations were at 
the end of 2006, beginning of 2007. And when this administration 
came into office, not a single loan 

Senator Stabenow. Right. 

Secretary Chu [continuing]. Had been given. And if you consider 
right now, we have now closed or given conditional commitments 
to 23 companies, but we are still working to up that rate. We want 
to more than double it. The 0MB and we are working very hard, 
and Treasury are working very hard to make it smoother. I will be 
honest, it can be done faster, better. It is an important part of what 
we need to do. 

And this is why we are asking in the 2012 budget for more au- 
thorization, particularly in the nuclear industry, in which I think 
it is very important we start the nuclear industry again, something 
where we were the leader. But in all the other, the clean, renew- 
able energy sources and fossil energy, all those things could help 
with that, and we are working very hard with the other agencies. 

Chairman CoNRAD. Thanks, Senator. 

Senator Cornyn. 

Senator Cornyn. Thank you, Mr. Chairman. 

Mr. Secretary, thank you for being here and thank you for your 
service. You have had a distinguished career — continue to have a 
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distinguished career. But I want to ask you about the transition to 
this green energy future that you have described, which all of us, 
I believe, support from the standpoint of alternative sources of en- 
ergy and reducing our dependence on imported energy and, hope- 
fully, increasing our dependence on cleaner energy. 

How is it — well, let me just ask this question. Currently, the U.S. 
energy supply is about 83 percent fossil fuels, and the figure I have 
is that about 51 percent of the oil and gas that we consume in 
America, we are importing from foreign sources. How long will it 
take us to get from a situation where 83 percent of our energy sup- 
ply is fossil fuels to a situation where, let us just say, half of our 
energy supply will come from fossil fuels, whether domestic or im- 
ported? Are we talking about a 1-year, 5-year, 10-year, 20-year, 
what time table are we looking at? 

Secretary Chu. Well, it is not going to be 1 year. I do not 

Senator Cornyn. It is not going to be 5 years, either. 

Secretary Chu. It is probably not going to be 5 years. But then 
beyond that, I think a lot of things will kick in. I think in four or 
5 years, I think there is a reasonably good shot a million cars, elec- 
tric vehicles, but that is just scratching the surface because there 
are about eight million vehicles being sold now in the United 
States a year. It would really depend on what happens in battery 
development, and as mentioned before, for the first time in my ca- 
reer — I have been looking at this for a while, and when I was at 
Lawrence Berkeley Lab, I was on the scientific board of a new, in- 
novative battery company, so I know a little bit about this — but the 
first time in the last 3 years, I am seeing things that are saying, 
you know, this is going to happen. 

Senator Cornyn. I hope you are right, but, of course, a lot of our 
electricity is generated by 

Secretary Chu. Right. 

Senator Cornyn [continuing]. Fossil fuels, either coal or natural 
gas, and we have to — so we cannot say that — we cannot imagine 
a fantasy world where all of a sudden, we are all going to be driv- 
ing plug-in cars and we will not need fossil fuels from some source, 
correct? 

Secreta^ Chu. I absolutely agree with you. For the coming dec- 
ades, fossil fuel has to be a very important part of — for the next 
half-century and perhaps beyond, it is going to have to be a very 
important part of what we do. 

Senator Cornyn. So here is my question. How is it, recognizing 
that we will continue to be dependent on fossil fuels for the near 
term and mid-term, how does it reduce our dependency on im- 
ported energy to raise taxes to the tune of $46 billion on our do- 
mestic energy producers, which the President’s budget proposes, 
which this budget proposes? 

Secretary Chu. Well, I think the President was calling for an 
ending of certain tax subsidies on fossil fuels that had its origina- 
tion in the beginning part of the 20th century and 

Senator Cornyn. But you agree with me, however you want to 
characterize it, it will increase costs of production for domestic pro- 
ducers, correct? 

Secretary Chu. It will be, I believe, a very small part of the total 
cost of producing oil in the United States. 
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Senator Cornyn. Well, I think in conjunction with the policies of 
the administration with regard to the Gulf of Mexico, which has 
been a job-killer in our part of the world, in Texas and Alabama, 
the Gulf of Mexico, and reduced revenue to the Federal Govern- 
ment, the royalties from that production, and has made us more 
dependent on imported energy from abroad. 

I worry that, along with the additional tax burden, that an in- 
dustry which employs 9.2 million people in America right now, by 
adding $46 billion in additional taxes over the next 10 years by the 
permitorium we have seen in the Gulf of Mexico — now the morato- 
rium has gone away, but the difficulty of getting permits — and this 
vision of a green energy future that may occur ten, 20 years out, 
but it will not occur next year, what does that do to the average 
consumer that is now paying $3.38 for a gallon of gasoline, and 
with the geopolitical unrest that we are seeing in the Middle East 
and elsewhere, if the Suez Canal is blockaded, if the imports from 
the countries the Chairman mentioned were to occur because of 
disruption there? Is there not a very real danger of gasoline prices 
skyrocketing for the average consumer, and what would that do to 
our fragile economic recovery? 

Secretary Chu. Well, we are certainly very concerned about what 
will be happening to the gasoline prices in the near term, but we 
also have to keep in perspective the fact that, currently, the United 
States consumes about 25 percent of the oil produced in the world 
and we have about two or 3 percent of the known reserves in the 
world. And if you further consider the fact that within our terri- 
tories we have scoured that much more than the rest of the world, 
you know, going to the future, those newer reserves, that fraction 
will be less. 

So while I do support an integrated plan which includes produc- 
tion of oil and gas, we cannot simply say, we can end our depend- 
ency on foreign oil by simply drilling our way out of the problem, 
given those numbers, 25 percent and 3 percent. 

Senator Cornyn. Well, and nobody is suggesting that we drill 
our way out of the problem. I think we all agree we need a 
plan 

Secretary Chu. Right. 

Senator Cornyn [continuing]. Really, what I would love to see is 
a plan that deals with every element of our energy sources here, 
and particularly domestic. But you have expressed great hope and 
optimism about research and development in electric batteries and 
other alternative sources of clean energy and I share that hope and 
I really do hope that we develop alternative sources because I think 
it is going to take all of the above to get us there. 

But you also would acknowledge that we have seen a tremendous 
14fold increase in the amount of natural gas reserves here in the 
United States because of the development of new drilling tech- 
nology and the fracking techniques that you alluded to earlier. So 
is that not an area that we also ought to continue research and de- 
velopment to see if there are ways we can gain access to domestic 
energy sources rather than just ignore that altogether and put all 
of our hope, all our eggs in the basket of something being deployed 
ten or 20 years in the future? 
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Secretary Chu. No, we are certainly not ignoring that, and it is 
a wonderful thing that the development of the technologies that 
allow us to frac the shale rock to release natural gas. I am cer- 
tainly looking at what the projected increase in reserves are. I hear 
estimates all over the map. The El estimate is much less than that. 
But that is neither here nor there. I think as we go forward in 
time, as the extraction methods get better and safer and all those 
things, I think those estimates will grow. I am not sure it is going 
to be 14 times. 

But it is a good thing that is happening because this is energy 
produced in our borders and it is a cleaner form of energy and gas 
will be a transition fuel that we will need in the coming decades, 
and 

Senator Cornyn. Mr. Chairman, thank you for your indulgence. 
I would just add that this is jobs here in America, too, right? 

Secretary Chu. Right. Absolutely. And that is one of the rea- 
sons — all of the electrification, actually, is using energy produced 
in America to power our vehicles. 

Chairman CoNRAD. Let me say this to my colleagues. The vote 
is scheduled for 11. Senator Whitehouse is next on our side, then 
it comes over to Senator Portman. My intention is to leave now, 
have Senator Whitehouse proceed, and I think. Senator Portman, 
if you would leave now, there would be a prospect that you could 
be back after this vote and have your chance, and then we will just 
keep going back and forth. 

So if, for whatever reason, we are getting on the second seven- 
and-a-half minutes. Senator Whitehouse, and you are done with 
your questioning and nobody is here on the other side to proceed 
with their questioning, you just put the committee in adjournment 
so that you do not miss the vote, OK? 

Senator Whitehouse. Very good. 

Chairman CoNRAD. Senator Whitehouse. 

Senator Whitehouse [presiding]. Thank you. Chairman, and 
thank you. Secretary Chu, for being here. 

There is an image that I recall of a lineman who has climbed up 
a telephone pole and he is installing on the top of the telephone 
pole an array of solar cells. It is a picture that I recall because it 
was taken the year that I was born, back in 1955, and it is a re- 
minder that America invented solar cell technology. 

And yet as you look around, as a country, we are fifth in solar 
component manufacture now. Only one of the top ten companies in 
the world that is engaged in solar component manufacturing is an 
American company. And we seem to have slipped in terms of our 
competitive advantage in this market — and it is not just in this 
market, it is true, as well, in wind turbines. 

I am from Rhode Island. We have the potential of a very signifi- 
cant wind turbine farm going in offshore. It has considerable pros- 
pects for our energy portfolio, for clean energy, for ultimately lower 
costs, but mostly for the assembly and installation and construction 
jobs in Rhode Island, which we now desperately need. 

So in that context, I would love to get you to talk a little bit more 
about when it makes sense for the government to take a role in en- 
couraging investment, and in particular, I think you have already 
described in your testimony that this new clean energy market is 
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a rapidly emerging market and it is also a potentially enormous 
market. I do not know if you heard John Doerr’s testimony. He was 
one of the most successful investors in the entire tech revolution 
and he now observes that the energy revolution is going to be six 
times bigger than the tech revolution in terms of the money at 
stake. 

Is there a particular role where it makes sense for a government 
to encourage early investment at the beginning stages of what can 
foreseeably be described as a rapidly emerging technology to pro- 
tect against foreign competition or protect against being over- 
whelmed, really, by foreign competition in those markets? 

Secretary Chu. Yes, there is a government role, but before I an- 
swer that, I might also add, at the institution I used to work at 
for 9 years. Bell Laboratories, invented that silicon photo cell. To 
have the leadership slip and the production exports slip from the 
United States is — even in the mid-1990s, we were the leader in the 
world 

Senator Whitehouse. Yes. 

Secretary Chu [continuing]. And now it is clearly over in Asia 
and China is clearly — really wants to dominate this market today. 

Senator Whitehouse. And how does that work? Is there an eco- 
nomic theory by which the bare investment is justified to try to 
capture an early emerging market and take a technological lead? 

Secretary Chu. Yes. What they and — but it not only China, it is 
Japan, it is Korea, the EU countries. What they are saying is, OK, 
we have certain mature technologies, but there are some rapidly 
growing technologies and their crystal ball says it is highly likely 
that these technologies will become a dominant growth industry in 
this next decade, from now until 2020. And they think that this is 
going to be the place of major economic growth, and they made no 
bones about it. 

And for that reason, you have these, you know, no corporate 
taxes in Asia type of policies. You have inexpensive money in Asia 
type of policies. And you have a bevy of engineers being trained in 
those countries that can work on these things and to drive the 
processes down. The myth of cheap labor is simply a myth. Most 
of the cost of these things is in the capital expenditures and in the 
engineering to drive the quality up, the production costs down. So 
these are highly roboticized factories. 

Senator Whitehouse. So if you had to make a choice, if you were 
a government and you had to make a choice between subsidizing 
a mature extractive industry and an emerging clean energy indus- 
try, which is more or less the facts that we have before us, justify 
for me the investment in the clean energy rather than the mature 
extractive industry. 

Secretary Chu. Well, the United States has a histoiy of having 
government support in emerging industries which it thinks is going 
to be important. 

Senator Whitehouse. Has it worked in the past? 

Secretary Chu. It has worked in the past. As mentioned, actu- 
ally, the oil industry was subsidized in the early 20th century until 
today. 

The airplane industry, even though we invented the airplane, the 
leadership went very quickly to Europe, and by the end of World 
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War I, it was noticed that we could not compare in the technology 
and the United States, beginning with Woodrow Wilson, started an 
Aeronautics Board and said, we need to support this industry. How 
can you support this? You get airmail delivery, that the govern- 
ment would sponsor airmail delivery so there was a market to en- 
courage people to build better planes that would solve that need. 
The military played a huge role in that. 

So we rebuilt an air industry that was important for our national 
defense, important for commercial things. It did not spring out of 
the private sector alone. There was help from the government. And 
so 

Senator Whitehouse. So investing in emerging new technologies 
has a long and successful American pedigree 

Secretary Chu. Right. 

Senator Whitehouse [continuing]. Across Republican and Demo- 
cratic administrations alike. 

Secretary Chu. Right. The semiconductor industry, the transistor 
was invented at Bell Labs. It was a monopoly. It had the where- 
withal to invest in this long-term research. It took more than 10 
years to develop that technology. But the first transistors were not 
competitive with tube technology, and for the first two decades, 
guess what was the first buyer of all the semiconductor material. 
It was the U.S. military, because they knew full well that they had 
to nurse this along and nurture it and it became a dominant force 
in wealth creation in the United States. 

So again and again and again, the government said, these are 
the things — and it was fundamentally a nonpartisan issue. Repub- 
lican Presidents, Democratic Presidents, Republican Congresses, 
Democratic Congresses, said that this is what you do in order to 
nurture a beginning industry which we think will be a dominant 
force of wealth creation in the future. 

The United States did it. Other countries have taken from our 
playbook and are now doing it. And for us to say, well, we do not 
want to do this anymore, simply does not make that much sense 
to me. 

Senator Whitehouse. If you compare extractive industries in 
which demand competes for a diminishing supply with techno- 
logical industries in which technological advancements and in- 
creased demand have a history of lowering cost — I have my Black- 
Berry right here. I see behind you, you have a staff person with 
his iPad up. I can remember the days when a simple calculator was 
a very expensive thing to buy. Now they are so cheap, people give 
them away. The price of technology, I believe, tends to have a 
downward curve, whereas the price of extractive industries tends 
to have an upward curve, inevitable from supply and demand in 
that case. Is that an additional argument for getting on the side 
of technology and not just extraction? 

Secretary Chu. Yes, I would say that technologies in all areas, 
including actually oil and gas, actually improved. But with an ex- 
tractive technology there is something else you are fighting. As the 
technology improves, as we see ourselves — the multinationals have 
to go harder-to-access oil, deeper offshore, Arctic regions, much 
more expensive. A deep offshore rig now costs $2 to $4 billion for 
a major platform. 
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So even though their technology is getting better, they are fight- 
ing this other thing, that you have to go to more inaccessible oil, 
and it gets more expensive. And you can compare that to looking 
around and saying, well, you know, one-hundredth of 1 percent of 
the energy hitting the sun for a day can power the world for a year, 
so can we figure out a way to capture a small fraction of that en- 
ergy, store it when needed? Because if we do, and if we can do this 
in a decade or two, then we would not be. 

Senator Whitehouse. Another potential win big seems to me to 
be turning what is presently nuclear waste into nuclear power. And 
I know that there are a few emerging technologies that promise or 
suggest an ability to take what is now an expensive-to-dispose-of, 
poisonous, dangerous, potentially proliferation and, you know, dirty 
bomb, national security-related problem, and through the use of 
that technology be able to turn that into clean nuclear power. How 
are you investing in that? Do you see those technologies as cred- 
ible? And is there an added value to investing in them because it 
helps solve the problem of the nuclear waste that is now scattered 
at various power sites around the country? 

Secretary Chu. Sure. First, as you know, I am a big supporter 
of the nuclear industry getting restarted. I think it should be and 
has to be part of our energy diversity in this century. 

What you speak of, the fact that in our standard nuclear power 
plants we put in the fuel, lightly enriched uranium, and we have 
right now a once-through cycling, about 1 percent of the energy 
content of that material is used. 

After that, you have a used fuel rod, and just imagine — now, we 
will naturally evolve, and we are doing short-term research to help 
the industry double that, which doubling is great, but it is only 2 
percent. And so if you can say let us not go from 1 percent to 2 
percent, but what do we need to do in order to go from 1 percent 
to 20, 30, 40, 50 percent? That means for the same amount of nu- 
clear material you get 20, 30, 50 times more electricity. 

Senator Whitehouse. Yes. 

Secretary Chu. Which means for the same amount, that much 
less waste. And so we think that it is very important — but this is 
a tough long-term thing in order to invest in that technology. 

I can tell you that right now today we do not have the tech- 
nologies that we think are cost effective and cost competitive, but 
there is time to figure it out. 

Senator Whitehouse. When you say cost competitive, are you 
taking into consideration the proliferation hazard that these rods 
lying around with no purpose and the disposal problems, if they 
are left with no other use other than to be poisonous, hazardous 
waste? 

Secretary Chu. Yes, but there is also — with today’s technology 
that is being used by France and Japan, notably, the recycling 
technology they are using, which was invented in the United 
States, actually presents a proliferation problem, and it is not cost 
effective either. You know, Japan unfortunately has discovered this 
because their costs of their current recycling have more than tri- 
pled. 



882 


Senator Whitehouse. Let me hold a moment because I am get- 
ting a different instruction than I had before about the manage- 
ment of this hearing and the vote. 

Senator Thune is here. He is waiting to ask questions. Has the 
Senator been over and voted? 

Senator Thune. No. 

Senator Whitehouse. No. Well, the two choices we have here are 
either to go to you, and you are going to have a very close run at 
making the vote, or to wait a few moments longer for somebody to 
return, and then we can both go vote. 

Senator Thune. I am fine with proceeding. I am happy to make 
the run to the vote. 

Senator Whitehouse. So you would care to proceed now? 

Senator Thune. Yes. 

Senator Whitehouse. We will do so, and you can make your 
dash. 

Senator Thune. Thank you, Mr. Chairman. 

Mr. Secretary, thank you so much for being here and, again, for 
your service and for the work that you do in what is one of the 
most important areas that we deal with in this country, and that 
is our energy sector. It has enormous potential to create jobs to 
grow the economy and reduce the Federal deficit. Unfortunately, if 
you do not have the right policies in place, you can get the exact 
opposite outcome, and I fear that sometimes our energy and envi- 
ronmental policies act to destroy jobs and economic growth and are 
not a good service to our taxpayers at the same time. 

I know as we look at your budget for this year, there is a signifi- 
cant proposal in there for an increase, and some of that I know is 
attributable to the additional demands on account of the new 
START treaty, but we obviously have to, at a time when everybody 
else in this country is tightening their belts and trying to do with 
less spending, make sure that our budgets are following that basi- 
cally same approach. 

But I wanted to raise a couple of issues with you, if I could, and 
one has to do with — and I know this is not directly under your ju- 
risdiction, but they say that there is as much as $2 trillion in cap- 
ital sitting on the sidelines right now because of the economic un- 
certainty that exists today, some of which is being driven by poli- 
cies coming out of Washington. Much of that is — at least folks that 
I deal with, small businesses and others, suggest that a lot of that 
has to do with policies coming out of EPA. 

I guess my question has to do with whether or not you believe 
that the Clean Air Act is the best approach to limiting greenhouse 
gas emissions. 

Secretary Chu. Let me respond by saying that I think the Presi- 
dent has — I think in terms of going forward and transitioning to 
a clean energy economy, which will actually put us on the forefront 
of being able to export abroad those technologies we develop at 
home, one would much prefer to have it through the legislative 
process. 

One of the things that has been proposed — I am a very big fan 
of this — is a clean energy standard that includes, you know, half 
credit for gas if it is combined cycle gas, again, a very efficient gen- 
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eration of electricity by gas, but it also includes nuclear, it includes 
wind, solar, new hydro. 

If you do that and you give it a long enough leash — and the 
President proposed 2035 — that clean energy standard will allow 
the development of technologies so that you can be sure that you 
can build nuclear reactors in a cost-effective way, on budget, on 
time; that you can further develop the technologies for clean coal 
and other carbon capture sequestration methods; that just simply 
saying that this is going to be the goal of what we need, we have 
seen this in States. When States do this it provides market cer- 
tainty to that $2 trillion, because then all of a sudden a company 
says, OK, if I build it — and the Federal Government is not going 
to pick winners. They could say, you know, if you can do it by wind 
or if you can do it by solar or if you can do it by nuclear or com- 
bined cycle gas, you do this and you get credit for it, that means 
that the financial institutions can say, OK, we will loan you the 
money because if you do this, you will have a market. 

So the investors will have that certainty. I think the long-term 
planning — and we have seen this in States that have done this, 
that all of a sudden there is a much longer-term planning, the elec- 
tricity transmission and distribution lines, it creates market cer- 
tainty. And you say if you do the right thing and it is cost competi- 
tive, you will have a market. 

So we think that that will relieve a lot of the uncertainty that 
is now — and I agree with you. There is — I do not know whether it 
is $1 trillion or $2 trillion — a tremendous amount of capital sitting 
on the sidelines, which means not driving the engine of the United 
States and jobs. 

It is a very light touch. We established this goal; industry, you 
figure out what is the best solution. And each State and each re- 
gion can figure out what is the best solution. 

Senator Thune. But the way to accomplish that — I have come 
back to my original point, and you suggested this — would be some 
direction from Congress. What EPA is doing today I think is mak- 
ing it very, very difficult for businesses out there to create jobs, and 
it strikes me at least that if you are concerned about private in- 
vestment, getting that capital off the sidelines, getting jobs created, 
and growing the economy, the approach that they are taking right 
now is completely contrary to that. 

You mentioned a clean energy standard. How would you treat 
gas, clean coal technologies? You mentioned increased hydro. We 
have a lot of hydro in my State, as does the Chairman. How would 
those be treated under a clean energy standard in your estimation? 

Secretary Chu. Sure. Hydro is clean energy. I think gas, if you 
look at combined cycle gas, it is more efficient than the most effi- 
cient coal plants. It is 55, going to 60 percent efficient in terms of 
the amount of energy you get out, and it has, by its very nature, 
less carbon emissions. So as you take the combined cycle gas plant 
and compare it to a new high-efficiency coal plant, roughly speak- 
ing you get twice as much electricity for carbon emission, so we 
count that as half. 

Now, if you come along and develop a technology that grabs 80 
percent of the carbon from coal or 90 percent, you just pro rate it 
that way. 
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So what that means is if — that is another incentive for the utility 
companies to begin to invest in pilot demonstrations of clean coal 
technologies, because they can say, OK, there is going to be a mar- 
ket, and if you are a coal State and there is a lot of abundant coal, 
you can say we can develop those technologies. Now, the develop- 
ment of those technologies, I firmly feel that the Federal Govern- 
ment has to do a lot of the research to help the companies to de- 
velop those technologies. But having said that, if you have those 
technologies, again, 2035 is a long enough lead time where we are 
pretty confident they will be developed by then or even — because 
they have to be actually developed 10 years before then in order 
to get a business plan going. And so 2025 we think is a long 
enough lead time where we can dramatically bring down the costs 
so it looks like a good business investment. 

Senator Thune. Well, and I hope that you consult with Adminis- 
trator Jackson about that approach and having Congress come to 
some solution as opposed to having these regulations coming out of 
EPA, because I talk to groups all the time, and I hear that over 
and over and over, that what they are doing over there is making 
it incredibly difficult. 

I have to go vote, and thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. Senator. 

Senator Merkley. 

Senator Merkley. Thank you, Mr. Chair, and thank you, Mr. 
Secretary, for your testimony and your leadership. 

Senator Cornyn was talking about the importance of a plan to 
end our dependence on imported oil, and indeed certainly that 
echoes a sentiment of mine. We have so many technologies that we 
are talking about at this point, including electric vehicles, plug-in 
hybrids, the use of more natural gas for trucks, many technologies 
that increase the fuel efficiency of trucks, the shift of trucking to 
rail, et cetera, et cetera, et cetera. 

What has been missing, in my thinking, is for the Department 
of Energy to lay out a plan for how we are going to over a period 
of some time — because it does take time to, say, shift fleets — end 
our dependence on foreign oil? Is there any prospect we might see 
a plan like that from the Department in the course of the coming 
year? 

Secretary Chu. Well, we are beginning — I am so glad you asked 
that question because this is something where I think in the past 
we would say, OK, this looks good, we will fund this; that looks 
good, we will fund that. But we are now going about it in a slightly 
different way. It is a very hard look. Without Department of En- 
ergy help, where is business going? And what is its timeline? What 
can we do in the Department of Energy to accelerate it? And what 
price point can we get to at any given time? And it is those price 
points — because energy, you know, fundamentally the investments 
in energy and how it is, it is about money, and you have to bring 
prices down in the new technologies. And what is the timeline you 
say? You know, can it be done in 5 years, 10 years? Or is this so 
far — ^you know, 20 years means, well, we are not really sure. 

And so we are developing this. We are looking at this in every 
sector, and it now cuts across all of the Department. For example, 
in photovoltaics, we are able to attract a very talented individual — 
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who happens to he a personal friend of mine, Arun Majumdar, a 
professor at Berkeley — to say, OK, we have had our Sputnik mo- 
ment on energy; the equivalent of the moon shot is not a sun shot. 
What do we need to do in order to bring the price of electricity gen- 
eration down to — the full cost, what is called the levelized cost 
down to be competitive with gas or coal? And how far will that be? 

And so now all of a sudden this program is going to cut across 
all the lines within the Department to say what is it we can do. 
And so we are doing this for every technology — ^biofuels, coal, trans- 
mission and distribution, battery storage, battery storage for vehi- 
cles, but also for utility scale. And so we will be developing this 
plan. 

In addition to that, we are working — there was a PCAS report. 
Presidential Science Commission, that suggested — in fact, it was 
spurred by requests I made of them, to say what can we do in the 
Department of Energy to help the country’s goals in energy. They 
made a recommendation that said. Why don’t you develop a longer- 
term plan, what they call a Quadrennial Review, which has been 
done in the Department of Defense and now in State, and they 
made that recommendation to the President and we are enthusi- 
astic about it and intend to go forward with that. We are now 
working with 0MB and then soon with relevant agencies within 
Congress going forward. And we would like to actually do in a very 
short time scale the first version of that. It is a technology review 
to address precisely what you want to do. 

Senator Merkley. Well, thank you. I am very glad to hear that, 
and it is certainly appropriate to incorporate the vision for how 
costs will play into this. 

Quite frankly, most of our estimates about cost are always a bit 
of because the world changes in ways we do not anticipate. Cer- 
tainly the drop in natural gas and the increase in the supply are 
a good example of that. But, crudely, the projections are that 20 
years from now we will be importing between 8 and 9 million bar- 
rels per day without our changes in technology. 

Four Senators have put out a plan as a bill that lays out a path- 
way to reducing our consumption of oil by over 8 million barrels 
per day, which more than exceeds our non-North American imports 
20 years out. This is without the sophistication that the expertise 
of your Department can bring to bear. But I think when you com- 
plete this vision of wrestling with the cost lines, I think you will 
have all the data to do a much more sophisticated version of a 20- 
year plan or less to end our dependence on foreign oil. 

Now, clearly, that does not end our dependence upon or our con- 
cern about price shocks because it is a global oil market. 

Secretary Chu. Right. 

Senator Merkley. But it does play a lot into our understanding 
of our national security challenges from being dependent on over- 
seas oil. So I would really encourage you with considerable enthu- 
siasm to translate all that data into a road map, recognizing the 
road map will change, because the world will change and we can- 
not envision accurately all the ups and downs. But I think it would 
give us a pathway to seize hold of 

We have proposed, the Senators who have put this forward have 
proposed having a Department of Energy Security that is an ongo- 
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ing — not a full department but actually a council like the National 
Security Council — to keep pushing so that between administrations 
or the transition of administrations we can fulfill a 20-year plan. 
That, too, I think is part of a plan I would love to see the adminis- 
tration come forward with. Lay out a 20-year vision but then a 
structure for how we make that vision happen, knowing that we 
will have to adjust the changing dynamics over time. I just think 
that sort of understanding — it is like a business positioning itself 
in a smart way strategically. And we need to position ourselves as 
a Nation not to be dependent on overseas oil. And in the process 
it creates a lot of jobs at home and does a lot of good for the envi- 
ronment. So obviously I am spending a lot of time on this just to 
try to root for it as much as possible. 

Secretary Chu. I could not agree with you more. And, in fact, 
when you said do it like a business, that is exactly the way we are 
trying to do it. If we think more as, you know, green eyeshades, 
what are we going to do, you know, it is a competitive world out 
there. There is going to be a race as to who is going to develop 
these technologies first, and we want to get them and we want to 
win this race. So treat it like a business. 

So that is why we are saying, OK, the traditional boundary and 
traditional way of thinking cannot go forward, and it has to be a 
business plan that looks out into the future, knowing that a techno- 
logical breakthrough can be totally upended, and that is what we 
really want. But you also make plans. You know, you do not want 
to make — sail on on what we are doing hoping out of the blue some 
miracle might happen. You know, you do not make plans hoping 
for a miracle. But you make miracles much more likely with a bet- 
ter plan. 

Senator Merkley. Great. Thank you. My time is up. On your 
way out, I will give you the copy of the plan that the four Senators 
put forward, “America Over a Barrel: Solving Our Oil Vulner- 
ability,” and I will look forward to when you can hand me back a 
plan from the administration of a more sophisticated strategy. 
Thank you. 

Chairman CONRAD. Thank you. Senator. 

Senator Portman. Thank you, Mr. Chairman. 

Dr. Chu, good to see you again and have you before the Com- 
mittee. I am going to followup on Senator Merkley’s comments 
about a plan and also focus, I hope, on two issues: one is nuclear 
and natural gas. You just said we are living in a more competitive 
world, and you are right. Senator Sessions has also reminded us 
that we are living in a time period of not just more competition but 
more budget constraints. And to me this means that we need to de- 
termine ways to unleash the American potential to create sources 
of energy right here. And I would associate myself with some of the 
comments earlier of some of the members on both sides on clean 
coal and other technologies, but let me focus on nuclear, if I could, 
because I think that may be one we have not gotten into as deeply. 

As you know, I am very concerned about the slow pace on the 
loan guarantees. I think it is fair to say that nuclear is the only 
baseload emissions-free option that we have. It is U.S. based. It 
will create a lot of jobs, and it is critical in terms of our dependency 
on foreign sources, but also in terms of having cleaner energy. And 
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the infrastructure is aging, as you know. Plants are getting older. 
They are less efficient. We should certainly be encouraging upgrad- 
ing our energy infrastructure generally. As you know, I have been 
specifically involved in the front end of that on the enrichment 
side. And when you look at the track record since the beginning of 
this administration, I think there has only been two loan guaran- 
tees on the nuclear side. The last one was about a year ago, one 
of which is conditional. And that, of course, goes to a French-owned 
company on the front end, which is nuclear, but it is really ura- 
nium enrichment. 

So I guess my question to you would be — you said earlier your 
goal was to double renewable loan guarantees. What is your goal 
on nuclear? And what can we do here in the Congress to get these 
loan guarantees moving? And then I want to followup with some 
specific questions about enrichment. 

Secretary Chu. Sure. First, in the President’s fiscal year 2012 
budget, we are asking for an additional $36 billion in loan guaran- 
tees. We have made one conditional commitment to the Vogtle 
plant for two new reactors. We have another three projects before 
us, and then after that, another four. And so we are actively work- 
ing on the first three. 

I think it requires additional loan guarantees, and it requires 
other things. A great stimulant to nuclear energy would be a clean 
energy standard, quite frankly, because that says if you build a nu- 
clear power plant, you get credit for this. And many regions in the 
United States say this is part of it. So it is a market draw. The 
loan guarantees will help industry get started, provide the assur- 
ance that you can build these reactors on budget, on time. 

Then in addition to that, we are helping — we think there is a 
great opportunity in the United States for the development of small 
modular reactors, and so instead of reactors that are 1,000, 1,500 
megawatts of power, these would be more of the scale of 100 
megawatts of power, maybe 200 megawatts, maybe 50 megawatts. 

The advantage of that is — well, first, the reason we built these 
very large reactors is you get an economy of scale. There was a 
very long licensing period, approval period, things like that, so you 
built one big one. The only trouble is when you build one 
humongous one that the full costs could be $8 billion plus, this is 
a huge asset and so, you know, this is a large fraction of the cap 
ex of a utility company. So if you build a small or large reactor that 
can be built in a single factory, the economy of numbers can then 
compensate for the economy of a single one. 

The electricity infrastructure in many parts of the United States 
could not even accommodate a 1.5 gigawatt reactor. And it is some- 
thing where we think we can begin to retake back the lead in nu- 
clear technology. We made the first nuclear reactor in the world in 
the United States. But that lead has gone to France, it has gone 
to Japan, it has gone to Korea, and now China want to take that 
lead. So we are no longer major players. GE and Westinghouse are 
majority owned by Japanese companies. But to be sure, these com- 
panies, GE and Westinghouse, many U.S. engineers are still part 
of this. 

So we want to restart the nuclear industry. We also want to 
start 
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Senator Portman. Let us not forget Babcock and Wilcox. 

Secretary Chu. Oh, Babcock and Wilcox. 

Senator Portman. Modular units like mPower. 

Secretary Chu. Right. 

Senator Portman. But let me just back up for a second, if I 
could. It is fine that you are asking for more money for loan guar- 
antees. The question is: You have loan guarantee money in the 
pipeline; how do we get it out? 

I agree with you on modular. It seems to me — you are the expert, 
literally the scientist on this, but it seems to me it makes sense for 
a lot of reasons, including commercial reasons. But there has to be 
a demand for it, and there has to be a clear pathway through the 
regulatory process. So what can we do to get utilities to move for- 
ward and get you to get these loan guarantees out so we can actu- 
ally begin this nuclear renaissance? 

Secretary Chu. Well, I think if you look at the dynamic of what 
is happening, there is uncertainty. For example, there will not be 
a price on carbon in the next couple years. The cap and trade is 
not going to be revived for the next couple of years. And so that 
is why the clean energy standard is a market draw that allows that 
to go. 

The low price of natural gas also has an influence on economic 
decisions of investment, and so — but when you build a nuclear re- 
actor, this is a 70-year horizon, and we do not really know what 
is going to happen to the price of natural gas in 70 years. We know 
in the next 10 or 20 years it is probably going to be a lot lower 
than it has been in the past. But it is still a very volatile com- 
modity. 

And so that is why we need to diversify our energy supply, and 
that is why I think nuclear is very important in that. But there are 
all these other factors, and to the extent that the Federal Govern- 
ment can say, OK, there is a market for clean energy and nuclear 
counts full, whereas natural gas might count half, we think that 
that would be a stimulant. But as these companies go through this, 
we still see a lot of interest in trying to get it going, and we are 
looking at those companies. 

Senator Portman. I would love, if it is all right, to do some fol- 
lowup with you on this, maybe just look on paper at what is exactly 
your goal on the nuclear side. You mentioned doubling on the re- 
newable loan guarantees. How would you measure your success or 
failure to get there over the next couple years? And what do we 
need to do specifically to get some of these loans going? 

On enrichment just for a second, do you think we need a U.S. 
source of enriched uranium? 

Secretary Chu. Yes. 

Senator Portman. Do you think we need a U.S. sort of tritium, 
which is so critical to your nuclear arsenal? 

Secretary Chu. Yes. 

Senator Portman. And any update on the loan guarantee for the 
Piketon plant? We are, as you know, very concerned about that and 
particularly concerned that this may be a pivotal time over the 
next few months in order to keep the project going? 

Secretary Chu. Right. I think, you know, we are — specific loan 
guarantees, as you know, I really cannot talk to you about that, but 
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I do believe that we do need a domestic enrichment technology. It 
is important for our national security, let alone our energy security, 
which are now so intertwined I do not really draw a distinction be- 
tween our national security and our energy security. And so I do 
believe it is important that we develop technology, a leading tech- 
nology in the United States. 

Senator Portman. Thank you. Dr. Chu. 

Chairman CONRAD. Thank you. Senator. 

Senator Begich. Thank you, Mr. Chairman. 

Thank you. Secretary Chu, and thank you for coming up to Alas- 
ka and especially to rural Alaska, and Hooper Bay was one of the 
locations you went to, and I thank you for that. 

I have a couple questions, and just by circumstances and timing, 
I just finished meeting with Mayor Hopkins of Fairbanks North 
Slope Borough, and in Alaska, as you saw, the cost of energy is 
high. In some cases, you can be as low as $4 — and I say “low“ — 
for heating fuel to as much as $11 or $12 a gallon for heating fuel. 
So the economics for some of the projects are important. 

I am going to give you a little frustration, but it is really an ask 
to have you review, and that is, Fairbanks, which is a cold climate 
area — today I think they are 20 below. The last 60 days they have 
failed their PM2 air quality 50 times, so EPA, of course, is going 
to tell them, you know, shame on you, we are going to take high- 
way money away and everything else. 

But one of the things they are doing is starting to truck in gas, 
truck it in, because there is no pipeline access there. In order to 
do that, they have to have an LNG plant, they have to have storage 
and so forth. So they are going to be meeting with your folks to- 
morrow to try to see if there are opportunities for loan guarantees 
in doing that project. 

This is the frustrating part. On the one hand, EPA says clean up 
your air. So they say, OK, let us use clean-burning gas, but there 
is no one to help in figuring out this problem. But it is a Federal 
rule that is telling them they have to do it. So I am hoping that 
there is some coordination between these kind of activities. They 
are going to be in your office or with your folks tomorrow. I am just 
putting the bug in your ear now because it is very frustrating to 
me when the climate conditions themselves are — we cannot change 
30 below. It is what it is. But can we move down the path? Yes, 
we can with some gas issues, which is a better fuel than some of 
the stuff they use now. So I would hope at least you would consider 
that when there is a Federal agency putting the requirement on. 

The second part of this is we have strategic military bases there; 
4,500 Striker Brigade members are leaving in the next 2 months 
to go to Afghanistan to fight the war there. But they are stationed 
right there in Fairbanks. And one of the big issues the military 
keeps bringing up is air quality. And yet we have a solution, but 
we cannot get DOD, EPA, Energy Department, who all have — it is 
all the same pot of money — to figure this out in order to protect our 
energy resources up there, make it economical to clean the air and 
make sure we have a very strategic air base and army base con- 
tinuing to operate. 

So this is just kind of a statement. It is a little frustration, I got 
to tell you, after hearing what I just heard about an hour ago in 
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this meeting. So I would hope you would at least have your folks 
look at that. 

The second piece is — and you talk about gas, and I appreciate it, 
and this is one I am just going to ask you if you could come back. 
In the 2012 budget, there is an amount of money, $17 million, that 
goes into the North Slope. It is a partnership that the Department 
of Energy has had for many years in developing gas resources and 
understanding the research, and it is called the Barrow Gas Field. 
It has been very successful in having that whole community on gas, 
for example, but also looking at new technolo^es. But it has been 
totally eliminated out of your budget, and this is how it reads: “The 
detailed justification” — that is what it is listed under. It “reads: 
‘Consistent with the administration policy to phaseout inefficient 
fossil fuel subsidies.’” That is it. That is the detailed justification. 

I would say that gas, which you have mentioned more than once 
here, as well as others. Secretary of Interior, EPA, the President, 
is a very important part of the equation in dealing with our long- 
term energy policy. So if I could get a little more justification, be- 
cause honestly this is an incredible project that has brought great 
technology to the field when it comes to gas, oil and gas explo- 
ration. It is why in a lot of places — and the Chairman’s State is 
very successful, it is because some of the gas exploration tech- 
nology, fracking as well other things, were developed in Alaska. 

So just help me understand it and why you have cut that from 
your budget totally, not even lowered it but totally eliminated it. 

Secretary Chu. Well, I am not sure which one. I know of one 
item of gas in Alaska that was shifted from fossil energy to the Of- 
fice of Science. This is a — it is a cooperative research with, I think, 
Conoco 

Senator Begich. It is Conoco. 

Secretary Chu. Yes, OK. So that is the one. So that one is one 
that is looking at research into whether one can extract gas from 
methane hydrate formations under the ground. I actually support 
that, and it has been transferred over into the Office of Science, but 
we hope to continue — and it is a research thing. It is not a subsidy 
of oil and gas, and 

Senator Begich. Well, I agree with you. The justification 
seemed 

Secretary Chu. Right. And so — but it has not been killed. That 
program has been moved over to the Office of Science and what we 
want to do is we want to do research. Again, if you look back in 
the fracking, long before, the major oil and gas companies were not 
interested in that. 

Senator Begich. That is right. 

Secretary Chu. They did not think it would 

Senator Begich. Would produce anything. 

Secretary Chu. Right. And so in terms of research, we think that 
there — you know, it is difficult. Methane hydrates, as you may 
know, they were found because they plugged up oil and gas 
lines 

Senator Begich. That is right. 

Secretary Chu [continuing]. Because as you release the pressure, 
it freezes 

Senator Begich. Right. 
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Secretary Chu [continuing]. As we saw, actually, in the Gulf of 
Mexico, in the deep Gulf. And so — ^but there is a tremendous 
amount of natural gas in methane hydrates, both underground and 
off the continental shelf. If you think that fracking of natural gas 
can perhaps double our natural gas supplies, if you can safely, en- 
vironmentally, responsibly extra methane hydrates 

Senator Begich. It is huge. 

Secretary Chu [continuing]. It is much bigger. 

Senator Begich. That is right. 

Secretary Chu. And then you can really think of doing things 
like reforming natural gas to hydrogen and sequestered carbon. 
There are many opportunities. But it is still research, and 

Senator Begich. Good. So I am going to hold you to that, because 
I have only got about 30 seconds left. 

Secretary Chu. OK. 

Senator Begich. But let me just say that what I hear you saying 
is it is transferred. It is still happening on some level of research. 
And the language that was utilized in justification may not have 
been the most accurate in description of what happened to that. 

Secretary Chu. Yes. I have personally known about that program 
for a couple of years 

Senator Begich. Right. 

Secretary Chu [continuing]. And I am very positively disposed to 
it because it is research. It is not — again, it is not underwriting of 
commercial interests, because right now, the gas companies are 
staying away from it, quite frankly, the oil and gas companies, be- 
cause — 

Senator Begich. But in this case, we have a partner, which 
is 

Secretary Chu. Well, it is not only a partner. We need this part- 
ner because they actually have the equipment that we could not — 
so they are actually, in a certain sense, loaning us — they are 
using — ConocoPhillips-BP is loaning us this equipment, if you will, 
working with us. The program is dictated by the Department of 
Energy research scientists 

Senator Begich. Right. 

Secretary Chu. And they are willing to say, OK, we will partner 
with you. You can — because we could not afford 

Senator Begich. I hear you. Let me end there and just ask one 
question. Does the President have an energy team that is devel- 
oping an energy policy for this country, and who are they? And I 
will leave it at that. 

Secretary Chu. Yes, and this was actually in an earlier question, 
asked before. We have not in the past had a coherent — I would 
start with, more modestly, first, where we are in energy technology 
and where the most probable outcomes will be in the coming years 
and what the cost will be. And so we are embarking — I talked yes- 
terday to the 0MB about this and it is set in plans, and my next 
step would be to Senator Bingaman and Murkowski’s committee to 
talk to them about it, but to be able to start a review of the tech- 
nologies that would then form a basis for the energy policies. You 
need sort of a knowledge of the technologies, where they are going, 
and how might they be accelerated, and then from that you formu- 
late policies, and that is our intent. 
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Chairman CoNRAD. Senator Cardin. 

Senator Cardin. Thank you, Mr. Chairman. Secretary Chu, it is 
always a pleasure to have you before our committee. 

Just following up a little bit on Senator Begich’s point, it seems 
to me, though, that to have an energy policy that is going to be 
right for America, that three goals must be met, and that is one 
of energy independence so that we are not held hostage to coun- 
tries who disagree with our way of life or circumstances that hap- 
pen globally that disrupt our economy and our security. 

And second, we have to do it in a way that is smart for job 
growth. Clean energy is a way that we can create more jobs here 
and keep more jobs in America. 

And then, of course, third is the environment. This is a serious 
risk we have on the environment. In your exchange with Senator 
Portman, you sort of gave up, and I think it is right, that we will 
not be able to pass a comprehensive bill. We tried that. I think that 
is regrettable because I think until we have a proper price for pol- 
lution, it is going to be very difficult to put in place an energy pol- 
icy that is right for America. 

So I do not want to give up on the pricing of carbon. I do not 
want to give up on the way of energizing our economy to solve 
these problems. But I do think we have to look at steps now that 
are politically realistic, and I think the way that you have pre- 
sented it is what we will need to do. But do not ever give up where 
we need to be as a nation, not only for America’s security, but for 
international leadership on a lot of these issues. 

I want to ask a specific question, following up on Senator 
Portman’s comments about nuclear energy. As you can tell by my 
previous comments, I am a strong believer that to solve our energy 
problems in America, we have to use less energy, we have to de- 
velop alternative and renewable energy sources, we have to con- 
tinue with technology growth, all of the above. 

But part of it is obviously, to me, is nuclear power, that we need 
to move forward with nuclear power, which leads me to the concern 
that we now have the appetite and need for more loan guarantees 
than the budget will allow us to move forward with at the current 
time. Part of it is the fact that we do not have enough money up 
for loan, enough capacity for loan guarantees, and the second is the 
manner in which 0MB scores these loan guarantees, which at 
times discriminates against a State based upon its regulatory 
structure. 

I represent Maryland. Maryland is prepared to move forward 
with a nuclear power plant at Calvert Cliffs and we are in the proc- 
ess, and it is not really aimed at that specific application, because 
I think that process is moving forward and we thank you for your 
help in that regard. But if we are going to accomplish the need for 
nuclear power in America, then we have to sort of get a handle on 
the realistic cost of this. It is my understanding that the risk factor 
of these loan guarantees are very minimal, so it actually will be 
beneficial to our budget and our economy. So it is going to be a 
plus, not a negative. 

So I just urge you as we go through this process of trying to 
move forward with loan guarantees for nuclear power plant expan- 
sions or construction, that we work together as a team here and 
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figure out the problems that 0MB might have so that we can get 
more action for the dollars that are available. 

Secretary Chu. Yes, Senator. So what you are — for others in the 
room, I know you will understand this, but what you are referring 
to is what is called the credit subsidy in a loan guarantee, that the 
$36 billion we are asking for is scored by CBO as 1 percent cost, 
even though we have to prove to 0MB that it is zero cost to the 
taxpayer. 

So the credit subsidy is, loosely speaking, what we would call a 
loan, mortgage insurance, should the project be delayed, something 
of that nature, and the payment of the loan be delayed, that the 
government could still recover its investment. And so it is essen- 
tially insurance that is then paid to Treasury. And in that amount 
of money, that comes from the company. It does not come from the 
Federal Government. And if that amount is too high, then it is pro- 
hibitively costly. If, let us say, you want to mortgage, but the mort- 
gage insurance is half the cost of the mortgage, that is pretty high 
and the mortgage might not be so desirable. 

So we are working with 0MB. Now, by statute, 0MB has the 
final authority ruling on what that credit subsidy should be. They 
make a determination of the likelihood that the loan might default 
and the U.S. Government cannot get its resources back. Therefore, 
that company has to pay that insurance to the Treasury. It is that 
probability that that will happen. 

And so we certainly are willing to work with 0MB to try to fig- 
ure out what is the best way of assessing the most accurate prob- 
ability that these loans will not be paid back. I think the nuclear 
industry — the highest risk is that there would be delay in construc- 
tion. It is not as though this thing will not work. That, we know. 
We have done 107 nuclear commercial reactors in the United 
States. We know they will work. And so the risk is a delay, and 
then to what extent. So we are working with 0MB to try to see if 
we can have a good assessment of what that risk is. 

Senator Cardin. I appreciate that, and let me just underscore 
the point. You have to set it at a rate where it will not cost the 
taxpayers any money, and yet it still gets scored as an issue be- 
cause of the 0MB formula. 

Secretary Chu. It is actually a little more — for these type of 
loans, the nuclear loans, we have to convince the 0MB, and it has 
to be scored as no cost, and then it is a probability of default, so 
you will not get paid back, or at least the pay-back would be a long 
period of time. So we have to convince 0MB that it costs the tax- 
payers zero, but then the CBO says, no matter what you do, we 
will still charge you 1 percent, and that is just the way it is. 

Senator Cardin. Well, I 

Secretary Chu. And so that is beyond my comprehension as a 
physicist 

[Laughter.] 

Senator Cardin. You know, it is beyond our comprehension, also. 
But I think what we need to do is to work closely together between 
Congress, 0MB, and DOE, because I think there is a real commit- 
ment here to make sure the capacity is there to move forward on 
approved nuclear reactors, where it has gone through the process 
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and where it is reasonable to expect that the loan guarantee is part 
of the overall equation. 

So I think there is a number that we all should be able to come 
together with and I very much appreciate the way that you ex- 
plained it, not only to those who were unfamiliar with this issue, 
but even those of us who are familiar, because I think you laid it 
out in the best way. Thank you very much. 

Chairman CONRAD. I want to thank the Secretary for your ap- 
pearance before the Budget Committee today. I also want to thank 
you for your service. It is so important to the country that people 
of your quality and your character are willing to serve in these po- 
sitions, and we very much appreciate it. And we appreciate the 
time that you have spent with the committee this morning. I think 
it has been very valuable for the members. It has certainly been 
valuable for me. 

The committee will stand adjourned. 

Secretary Chu. Thank you. 

[Whereupon, at 11:51 a.m., the committee was adjourned.] 
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QUESTION FROM SENATOR ENZl 

Qla. The Department of Energy has been bartering uranium from the federal excess 
uranium stockpiles to pay contractors for services for accelerated cleanup of the 
Portsmouth Ohio enrichment facility. I am concerned that these barter transactions 
have an adverse impact on the price of uranium and also make the ability to obtain 
financing for new mines very difficult. Further, I am concerned that the practice of 
bartering uranium circumvents the usual appropriations process where Congress 
determines how much money to appropriate for specific cleanup operations. 

Does the Department plan to continue bartering uranium for services, and it so, how- 
much uranium will be transferred for this purpose in FY 2011? 

Ala. On March 2, 201 1, Secretary Steven Chu issued a Determination of no adverse 

material impact authorizing uranium transfers to fund accelerated cleanup activities at 
the Portsmouth Site in Piketon, Ohio from 201 1 through the third quarter of 2013. 

The Determination authorizes the Department to conduct transfers on a quarterly 
basis, with no more than 450 metric tons (MTU) natural uranium equivalent to be 
transferred in a quarter and no more than 1,605 MTU natural uranium equivalent per 
year during calendar year 201 1, 2012 and 2013, to fund accelerated cleanup work at 
Portsmouth. 


1 
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QUESTION FROM SENATOR ENZI 

Q1 b. The Department of Energy has been bartering uranium from the federal excess 
uranium stockpiles to pay contractors for services for accelerated cleanup of the 
Portsmouth Ohio enrichment facility. I am concerned that these barter transactions 
have an adverse impact on the price of uranium and also make the ability to obtain 
financing for new mines very difficult. Further. I am concerned that the practice of 
bartering uranium circumvents the usual appropriations process where Congress 
determines how much money to appropriate for specific cleanup operations. 

1 also understand that when the Department has announced its intent to barter more 
uranium for services it often causes the market pirice for uranium to fall. Aren't these 
bartering practices diminishing the value of this government asset? Wouldn't the 
Department be able to get more value for excess government uranium if you sold this 
material into the long term commercial market as the producing industry has urged 
you to? 

Alb. The Department recently reviewed the five transfers to USEC which took place from 
December 2009 through October 2010 for accelerated cleanup services at the 
Portsmouth site. The transfers were in amounts of approximately 250 metric ions 
uranium equivalent (MTU) as uranium hexafluoride (UF6) for a total of 1 123 MTU, 
and USEC auctioned off the uranium to the highest bidder in an auction run solely by 
USEC. When the transfers began in December 2009, market prices for UF6 were 
trading in a range between $1 12 and $1 1 7/kg UF6, where they remained through June 
2010. The price then increased to $1 30/kg U through September 2010, the date of the 
last DOE transfer to USEC. This price trend supports the conclusion that the 
Department's transfers to its contractor did not have an adverse materia! impact on 
the market. 
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QUESTION FROM SENATOR ENZl 

Q2a. The Department of Energy has recently directed the Rocky Mountain Oilfield Testing 
Center (RMOTC) to require that companies who use RMOTC pay 100 percent of all 
testing costs as an effort to “phase out all subsidies to the oil and gas industry.” This has 
caused a layoff of more than 25 employees in the Casper. Wyoming area. 

Are you aware that non-hydrocarbon related work, including geothermal energy 
development, is occurring at RMOTC? Do you support continuing that work at RMOTC? 

A2a. As is stated in this excerpt from the Congressional Justification materials for the Naval 
Petroleum and Oil Shale Reserves account: 

The [Office of Fossil Energy] is requesting no funding for RMOTC testing in FY 
2012. FY 2012 testing will be comprised only of projects that are funded through 
100% fully reimbursable (fiinds-in) arrangements or fully funded by the Office of 
Energy Efficiency and Renewable Energy’s Geothermal Technology Program to 
validate co-produced, geopressured, and low-temperature geothermal 
technologies. RMOTC will continue its collaboration with EERE to continue to 
provide a testing center in support of the Low-Temperature and Co-Produced 
Geothermal program. 
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QUESTION FROM SENATOR ENZI 

Q2b. The Department of Energy has recently directed the Rocky Mountain Oilfield Testing 
Center (RMOTC) to require that companies who use RMOTC pay 100 percent of all 
testing costs as an effort to “phase out all subsidies to the oil and gas industry.” This has 
caused a layoff of more than 25 employees in the Casper, Wyoming area. 

Did you allow for a transition time at RMOTC so that they could smoothly transition to 
requiring 100 percent of testing costs to come from companies? 

A2b. The Department does not believe that a specific transition time is required for 

transitioning to 100 percent funds-in testing projects. RMOTC has reserved funds to 
complete the cost-shared projects that were active in FY 201 0 and to prepare final reports 
for those projects. While the number of testing projects that industry, inventors, and 
academia have proposed has certainly slowed, the Department believes that this new 
model for testing at RMOTC provides an opportunity to form strategic partnerships and 
build a sustainable business model necessary to continue testing at RMOTC. 
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QUESTION FROM SENATOR ENZI 

Q3. lam concerned thal the fossil energy loan guarantee program is moving far too slowly. 
There are projects in my slate and in states throughout the nation that will create jobs and 
increase our domestic energy supply in a way that will not cost the taxpayers’ money. 

What is the Administration doing to ensure that those loan guarantees can get issued in an 
expeditious manner? 

A3. The Department recognizes the importance of advanced fossil projects, and currently has 
several projects in process thal DOE anticipates issuing a draft working term sheet in the 
near future. Each of these projects has a number of open items that will need to be 
resolved before DOE can determine, as is required by statute, that there exists "a 
reasonable prospect of repayment of the principal and interest on the obligation by the 
borrower.” Some of these issues involve local and state legislatures or other governing 
bodies, for which the loan programs cannot force a timetable. 
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QUESTION FROM SENATOR ENZI 

Q4. The Administration's budget seeks a substantial increase in funding for the Energy 
Efficiency and Renewable Energy (EERE) program at the same time you request a 
substantial decrease in futKding for the Fossil Energy Program. Instead of picking winners 
and losers, doesn't it make more sense for the Administration to take a technology neutral 
approach and let whatever the best technology win out? 

A4. The FY 2012 request upholds the President's goals to develop America's competitive 

edge through strategic investments in our nation’s clean energy infrastructure. The need 
to exercise budget restraint forced some tough decisions across the Department in FY12. 
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QUESTION FROM SENATOR ENZI 

Q5. The FY 2012 budget includes a variety of proposals to eliminate any tax 

preferences for the oil and gas industry and for the coal industry at the same lime it 
proposes extending tax preferences for renewable energy. To me, this suggests that 
the Administration is trying to tell Americans what types of energy works best for them. 
This proposal comes in the wake of the President's supposed desire to see overall 
corporate tax refoim. Why does the Administration seek to punish traditional energy 
with tax increases at the same time you push for more subsidies for the renewable 
industry? 

A5. Whenever possible, the Administration has advocated energy policies that enhance the 
economic, environmental and national security interests of the United States, while 
remaining as technology-neutral as possible. This is one reason why the President has put 
forward the idea of a broad clean energy standard. Such technology-neutral policies will, 
over time, reduce the need for subsidies for specific classes of technologies. However, 
some emerging technologies may temporarily require subsidies in order to catalyze early 
market penetration. Such policies will make it more likely that the United States will be 
a global leader in clean technology innovation, manufacturing and export, and will 
benefit all Americans. 
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gi'i:.sriON from si-na for corna'n 

l ossil Fuels 

Q1 . 1!1A figures show tliul in 2008 dollars per barrel of oil eciiii\ aleiH. the total onshore and 

offshore cost in the U.S. is $4 1 .03. uhilc the Middle Fast is S ! 6.03. and the worldu idc 
average is .S34.34. making the L'.S. a high cost place to conduct oil and gas operations. 

Based on your earlier acknowledgement that fossil fuels w ill be a |rarl ol'our energy mix 
for the next half eeiuiiry. how does increasing taxes on .American-made oil and gas 
reduce our depemienee on foreign sources? 

A1 . Rising prices at the pump affect everybody, which is why ue need to make our.selves 

more secure tuul control our energy future hy harnessing all of the resourees that we hare 
ar ailable and embracing a diverse energy portfolio. When President Obama took ofliee. 
.America imported 1 1 million barrels of oil a day. He has pledged that by a little more 
than a decade from now . we will have cm that by one-third, and pul forwurd ;i plan to 
secure America's energy future by producing more oil at home and reducing our 
dependence on oil by leveraging cleaner, alternative fuels and greater efnciency. fhe 
.Administration's BlucitrmjJor g Sjair^ the eoniiirehensir c 

national energy pt'licy that this .Administration has pursued since day one. and which we 
will build upon to secure our energy future. It includes a comprehensive program to 
develop and secure our energy supplies, priwidc consumers with choices to reduce costs 
and save energy . ;ind to inno\ alc new and cletiner energy technology , 

While there is no siU cr hullei to address rising gas prices in the short term, there are steps 
we can take to ensure the .American people don't fall \ ielini to skyrocketing gas prices 
over the long term. One oflho.se steps is to eliminate unwarranted tax breaks to the oil 
and gas industry and in\ esi that rer eiiue into clean energy to reduce our dependence' on 
foreign oil. Our outdated lax laws currently prov ide the oil and gas industry more than 
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$4 billion per year in these subsidies, even though oil prices are high and the industry is 
projected to report outsized profits this quarter. In fact, in the past CEO’s of the major oil 
companies made it clear that high oil prices provide more than enough profit motive to 
invest in domestic exploration and production without special tax breaks. As we work 
together to reduce our deficits, we simply can’t afford these wasteful subsidies, and that 
is why the Administration proposed to eliminate them in the FYl 1 and FY12 budgets. 
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griiSTioN i-'ROM si;nat()R c'ornyn 

I'ossil Fuels 

y2. HIA figures show llint in 2008 dollars per liarrel of oil eriuivalcnl. the total onshore and 
olTsliore cost in the I '.S. is 1.03. while the .Vliddie I'tist is SI 6.93. and the worldwide 
average is S34.34. making the (;.S. a high eost place to conduct oil and gas operations. 

Has the .Administration done any anah sis on how these domestic energy ta.\ hikes would 
impact the 9.2 million Jobs that the industry supports? 

.A2. While the Department has not done an independent analysis of this issue, we would note 
that the Assi.stant .Secretary I'or Economic Policy and C hief Economi.st, I I.S. Department 
ofTreasury. .Man li. Krueger, testified before the Senate Committee on 101 ^ 1100 . 
Subcommittee on Energy . Natural Resources, and Infrastructure (September 10. 2009) 
that the I rcasury Department estimated "... thtil the decrease in domestic production due 
to these proposals w ill be le.ss than one halfof one percent, even in the long nm...|andj... 
because domestic crude oil production is not expected to change appreciably, 
employment in the oil extraction sector \\ouid likewi.se not be expected to change bv a 
significant amount." .Mr. Krueger also stated that "...it i.s imponant to note that the oil 
and gas industry is about ten limes more capital intensive than the 1. .S. econom\ as a 
whole. Consequently, sub.sidizing oil indiistrv production is not an effective iiolicy for 
raising labor demand." 


In addition, plea.se see the recent Congressional Research Service anal) sis of the extent to 
which prnpo.scd tax ch;mgc.s on the oil indnstr) are likely to affect dome.stie gasoline 
prices ( hitn:' democr at s. senatc.i’oc ixlfs 2 01 111.^1 l-ers-ai uilvsis-on-aas -in ices.ixin. 
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QUESTION FROM SENATOR CORNYN 
Nuclear Loan Guarantee - South Texas Project 


QI . The President’s budget includes $36 billion of additional loan guarantee authority for 
nuclear power facilities. I appreciate this fact. My state of Texas is no stranger to 
nuclear power. As some of you know, a nuclear facility is located near Bay City, Texas 
called the South Texas Project, and it is one of the newest and most productive nuclear 
power plants nationwide. This twin-reactor facility currently produces 2,700 megawatts 
of electricity, enough to serve more than two million homes in Texas. Not only will 
Texas benefit from the energy production; the construction of this nuclear project will 
create approximately 6,000 jobs and $9 billion of economic activity for Texas. 

I understand the project’s loan guarantee application is currently in the inter-agency 
review process and is being evaluated by 0MB and Treasury at this time. Do you have a 
timeline as to when you expect this project to be brought before the Credit Review 
Board? 1 would appreciate any assistance you can provide to ensure this project is 
evaluated in the next few weeks. 

A1 . The Administration recognizes and supports nuclear energy as a vital part of our national 
clean energy portfolio. As you are aware, we issued conditional commitments for $8.33 
billion in loan guarantees for the expansion of the Alvin W. Vogtle Electric Generating 
Plant in Burke, Georgia in February 2010. This would mark the first nuclear power plant 
to begin construction on United States soil in over thirty years. 


While DOE is unable to discuss specific, pending applications, 1 can assure you that we 
work diligently on every project - including nuclear power projects, which are reviewed 
by a deeply experienced team of technicians, investment officers, and lawyers - to ensure 
that they move through our process as quickly as possible. 
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QUESTION FROM SENATOR MERKLEY 


Better Buildings Initiative 

Q1 . I applaud the Administration’s Better Buildings Initiative. You and I have both long 

advocated that energy efficiency is the cheapest and fastest way to transform our energy 
economy and reduce pollution. During the current economic downturn, it’s also an 
incredible job creator. 1 was particularly glad to see that the Administration included 
loan guarantees for commercial buildings. 1 strongly support residential energy 
renovation programs but 1 think commercial buildings are not being sufficiently 
addressed in general. 1 also strongly support your approach of making loans and loan 
guarantees. Since energy efllciency produces finaneial savings for building owners, in 
the form of reduced energy bills, there is a revenue stream that can be used to pay off the 
loan, and government loans can be leveraged much farther than grants or rebates. 1 have 
proposed a bill that would give loan guarantees to financing entities - banks, utilities, or 
local governments - who could make the loans at a retail level. 

How are you proposing to structure the Better Buildings Initiative? Would individual 
building owners be applying for loan guarantees? If so, are there efficiency challenges in 
having the Department of Energy work directly with individual building owners? Will 
you also include onsite renewable energy, such as solar and geothermal heat pumps? 

A I . The Better Buildings Initiative ineorporates a number of efforts including tax incentives, 
financing programs, grants, and general challenges along with efforts to improve and 
expand related workforce training to enhance jobs creation. While the President’s budget 
request includes a provision for loan guarantees as part of the initiative, detailed 
provisions have not yet been identified yet. 
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QUESTION FROM SENATOR MERKLEY 


Better Buildings Initiative 

Q2. I applaud the Administration's focus on community institutions such as schools and 
hospitals in the Better Buildings Initiative. In Oregon, many communities arc finding 
that these institutions are a very good size to use biomass for heating energy. They don't 
have to truck in oil or other petroleum products to rural areas that don't have gas and the 
efficiency and scale of biomass are better-sized to be able to be supplied by local forest 
materials. Are you open to including biomass boiler replacements in the program? 

A2. Yes, we are open to including biomass boiler replacements in the program, however, the 
technology needs to be cost effective and provide energy efficiency benefits. In some 
areas, local ordinances or regulations may prohibit the use of biomass boilers. 
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QUESTION FROM SENATOR MERK.LEY 

Electric Vehicles 


Q3. You are probably aware that Senator Lamar Alexander and I introduced an electric 
vehicle deployment bill last year. It has a lot in common with the electric vehicles 
deployment plan the Administration has announced, in particular the focus on 
competitive grants to communities to deploy electric vehicles. I think this is a key way to 
accomplish two goals. The first goal is achieving higher levels of market penetration. 
Given the urgency of our dependence on foreign oil, made even clearer by rising gas 
prices and turmoil in the Middle East, 1 believe we need to figure out how to encourage 
much faster adoption of electric vehicles than hybrids saw. The second goal is to 
determine best practices for adoption, by allowing multiple communities to experiment 
with different approaches and determine the best methods. 

We have heard some concern that the administration proposal would spread too little 
money across too many communities, and that we might get more helpful results by 
focusing on bigger grants to really promote deeper deployment. What are your thoughts 
on this? 

A3. The Department has examined various ways to implement a competitive community 

grant program supporting electric vehicle infrastructure and reform of regulatory barriers, 
considering options for the potential number of communities and potential amount of 
funding per award, among other factors. We believe a plan for awarding up to 30 grants 
of up to $10 million each is appropriate for several reasons. Among them, these 
community grants would require strategic partnerships that highly leverage local and 
private funds, raising the total project amount to $20 million or more, depending on 
participant cost share - enough for example for thousands of chargers in each region, in 
addition, auto manufacturers will sell PEVs in cities across the country. Finally, the 
funding for electric charging infrastructure made available through this program would 
help to overcome a significant early market barrier and lay the foundation for future PEV 
market growth, following carefully-developed strategies for locating initial public 
infrastructure based on local travel patterns, for example. As consumer demand grows 
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and markets transition from early adoption to more mainstream use, private-sector 
investors should see a business case and an attractive opportunity to invest in additional 
electric charging infrastructure development. 
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QUESTION FROM SENATOR SESSIONS 

Qia. For each of the following technologies being subsidized by the Department of Energy, 
can you estimate when you expect the technology will be commercially available and 
fully penetrate the relevant market: 

■ 1 00% electric vehicles with a range of at least 1 00 miles. 

• Automobile batteries that will run 300 to 400 miles on one charge. 

Ala. The Department is investing in the research and development (R&D) of a broad range of 
advanced vehicle technologies, including advanced combustion, fuels, and materials 
technologies, as well as electric drive, that can significantly reduce our nation’s 
petroleum consumption and greenhouse gas emissions. We foresee a transportation 
future with a mix of clectric-drive vehicles including battery-electric vehicles (BEVs), 
plug-in hybrid electric vehicles, and other advanced vehicles that use low carbon fuels 
such as renewable electricity or biofuels. We do not expect to see BEVs penetrate 100% 
of the market in the near term. 

The Department’s R&D is focused on overcoming critical barriers to technology 
commercialization and subsequent market penetration. It is important to note, however, 
that the time required for turnover of the nation's fleet is approximately 1 5 years, and 
current trends show consumers of both new and used vehicles are holding onto their cars 
for longer periods of time, potentially lengthening the time required for new technologies 
to penetrate the market.' Electric drive technology has made great progress over the last 
decade and is commercially available today. For example, Nissan introduced the Leaf, a 
BEV with an estimated 100-mile range, in late 2010, and other auto manufacturers have 
announced plans to introduce additional BEVs (as well as other plug-in electric vehicles) 

' Vehicle Technologies Program Fact of the Week, January 3, 2011, “Omsumers Hold Onto Vehicles Longer," 

http;//wwwl.eere,energy.gov/vehicle5andfuels/facts/2011_fotw656.html 
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over the next several years. For these vehicles to fully penetrate the market, however, we 
must reduce the cost of electric-drive technologies, including batteries. The 
Department’s robust battery R&D effort is focused on reducing the cost of lithium-ion 
batteries from $8(K)/kilowatt-hour (achieved in 2010) to $300/kilowatt-hour by the 
middle of this decade. 

Automobile batteries that enable a 300- to 400-mile vehicle range require a significant 
technology breakthrough. The Department, through coordinated research programs 
among the Office of Energy Efficiency and Renewable Energy, Office of Science, and 
the Advanced Research Projects Agency-Energy (ARPA-E), is examining a variety of 
battery chemistries and technologies to achieve this ambitious goal. 


17 



912 


QUESTION FROM SENATOR SESSIONS 

Q1 b. For each of the following technologies being subsidized by the Department of Energy, 
can you estimate when you expect the technology will be commercially available and 
fully penetrate the relevant market; 

■ Photovoltaic systems that will meet at least 10 percent of our nation's 
electricity needs. 

Alb. Currently, photovoltaic (PV) systems represent less than 0. 1 % of the U.S. electricity 
generation capacity. The goal of the SunShot program is to reduce the cost of solar 
technologies to be competitive with conventional generation without subsidies by the end 
of the decade. This would equate to a 75% reduction in installed cost, to approximately 
Sl/Wattoc for utility scale systems. Achieving this goal would greatly accelerate 
progress toward meeting 10% of U.S. electricity generation needs from solar energy. 

It should be noted that current cost trends reflect significant expenses due to permitting, 
interconnection, and inspection delays; so-called “soft" balance-of-system costs that are 
predominantly due to local and state regulation. DOE is aggressively working with 
states, cities, and other stakeholders to address these issues. DOE is also investing in 
innovative approaches to cost reduction of conventional “hard” balance-of-system 
components such as installation labor, mounting hardware, wiring, and power electronics. 
These costs are over half of total PV system costs and to date have lagged behind 
reductions in PV modules. Continued strong investment in both of these areas could lead 
to rapid system cost reduction and combined with continued research, development, and 
demonstration of PV and concentrated solar power (CSP) technologies - tightly 
coordinated with ARPA-E and the Office of Science (SC) - is central to the DOE’s 
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strategy for meeting the SunShot cost goals and increasing the penetration of solar 
technologies. 

Meeting the SunShot goal will require investments in research, development, and 
demonstration that are closely linked with the efforts of ARPA-E and SC. The FY12 
budget request supports this ambitious program within HERE, and would enable EERE to 
help address the competitiveness gap that currently exists. The EERE efforts are 
supported by proposed new SC activities to support new scientific research focused on 
understanding the fundamental mechanisms of the degradation of photovoltaic materials 
during use and by ARPA-E projects that focus on “out-of-the-box" transformational 
energy research that industry by itself cannot or will not support due to its high risk. The 
SunShot Initiative goals are targeted to be reached within the decade. 
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QUESTION FROM SENATOR SESSIONS 

Q2. Recent analysis shows that less than half of the slates with clean energy standards are 
meeting, or on track to meet, their goals. Also, states with renewable energy mandates 
have electricity costs that are 40% higher than those who don't. Given the experience of 
the states, are you confident the goals of a national clean energy standard can be met? Do 
you view higher electricity costs as an acceptable risk of adopting a national clean energy 
standard? 

A2. The Administration’s proposed clean energy standard is defined broadly, such that 

natural gas, renewables, nuclear and carbon capture and storage technologies could all 
count toward the standard. Such a broad design will allow the market, rather than the 
government, to choose technology winners, to allocate capital appropriately and to 
minimize overall costs to consumers. In addition, the breadth of the standard, which is far 
greater than a typical renewable energy standard, ensures that the goals can be met; even 
if one or more technologies does not commercialize at a large scale as quickly as 
anticipated, the CES goals can be satisfied through a range of other clean technologies. 
Over time, the CES would transform the power sector in a way that will enhance all 
Americans’ access to clean, safe and affordable energy. 
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QUESTION FROM SENATOR SESSIONS 

Q3. The Administration proposes spending an additional $2.4 billion for FY12 on Department 
of Energy compared to this year. We will need to borrow every dollar of that increase, 
half of that will likely come from foreign sources. With this increase, you are proposing 
we pay another $1 billion more in interest payments to foreign creditors over the next 1 0 
years. Why not freeze the Department’s level of spending and use the $2.4 billion you 
propose to spend to lower the deficit and decrease our payments to foreign creditors? 

A3. The President’s FY 201 2 Budget lays out the policy priorities of the Administration and 
remains a good starting point for developing funding levels. With the fiscal year 2012 
budget request, the Department of Energy will make critical investments in science, 
research and innovation that will create jobs, grow the economy, and position America to 
lead the global clean energy economy. Two of the primary engines driving our 
prosperity are education - particularly science, technology, engineering and mathematics 
education - and energy. The country that leads the way in this multi-trillion dollar market 
will benefit enormously. The investments proposed in this budget will pay dividends that 
outweigh the near-term costs. 
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QUESTION FROM SENATOR SESSIONS 

Q4. GAO continues to identify the Department of Energy’s contracting as a high risk of 
waste, ftaud and abuse. This encompasses nearly 60% (over $16 billion) of the 
Department’s budget, GAO noted that nearly one-third of the contracted projected 
funded by S6 billion in stimulus funds were already experience cost overruns and/or were 
behind schedule. Shouldn’t you get this problem under control before asking for more 
money for the Department? 

A4. In July 2010, the GAO completed a report on Environmental Management’s (EM) 
Recovery Act projects. The report assessed the performance of EM’s eighty-four 
Recovery Act projects through March 2010. It is important to note that EM obligated the 
majority of its Recovery Act funds by fall 2009, slightly behind its initial plan. As a 
result, most of the eighty-four Recovery Act project were still ramping up at the end of 
2009 and beginning of 2010. In spring and summer 2010, EM added an additional seven 
projects, bringing the total to ninety-one. 

At the time of the report, GAO stated that nearly 1/3 of the eighty-four projects were 
behind either on cost and/or schedule. However, the questioned status of some of these 
projects was attributable to the timing of finalizing obligations. If adjusted for the timing 
of obligations, many of these projects were actually on schedule and in accordance with 
the implementation timeline. Moreover, some of the questioned projects faced general 
issues with starting up the projects. EM has addressed these start-up issues, resulting in 
on average not more than 4-5 projects (4-5%) being behind on scheduled and/or cost at 
any given time. When looking at EM’s portfolio of ninety-one projects, its cumulative 
Cost Performance Index (CPI) is 1.06 and the Schedule Performance Index (SPI) is 1.01. 
A CPI and SPI above 1 indicate that EM is efficiently utilizing resources and that its 
projects are ahead of schedule. 
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As of April 2010, EM has already completed 21 Recovery Act projects. Moreover, EM 
anticipates that an additional 56 more will be completed by September 201 1 , 1 1 more by 
September 2012, and the final 3 by end of calendar year 2012. To date EM has paid out 
over $4.2 billion (71%) out of its $6 billion allocation. 
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QUESTION FROM SENATOR MURRAY 

Ql. Secretary Chu, Tm pleased that the DOE Environmental Management budget has a slight 
increase, which-as 1 also told Director Lew-I view' as a sign that the Administration 
recognizes its legal obligations. 

I appreciate the time and effort that you have put into making the EM budget compliant 
for fiscal year 2012. But I’m very concerned that at these funding levels, you’re pushing 
off work across the complex that needs to be done in fiscal year 1 2 to ensure DOE meets 
its legal obligations moving forward. 

Can you assure that at these proposed funding levels, that the EM program will be 
compliant in fiscal year 2013? If that is not the case, what is your plan moving forward 
to ensure compliance in out years? 

Al. Thank you for recognizing that our fiscal year (FY) 2012 funding request positions 
Environmental Management to support completion of all FY 2012 enforceable 
milestones. Maintaining compliance with agreements and orders derived from federal 
and state environmental laws and regulations is one of the primary criteria the 
Department of Energy uses in formulating the Environmental Management budget. The 
Department will ensure it considers all factors, including meeting its compliance 
obligations, as it develops its FY 2013 budget. 
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QUESTION FROM SENATOR MURRAY 

Q2. Mr. Secretary, 1 also appreciate that the Administration is committed to modernizing our 
nuclear weapons facilities in the coming years, and I noticed that OMB has said it will 
ensure that ftiture allocations to that effort will occur in the required amounts. As you 
know, Secretary Chu, it’s unusual for the federal government to commit itself to future 
funds like that. 

As I have been saying for years, this is exactly where we need to go with EM budgets. 

For fundamental legal reasons, and because there is also massive amounts of human and 
monetary capital wasted when EM doesn’t have stable budgets, we need to make sure 
that the Administration budgets effectively over the long term to meet required 
compliance deadlines. 

How can Congress and this Administration work together to develop a clear and 
consistent approach to EM budgets over the long term, similar to NNSA? 

A2. The Administration has a clear and consistent approach to funding for the Department of 
Energy’s (DOE) Environmental Management program as reflected in the 2012 Budget. 
The Budget proposes $6. 1 3 billion for the cleanup program, +S83 million more than the 
201 1 budget request and +$122 million more than the 2010 enacted level. This includes 
sufficient funds to provide DOE the opportunity to meet all FY 2012 enforceable 
milestones in its various cleanup agreements, including the Hanford Tri-Party Agreement 
to protect the Columbia River. The Administration also is concentrating on 
improvements in management and oversight of the program and activities in EM, with 
the aim of maximizing performance from the funds we allocate to the program. TTie 
Administration recognizes the Department’s cleanup obligations and ivill work with 
Congress to meet these environmental requirements over the long term in a fiscally 
responsible manner, 
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QUESTION FROM SENATOR MURRAY 

Q3. Secretary Chu, I find it disconcerting that DOE is reducing funding for fuel cell 

technologies when many other companies, including those in Europe and Asia, are 
increasing investments in fuel cell programs. The United States is currently leading the 
world in this technology, which has great potential to become an export technology. 
However, without continued investment, wc will fall behind other countries. 

I am concerned by the cuts to the fuel cell program, and in particular the elimination of 
the market transformation program, which has accelerated deployment of fuel cell 
technologies. In my home slate of Washington, a company called ReliOn has 
successfully used Market Transformation Program dollars for back-up power to 
emergency communications equipment, which replaced use of fossil fuel equipment. 

Mr. Secretary, 1 absolutely agree with yoin view that we should do now what we can do 
now on fuel cells. Which is why I am surprised that the budget request completely 
eliminates the Market Transformation Program, which is aimed precisely at moving 
applications that are available now to commercial markets. 

Given the President's focus on investing in innovation, the robust funding proposed for 
other sources of clean energy alternatives, and the proven success of the Market 
Transformation Program, what is the justification for elimination of this successful 
program? 

A3. The Department agrees with the importance of continued investment in clean energy 
technologies, including fuel cells, and recognizes the benefit of market transformation 
activities. In fact, although not reflected in the FY 2012 budget request, the Department 
invested $43 million under the Recovery Act to enable the deployment of up to 1,000 fuel 
cells for early market applications such as forklifts and backup power. This additional 
funding will allow the Department to collect data on the performance and cost of fuel 
cells for early market applications, deferring market transformation funding decisions 
until this data becomes available. A number of domestic companies, including the one 
mentioned above, were recipients of Recovery Act funding. In the mean time, funding is 
invested in critical research and development to ensure that domestic companies continue 
to develop their technologies. Other mechanisms such as the investment tax credit and 
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grants in lieu of tax credit (section 1 603) allow companies to take advantage of incentives 
available for commercial deployments. 
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Qi;i:s HON from senaior Murray 

0-4- As OOF’ builds toward I’residcnt Obama's dean energy economy, how will DOF! 

evaluate a resource's contribution to and polential to meet tliesc important, ambitious 
energy and cn\ ironmental goal.s? W'hal role does DOE anticipate for hydropower in 
helping to meet these objectives? 

.\-4. Hydropower generated about 7%‘ ol'l '..S. eleetricity in 20(W. with a peak capacity of 78 
(iW. corresponding to about 7..s% of U'.S. eapaeilv. I ly dropower is particularly \ aliinhle 
as a renewable generating resource, as it is well suited for both base-load and \ ariitblo- 
loud operation. Pumped storage hydropower (PSH) is u.sed for utility-scale energy 
storage, PSH has the ability to enable greater penetration of other, \ ariable renewable 
energy resources, such as .solar and wind. I he current pumped .storage hy dropower 
capacity in the U.S. is about 21 GW. 

New' hydropower de\ elopnictit is possible across scweral di iTerenl resource types, 
including (a) capacity upgrades and ellicicncy improvements at existing hydropower 
facilities, (b) adding power plants at e.xisting. non-powered dams, and (e) installing new 
hydropower power capacity on constructed waterways. It is estimtiied that there is an 
unlappcd eonsentionni hydropower resource ofappro.ximately 61) GW' across these areas 
of opportunity. .As most of the traditional concerns over environmental impacts typically 
as.sociated with hydropower generation can be cffeetir ely miiigaterl through technology 
upgrades and sustainable de\ ektpmeni practices, these opportunities present a low -cost, 
renewable energy resource that can help meet the .Adminislr.uion's clean energy 
economy goals. .Marine and hydrokinetic (Ml IK) energy is an emerging industry and 

■ Eluclric Pov7tif Anri; a i. ' Ek*ciric Powrr InuduMry 2D09‘ Yp^r in Revii'w", janti.iry 4. 2011 

<h{tp://www.cia.gov/cnecil/electricily/epa/fpn_sum.himl> 

* Elc’clfic Powt'f Rt>search Irslituli*. "A^sessmeni of Waivi power Poteittiai and Dovelopnipnt NewJ'.”, March 2007. 

<nttt) //vvsv\v. .i ad‘> ofg/ ypp,.’cytc/dncv''0 ? 06 HPp i rep ort pdf> 
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provides a new suite of technologies capable of capturing the energy of additional water 
resources along our nation's coastlines. 

DOE is currently undertaking detailed resource assessments to better quantify the 
potential of conventional hydropower, PSH, and marine and hydrokinetic (MHK) 
resources in the United States. Through conventional hydropower resource assessments, 
DOE is evaluating the existing hydropower fleet for potential upgrades, powering non- 
powered dams, and deploying new technologies for new small hydropower, PSH, and 
constructed waterway sites. For MHK, DOE is evaluating the potential extractable 
energy for ocean waves, ocean/tidal/river currents, and Ocean Thermal Energy 
Conversion (OTEC). These advarreed water power resources could provide additional 
renewable energy options for the United Slates. These resource assessments, which will 
be completed by the end of FY 12, provide important input to the DOE's decision- 
making process as we seek to prioritize currem and future investments. DOE expects that 
our resource assessment effons will identify substantial near-term development 
opportunities, and we are hopeful that this information will help spur further development 
of hydropower in the U.S., thus contributing to the goals of the President’s clean energy 
economy. 
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QUESTION FROM SENATOR MURRAY 

Q5. Secretary Chu, as you know, transportation emissions are a significant source of 

greenhouse gas emissions. This Administration is investing considerably in alternative 
fuels for energy security and environmental reasons; however, most of those arc focused 
on personal vehicles. As you know, air transportation is solely dependent on jet fuels at 
this time. What has DOE done to date to advance jet biofuels, including research and 
development, feedstock development, technology and infrastructure? \^at is your plan 
to take an even more proactive approach in this area? 

A5. DOE has begun to focus on the production of heavy duty fuels including renewable 

diesel, and aviation fuels. For example, the Joint BioEnergy Institute led by Lawrence 
Berkeley National Laboratory is re-engineering microbes to produce hydrocarbon fuels 
like green gasoline, diesel, and jet fuel. A subset of recently selected DOE Energy 
Frontiers Research Centers will focus on fundamental research related to producing 
advanced biofuels, such as bio-oils from microalgac, which are promising intermediates 
for the production of advanced biofuels, including green jet fuel. The National 
Renewable Energy Laboratory, Sandia National Laboratory, and other laboratories are 
also launching research into algal biofuels for the Defense Advanced Research Projects 
Agency and Air Force Office of Scientific Research. Algae-based fuels are also eligible 
for both Advanced Research Projects Agency-Energy and DOE Loan Guarantee funding 
opportunities, as well as those within the Biomass Program. 


Additionally, DOE has used Recovery Act funding to support a competitive solicitation 
for two research consortia aimed at accelerating the development of cost competitive 
advanced fungible biofuels, which include hydrocarbon fuels, diesel and jet fuel, and 
algae based biofuels which also include jet fuel. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Qla. Secretary Chu, I’m pleased to see that DOE is continuing its support for the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 2012 by including $15 million that would be used to continue 
necessary operations required to avoid wasting the $250 million of private, state, and 
federal funds to date. 

I understand you are conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

1 have been supportive of the National Science Foundation and the Department of 
Energy’s efforts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. 1 would appreciate if 
you could provide insight regarding the following questions: 

Considering the envisioned changes to the model for stewardship of the Deep 
Underground Science and Engineering Laboratory between NSF and DOE and the 
accompanying language in the President’s FY 2012 budget request, do you feel that there 
is sufficient support from the Obama Administration and NSF leadership to facilitate an 
expanded DOE role and successful completion of DUSEL in the future? 

Ala. The Administration does not plan to build DUSEL but remains committed to achieving 
the science goals of the Office of Science High Energy Physics and Nuclear Physics 
programs. We are assessing options for the Long Baseline Neutrino Experiment far 
deteetor, as well as future dark matter and neutrinoless double beta decay experiments. 

On June 1 5, 201 1, the Office of Science received a report on options for underground 
science from an independent panel of experts. The report eoncluded that the cost 
estimates for the dark matter and double beta decay experiments are still early in their 
development and are only good to one significant figure. The LBNE cost estimate is at 
approximately the level of a eoneeptual design level. The report is being eonsidered and 
no deeisions have been made yet. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Qlb. Secretary Chu, I’m pleased to see that DOE is continuing its support for the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 2012 by including $15 million that would be used to continue 
necessary operations required to avoid wasting the $250 million of private, stale, and 
federal funds to date. 

1 understand you are conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

I have been supportive of the National Science Foundation and the Department of 
Energy’s efforts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. 1 would appreciate if 
you could provide insight regarding the following questions: 

How have DOE and NSF been working together to plan for a smooth transition into a 
revised stewardship agreement on DUSEL? 

Alb. Since the decision by the National Science Board to decline further funding for 

construction of the DUSEL facility, DOE and NSF have continued to communicate about 
DOE plans for the Long Baseline Neutrino Experiment far detector, as well as future dark 
matter and neutrinoless double beta decay experiments. NSF is providing $4,000,000 to 
bridge an approximately four month funding gap between June and September 201 1 to 
keep the Homestake Mine dry through FY 2011. The Office of Science has requested 
funds in FY 2012 for continued de-watering and minimal sustaining operations to 
maintain the viability of the Homestake Mine while the DOE assessment is carried out. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Q!c. Secretary Chu, I’m pleased to see that DOE is continuing its support for the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 2012 by including $15 million that would be used to continue 
necessary operations required to avoid wasting the $250 million ofprivate, state, and 
federal funds to date. 

I understand you are conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

1 have been supportive of the National Science Foundation and the Department of 
Energy’s efforts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. 1 would appreciate if 
you could provide insight regarding the following questions: 

Does the FY 2012 budget request reflect inter-agency discussions and agreements? 

Ale. The Office of Science and NSF have discussed DOS’s FY 2012 request to continue 

dewatering activities and minimal sustaining operations at the Sanford Laboratory while 

DOE assesses cost effective options to carry out experiments planned by the High Energy 

Physics and Nuclear Physics programs. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Q2. Secretary Chu, I’m pleased to see that DOE is continuing its support for the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 2012 by including $15 million that would be used to continue 
necessary operations required to avoid wasting the $250 million of private, state, and 
federal funds to date. 

I understand you are conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

I have been supportive of the National Science Foundation and the Department of 
Energy’s efforts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. I would appreciate if 
you could provide insight regarding the following questions; 

Do you feel that the $15 million you are proposing in F Y 2012, despite the NSF’s 
proposal to provide no additional funding, is sufficient to maintain progress on this 
important national facility, leveraging the more than $250 million invested to date in 
private, state, and federal funds and preventing the imminent layoffs in South Dakota, 
California, and Illinois that would result from postponing progress? 

A2. The Office of Science requested fuitds in FY 201 2 to continue dewatering activities and 
minimal sustaining operations at the Homestake Mine in Lead, South Dakota. Before 
making further investments, DOE must assess whether the Homestake Mine is the most 
cost effective option for the Long Baseline Neutrino Experiment far detector and future 
dark matter and neutrinoless double beta decay experiments. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Q3. Secretary Chu, I’m pleased to see that DOE is continuing its support for the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 201 2 by including $15 million that would be used to continue 
necessary operations required to avoid wasting the $250 million of private, state, and 
federal funds to date. 

I understand you arc conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

I have been supportive of the National Science Foundation and the Department of 
Energy’s efforts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. 1 would appreciate if 
you could provide insight regarding the following questions; 

What is DOE prepared to do to ensure that progress and jobs aren't lost in the near term 
while IX)E evaluates its long-term options and plans in high energy physics? 

A3. DOE is not currently planning to provide any additional funds towards DUSEL in FY 

2011. Before making further investments, DOE must assess whether continued 

development of the Homestake Mine is cost effective and viable. That assessment will 

continue through FY 201 1. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Q4. Secretary Chu, I’m pleased to see that DOE is continuing its support for the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 2012 by including $15 million that would be used to continue 
necessary operations required to avoid wasting the $250 million of private, state, and 
federal funds to date. 

I understand you are conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

I have been supportive of the National Science Foundation and the Department of 
Energy’s efforts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. I would appreciate if 
you could provide insight regarding the following questions: 

Is there a contingency plan on how to ensure funding for DUSEL is available should the Fiscal 
Year 20 1 2 Energy and Water appropriations bill not be completed by the beginning of Fiscal 
Year 2012 and a continuing resolution is enacted? 

A4. Currently, there is no DOE contingency plan should Fiscal Year 2012 begin operating under a 
continuing resolution (CR). Both DOE and NSF will need to discuss plans under a CR for FY 
2012, under which funding from DOE for this activity could constitute a new start. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Q5. Secretary Chu, I’m pleased to see that DOE is continuing its support For the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 2012 by including S15 million that would be used to continue 
necessary operations required to avoid wasting the $250 million of private, state, and 
federal funds to date. 

1 understand you are conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

1 have been supportive of the National Science Foundation and the Department of 
Energy’s efforts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. 1 would appreciate if 
you could provide insight regarding the following questions: 

Has NSF been a strong collaborator to date on DUSEL and do you foresee future collaborations 
with them on other high priority nationally reviesved science faciiities given the difTicultics 
encountered to date? 

A5. The National Science Foundation and DOE have a strong partnership in high cnergj’ physics and 
nuclear physics. The National Science Board deelined funding to bridge the NSF supported 
DUSEL Project team between the submission of the DUSEL Preliminary Design Report and 
approval to begin the DUSEL Final Design Report. Since that time, NSF has not communicated 
its intentions to DOE concerning further partnering on possible DOE effarts at the Homestake. 
DOE welcomes continued partnership with NSF on high priority, nationaily reviewed science 
projects. 
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QUESTION FROM SENATOR THUNE 

DEEP UNDERGROUND SCIENCE AND ENGINGEERING LABORATORY 

Q6. Secretary Chu, I’m pleased to see that DOE is continuing its support for the Deep 

Underground Science and Engineering Laboratory at Homestake in Lead, South Dakota, 
in its budget request for FY 20 1 2 by including $ 1 5 million that would be used to continue 
necessary operations required to avoid wasting the $250 million of private, state, and 
federal funds to date. 

I understand you are conducting an independent review in addition to the numerous 
national panels which have previously recommended a deep underground science 
laboratory, such as the Particle Physics Project Prioritization Panel which saw DUSEL to 
be a good match to the needs of a long baseline neutrino experiment. 

I have been supportive of the National Science Foundation and the Department of 
Energy’s elTorts to date to design and develop the future of the worldwide high energy 
physics program, including new facilities to conduct such research, such as the Deep 
Underground Science and Engineering Laboratory at Homestake. I wuld appreciate if 
you could provide insight regarding the following questions: 

How is DOE prepared to work with the university community to ensure that the research needs 
will still be met with any proposed changes to the e.xisting plans for DUSEL? 

A6. As part of DOE's assessment of tlie options for the Long Baseline Neutrino Experiment far 

detector and future dark matter and neulrinoless double beta decay experiments, reports will be 
given by DOE stakeholders, including the research community, on the science impacts of 
different budget and site location scenarios. Based on the findings of this assessment, the Office 
of Science will seek to develop a cost effective plan that maximizes scientific opportunity for the 
research community. 
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QUESTION FROM SENATOR THUNE 

TAXES V. ACCESS 

Q 1 . 1 understand that if you add up the increased taxes on domestic energy production, the 

Administration budget calls for up to $90 billion in additional energy taxes. 1 understand 
that tax policy is outside the jurisdiction of the Department of Energy, but do you believe 
those new taxes will lower energy prices and create private sector jobs in the United 
States? 

A1 . In accordance with the President's agreement at the G-20 Summit in Pittsburgh to phase 
out subsidies for fossil fuels so that we can transition to a 2 1 st century energy economy, 
the Administration proposes to repeal a number of tax preferences available for fossil 
fuels. In fiscal year 2012, these preferences are expected to cost tax payers $3.6 billion. 
The elimination of these preferences will not affect retail energy prices. The 
Administration has proposed a budget that makes long-term investments in energy that 
will enhance American competitiv'eness, create millions of private sector jobs, and 
ultimately lead to lower energy prices. Clean energy industries continue to create 
desirable private sector jobs in the United States, and the Administration’s investments in 
innovation and deployment will continue to stimulate market demand for clean energy 
technologies and the work force that can deliver them. 
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QUESTION FROM SENATOR THUNE 


TAXES V. ACCESS 

Q2. In terms of generating revenue to the federal government, do you believe we can raise 

more revenue through increased taxes on energy companies or increased royalty revenue 
through increased access to domestic oil and gas supplies? 

A2. I believe that we are in a race with the rest of the world for a prosperous future and that 
the countries that develop advanced energy technologies - technologies like car batteries 
that go for 300 miles on a single charge and photovoltaic systems with an average 
installed cost of one dollar per watt - will win that race. These are technologies that can 
be developed and manufactured here in the US for export around the world, creating 
millions of new jobs and ensuring American prosperity in the 2T' century. The 
Administration has proposed a budget that makes long-term investments in energy that 
will enhance American competitiveness, create millions of private sector jobs, and 
ultimately lead to lower energy prices. A prosperous and competitive economy will 
generate the revenues needed to pay for government’s services to its citizens. 
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QUESTION FROM SENATOR THUNE 


TAXES V. ACCESS 

33. 1 have proposed in the past that as new royalty revenue is collected from new areas oil 

and gas production that some of the new royalties should be dedicated to a federal fund 
that supports renewable energy research and development at the Department of Energy. 
Would the administration be supportive of such a proposal? 

\3. The Administration supports strong investment in research and development for clean 

energy technologies at the Department of Energy. The use of public lands for production 
of oil and gas and the collection of associated royalty revenue is managed by the 
Department of Interior. The Administration has not proposed that investments in clean 
energy technologies be dependent on the value of sales of oil and gas produced from new 
areas. However, the Administration does consider a wide range of new policy proposals, 
and specific details on the proposal would be welcome. 


41 



936 


QUESTION FROM SENATOR THUNE 

STIMULUS 

Ql, The Department of Energy received over $38 billion in stimulus dollars, which is more 
than double the Department's annual budget. How much of the stimulus money has been 
paid out of Department of Energy accounts? Of the accounts that received stimulus 
dollars at the Department, which accounts are experiencing the slowest spend out rate? 
Why is this slow spend out the case? Is the Administration requesting funding increases 
for these accounts for F Y 20 12? 

A1 . Overall, Congress entrusted the Department of Energy with $35.2 billion in 

appropriations, consisting of $32.7 billion in contract and grant authority and $2.5 billion 
in loan guarantee credit subsidy. The Department of Energy obligated 1 00 percent of its 
contract and grant authority by September 30, 2010 and as of April 15'\ has paid out over 
4 1 % of these stimulus funds to over 5,000 direct recipients to support over 1 5,000 clean 
energy projects around the nation. 

Invoicing and Payments: A primary focus of the Department over the last two years has 
been ensuring that our 5,000 Recovery Act recipients are invoicing promptly and 
delivering on their energy goals. As of the end of March, DOE had paid out $1 3.3 
billion, or 93 percent of its spend plan. The Department’s pace of payments has 
increased five-fold since the end of FY 2009. a breathtaking pace when one considers the 
scope of the new initiatives undertaken, and that there are roughly 1 50 Recovery Act 
funding opportunity announcements comprised of more than 5,000 individual recipients. 
The Department of Energy (DOE) is on track to deliver on the goals of the Recovery Act. 
We have steadily ramped up its projects, while minimizing risk to the taxpayers. Last 
quarter alone, DOE funded more than 40,000 jobs through the Recovery Act. 
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DOE’S Recovery funded programs were designed as a portfolio to ensure some 
investments created economic revitalization and jobs in the short-term, while at the same 
time investing in new and emerging technologies that will ensure long-term economic 
competitiveness of the U.S. While programs such as weatherization and environmental 
management were able to deploy Recovery Act funds immediately, other Recovery Act 
projects require extensive design and construction phases. 

For example, DOE invested $3.4 billion in clean coal initiatives. With these funds, DOE 
is making unprecedented investments in commercial scale carbon capture and 
sequestration technologies. However, these are large-scale infrastructure projects that 
take three to four years to design and construct. While these projects have already funded 
hundreds of jobs, spending in this category has been generally slower. 

Also, the Department is requesting a funding decrease for Fossil Energy Research and 
Development. The decrease in funding represents the shift in focus toward technologies 
that have potential benefits to both existing and new fossil-fueled power plants. In 
addition, recently obligated Recovery Act funding will ensure that development of 
gasification technologies and hydrogen turbines will continue to advance on or ahead of 
schedule. 
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QUESTION FROM SENATOR THUNE 

CLEAN ENERGY STANDARD 

Q1 . Do you believe a Clean Electricity Standard should be technology neutral? If so, should 
energy efficiency gains be capped under a Clean Electricity Standard? 

A1 . As envisioned by the President, a CES would be designed to be technology neutral. By 
defining clean energy very broadly to include renewables, nuclear power, efficient 
natural gas, and coal and or natural gas with carbon capture and storage, a CES is 
consistent with a very large number of possible technological pathways - letting the 
market, rather than government, select the technologies that can best meet the target. 

This is a flexible approach that taps American ingenuity and innovation - and channels it 
toward a clean energy future. Energy efficiency has a central role to play in a clean 
energy future, which is why the President has proposed a range of programs to promote 
greater energy efficiency in America’s homes, factories, and commercial buildings, 
including the HOMESTAR program and the Better Buildings Initiative. The 
Administration is open to working with Congress on additional measures to promote 
energy efficiency in ways that do not undermine the gains in promoting clean energy 
deployment and innovation that the Clean Energy Standard would bring. 
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QUESTION FROM SENATOR THUNE 

CELLULOSIC ETHANOL 

Ql. lam pleased that the Department of Energy has issued its flrst loan guarantee for a 

ccllulosic ethanol plant. According to some in the biofuels industry, requirements for 
multi-year off-take agreements and extensive operating data as part of the loan guarantee 
program puts ccllulosic producers at a disadvantage. How can we work together to 
improve the loan guarantee program to promote ccllulosic ethanol production? 

A1 . The Department is committed to promoting biofuels and has led in this area through 
investments under the Recovery Act, our work on E 1 5 testing, and much more. The 
Loan Guarantee Program is one of several incentives that developers of biofuels can 
potentially use. As you know, DOE invests heavily in energy research and development 
and demonstration programs for biofuels, including numerous cost-shared grants. There 
also are significant tax advantages included in the tax code. Additionally, DOE, USDA 
and EPA have formed a joint working group, which is investigating ways to support the 
biofuels industry. 

Biomass loan guarantee applications present a number of challenges including, but not 
limited to, significant technology, production, and commodity price risk. These risks 
present challenges in structuring projects that comply with the Title XVII requirement 
that the Secretary determine that there is a “reasonable prospect of repayment” of each 
loan guaranteed under Title XVII. That being said, the DOE does not require offtake 
agreements for biofuels projects, although they are desirable and significantly enhance a 
project’s creditworthiness. Despite the challenges presented by biofuels projects, the 
loan programs currently have several biofuels projects in due diligence and DOE hopes to 
be able to issue additional conditional commitments to biofuels projects in the near 
future. 
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QUESTION FROM SENATOR THUNE 

NUCLEAR ARMS REDUCTION 

Q1 , The President’s promise to modernize the nuclear complex was critical to the Senate 

giving its consent to New START. That consent likely would not have been forthcoming 
without the nuclear modernization plan. Fully funding the nuclear modernization plan is 
likely a prerequisite to any congressional support for the President’s future arms control 
efforts. Will you recommend to the President that he veto any appropriations bill that 
does not fully fund the nuclear modernization plan? 

A 1 . President Obama has made a strong commitment to modernize our nuclear 

infrastructure. This includes a commitment to invest $85 billion over the next decade to 
modernize the U.S. nuclear security enterprise that supports our Nation’s nuclear 
deterrent. The President’s fiscal year 2012 budget proposal for weapons activities within 
the National Nuclear Security Administration is essential to this long-term investment 
plan. It provides needed funding to extend the life of the stockpile, to redress shortfalls 
for stockpile surveillance activities and stockpile certification through investments in the 
science, technology, and engineering base, and to maintain and modernize the supporting 
infrastructure. 

I fully endorse this investment plan to ensure the safety, security, and effectiveness of the 
U.S. nuclear weapons deterrent, and will vigorously support the Administration’s efforts 
to obtain the requisite funding to execute this plan. 
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QUESTION FROM SENATOR GRAHAM 

Ql. I have long been concerned about the cost of DOE pensions. The growing costs could very 

well impact programmatic work throughout the weapons complex. In FY12, what is the 
projected pension obligation across the weapons complex? 

Al. The Table Below includes the estimated FY 2012 contributions for each NNSA 
contractor, based on a November 2010 data call. 
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FY2012 

NNSA 

Contributions 

Contractor Pension Plan Name (S in Thousands) 

Savannah River Nuclear Solutions Multiple Etnplo>'er Pension Phn 57,229 

Sandia Corporatbn Retirement Income Plan 112,813 

LANS Defined Benefit Pensbn Plan 132,782 

University ofCaGfomia Retirement Plan - Lawrence Livcmnre Nalbnal Laboratory 1 53,94 1 

Idaho Natbrral Laboratory Empbyee Retirement Plan 10,781 

Pensbn Plan IfarEmpbyees at ORNL 6,324 

BW Y- 1 2 Pensbn Plan 86.020 

University ofCalifomia Retirement Plan - Los Alamos Nalbnal Laboratory 70,114 

Pensbn Plan of the Pacific Northwest Laboratories, Battelle Memorial Institute 1 0.860 

Pensbn Plan for E%fole Bettis Emptayees and Retirees 54. i 00 

Salaried Enpbyee Pensbn Plan for KAPL Enpbyees arul Retirees 53,700 

Natbnal Securiy Teclmobgbs, LLC (NSTcc) Empbyee Retirement Plan 24,203 

HoneyweE Retirement Eambgs Plan For Aerospace Enpbyees at the Kansas City DKisbn 1 8.600 

University ofCalifomia Retirement Plan- Lawrence Berkeley Natbnal Laboratory 179 

B&W Pantex, Non Bargaining 15.831 

The Kansas City Divisbn (HoneyweE Intematbnal Inc.) Hour^ Empbyecs Pensbn Phn 9.550 

B&W Pantex, Metal Trades CouncD 7,406 

Pension Pfan for KAPL Empbyees b Partepatbg Bargaimng Units 6.400 

WSI Pensbn Plan for Empbyees at Oak Raige, TN 2.785 

B&W Pantex, Pantex Guards Unbn 2,480 

WSI Las Vegas 1.703 

Sandia Corporatbn Non-Quafified Pensbn Plan 807 

WSI Indep. Guard Assoc. ofNevada 1J32 

Bechtel Marine Propulsbn Corporatbn NoihQuaBfied Plan 623 

Savannah River Nuebar SohAbns Non-QuaEfied Pensbn Plan gg 

LLN S 40 1 (a)( 1 7) Restoration Plan 41 

LLNS Restoratbn Plan 12 

LANS 401(aXI7) Restoration Plan 6 

BatteEe Memorial Insthae SERP Notr-Qualified Plan 2 

LANS Restoratbn Phn 1 

Total, FY 2012 840,713 
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QUESTION FROM SENATOR GRAHAM 

Q2. I previously proposed language in the Defense Authorization Act that would require DOE and 
NNSA to report their pension obligations as a line item in the budget. This would give 
Congress a better sense of the cost of pensions on the complex. Do you support this effort? 
Why not? 

A2. Increased visibility of pension liabilities is a goal the Department supports. However, 

reporting them as a line item in the budget is not viable due to budget formulation, execution 
and accounting concerns. To enhance visibility of pension liabilities, the Department 
included a separate section on pensions in its Congressional Budget Request for both FY 201 1 
and FY 2012. This section of the budget provides projected contractor defined-benefit (DB) 
pension plan contributions for FY 201 1 and FY 2012 by plan and by Program Office. For the 
National Nuclear Security Administration, the projected contractor DB pension plan 
contributions are provided for FY 2010 through FY 2016 by plan. 

At the time the Department’s budget request is submitted, the Department provides the latest 
pension contribution estimates available from its contractors. However, the actual amount of 
the contractors’ annual defined benefit pension contributions is not typically known until the 
third quarter of the year of budget execution. Projections of future pension contributions are 
highly sensitive to underlying data, economic conditions, and actuarial methods and 
assumptions. Thus, the final annual actuarial valuation likely will yield different contribution 
amounts than the amounts estimated at the lime of budget submission. For instance, we are 
currently preparing the budget submission for FY 2013. At the same time, our contractors are 
waiting on the actuaries to complete the various analyses to determine the actual pension costs 
for calendar year 2011. Because the budget formulation cycle occurs so far in advance of the 
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pension plan execution year, directly funding pension obligations through a line item is not 
desirable. 

Further, the current methodology of having the pension liabilities collected through indirect 
cost pools allows the Department to charge all customers doing business at a site for a portion 
of the pension liability. If pension liabilities were fully “direct funded,” the Department 
would bear the full costs of the liabilities whereas with the current budget and accounting 
system permits the Department to recover pension costs through overall indirect costs charged 
to non-DOE customers. 

Another disadvantage of “direct funding” the pension liabilities would be a reduction in the 
contractors' and the Department’s ability to quantify the true cost of the work at the site, 
inclusive of costs for contractor employees' pension benefits. The result would be the loss of 
a key self-policing aspect of the current approach to funding pensions. In particular, when the 
true indirect cost of work, including pension costs, is proportionally shared with each site 
customer, it creates an incentive for contractors to minimize their overall indirect costs insofar 
as the contractors must keep indirect costs low to attract work from other agencies or entities. 
If pensions were "direct funded," this market pressure would be largely absent because a large 
component of total indirect cost pool would be removed from the indirect costs. 

One area where the Department does submit a direct request for pension liabilities is for 
legacy pension benefits. NNSA has a continuing obligation to reimburse the University 
of California Retirement Plan to fund retirement benefits for University of California 
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(DC) retirees from Los Alamos and Lawrence Livermore National Laboratories. NNSA 
is unable to recover the costs associated with the liability to the UC through indirect cost 
pools as NNSA does for pension costs associated with benefit plans sponsored by current 
NNSA contractors. The difference between the two payment methods is a critical and 
significant difference that requires the disparate treatment in the budget 
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QUESTION FROM SENATOR CRAPO 

Ql. In November 2010, The President’s Council of Advisors on Science and Technology 

(PCAST) issued a report that addressed how to transform our nation's energy system by 
deploying new technologies. The PCAST report recommended spending $ 1 6 billion per 
year in federal energy research and development (R&D), which would be divided into 
$12 billion for R&D and $4 billion for large-scale demonstrations and deployment. 

Seeing as there has been considerable difficulty in funding a large scale demonstration 
project for the Next Generation Nuclear Plan (NGNP) within the program at the Office of 
Nuclear Energy, would it make sense to establish a new budget line that would move the 
burden of funding these large scale projects from the research program, as is currently the 
case with NGNP, to another budget like the one suggested in the president's PCAST 
report? 

A 1 . The PCAST report Acceleraling the Pace of Change in Energy Technologies through an 
Integrated Federal Energy Policy makes a number of recommendations on how to 
transform the energy system within one to two decades, through leadership in energy 
technology innovation, for reasons of economic competitiveness, environment, and 
security. With respect to large-scale demonstration projects such as carbon capture and 
sequestration and next generation nuclear power plants, the report suggests new 
management models, including a dedicated olTice with authorities beyond those currently 
exercised by the applied energy research offices or a quasi-govemment corporation 
outside the department. These are suggestions that the Department will consider when 
the time approaches for such demonstration plants. 


52 



947 


QUESTION FROM SENATOR CRAPO 

Q2. The Department of Energy’s core mission is to help develop technologies that can be 
deployed by the private industry to reduce our dependence on foreign oil. In the 
President’s FY 2012 budget, there is $5,416 billion for the Office of Science, which is 
roughly equal to all other DOE budgets (minus weapons activities and cleanup activities 
all other budgets - $5,264 billion). In your estimation, does E>OE’s FY 201 2 budget 
properly balance between basic science and other energy-specific R&D accounts based 
on other offices within DOE such as NE, FE, EERE, and OE? 

A2. Yes, the Department is confident that the balance between basic science and applied 
science is appropriate. As the President has said, innovation is essential to America’s 
economic competitiveness. To meet the challenge of ‘our generation’s Sputnik moment, 
the Department proposes to support a coordinated strategy for research and development 
across all of its programs. With every initiative the Department undertakes, sound 
science is at the core. The Department has identified areas where coordinated work by 
discovery-oriented science and applied energy technology programs hold great promise 
for progress in achieving energy goals. For example, the advanced computer models of 
internal combustion engines will produce a set of modem, validated computer codes that 
could be used by design engineers to optimize the next generation of cleaner, more 
efficient engines. An initiative on extreme environments will close the gap between 
actual and ideal performance of materials in nuclear environments. And the 
Department’s exascale computing initiative will allow the Department to take the lead in 
developing the next generation of scientific tools and to advance scientific discoveries in 
solving practical problems. The Energy Innovation Hubs also play a key role in solving 
specific energy challenges by convening and focusing top scientific and engineering 
talent to focus on those problems. The Department is proposing to double its 
commitment to this research approach by requesting three new Hubs — one in the Office 
of Science and two in the technology offices — to focus on batteries and energy storage. 
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critical materials, and smart grid technologies and systems. Complementing the Hubs, 
the Department’s applied science programs will continue coordination widi the Office of 
Science’s Energy Frontier Research Centers, which exemplify the pursuits of broad- 
based science challenges for energy applications. 
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THE PRESIDENT’S FISCAL YEAR 2012 BUDGET 
REQUEST FOR THE U.S. DEPARTMENT OF 
TRANSPORTATION 


THURSDAY, MARCH 3, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10 a.m., in room SD- 
608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman 
of the Committee, presiding. 

Present: Senators Conrad, Wyden, Nelson, Cardin, Sanders, 
Whitehouse, Warner, Merkley, Coons, Sessions, and Thune. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

Chairman CONRAD. The hearing will come to order. 

First of all, I want to welcome everyone to the Senate Budget 
Committee. I especially want to welcome the Secretary and say 
right at the top that I personally think you are doing an out- 
standing job. I have had this responsibility for more than 24 years 
now, and you have done the best job I have ever seen of commu- 
nicating with members, and that is to your credit. 

Before I give my full opening statement, I want to recognize Sen- 
ator Nelson because he has another commitment and would like a 
few moments. Then I will give my opening statement. Senator Ses- 
sions will give his, then we will go to you, Mr. Secretary, for your 
statement. 

I will recognize a very valuable member of this Committee, my 
very good friend Senator Nelson. 

Senator Nelson. Mr. Chairman, thank you for this courtesy. Mr. 
Ranking Member, my favorite Republican from Alabama, thank 
you for your courtesy. Do not tell Senator Shelby that, please. 

[Laughter.] 

Senator Nelson. I just wanted to say publicly, Mr. Chairman, 
that I have seen the Secretary on a daily basis perform his duties 
in the last several weeks as we have been going through the tur- 
moil of, after an awful lot of hard work by a lot of people, including 
the Secretary, one of the best high-speed rail projects in the coun- 
try because it is ready to go — the environmental studies, it is the 
right of way right down the middle of Interstate 4 from Tampa to 
Orlando, eventually to Miami. The recognition that Interstate 4 
and Interstate 95 in 20 to 30 years you can imagine what it is 
going to be like in that period of time. And here we have an oppor- 
tunity of an alternate form of transportation where the United 
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States is 30 years behind Europe, and now high-speed rail is all 
over Asia. 

I just want to sing the praises of the Secretary. He has worked 
with the State of Florida, despite the Governor of Florida trying to 
reject the funds, and over and over has worked with us in order 
to give us time to try to work it out, to show the Governor that his 
conditions are met, that the State of Florida will have no financial 
responsibility, that it will all be a privatized matter. And if it were 
not for the Secretary, this thing would have long been passed. And 
we now are at the llth hour with a petition filed by a Republican 
State senator and a Democratic State senator to the Florida Su- 
preme Court asking for a writ of mandamus to compel the Gov- 
ernor to follow the law of the State of Florida. Oral arguments are 
this afternoon, and we are expecting — because the Supreme Court 
took this quickly yesterday, we are expecting an imminent decision. 
And I just want to thank the Secretary again for his being willing 
to work with us, to extend the deadline, to try everything possible 
that we can to make this happen. And so, too, depending on what 
the decision is of the court, we may come back to him and ask him 
again for another extension, depending on what the Supreme Court 
says. 

So I wanted to put that on the record to corroborate your kind 
comments about Secretary LaHood. 

Chairman CoNRAD. Thank you. Senator Nelson. Let me 

Secretary LaHood. Mr. Chairman, can I just offer my thanks to 
Senator Nelson? 

Chairman CONRAD. Certainly. 

Secretary LaHood. And to you for your very kind comments. 
Thank you. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CoNRAD. Let me say that the hearing today will focus 
on the President’s transportation budget request. Our witness is 
the Secretary of Transportation. This is Secretary LaHood’s second 
appearance before the Budget Committee. He reminds me the last 
time he was here I was the only one here, and I had my little dog, 
Dakota, with me because, as I recall, we were in the middle of a 
blizzard, I think. No one else could make it. So it was a very good 
hearing. I know I got all of my questions answered. 

[Laughter.] 

Chairman CONRAD. Probably for the first time ever. 

So we are pleased that he could be back and look forward to his 
testimony. I believe personally that the strength of the Nation’s 
transportation infrastructure is one of the most important factors 
that will determine our future economic success. 

Transportation infrastructure is really the foundation for our eco- 
nomic growth, and I recognize absolutely jobs are created in the 
private sector, but I also recognize that transportation infrastruc- 
ture is absolutely critical for the economic competitive position of 
the United States. So even as we look to cut spending to bring 
down the deficit, which we absolutely must do, we need to ensure 
that transportation funding remains a priority. 
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Yes, we have to cut spending, but we have to be smart about 
where we cut. We cannot afford to cut areas that are critical to fu- 
ture growth. That would be counterproductive. 

Investment in transportation can play a critical role in strength- 
ening the economy in the near term because it is clear that trans- 
portation funding in the 2009 Recovery Act did help to create jobs 
and created jobs here in America and jobs that helped strengthen 
the Nation’s economic recovery. 

It is also clear that there is a tremendous need for further infra- 
structure investment. According to the World Economic Forum’s 
Global Competitiveness Report, the United States ranks 23rd in 
the world in the quality of its overall infrastructure. We even rank 
behind countries like Barbados and Oman. 
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U.S. Ranks 23'’'' in World in 
Quality of Overali Infrastructure 

1. Switzerland 

2. Hong Kong 

3. Singapore 

4. France 

5. Iceland 

6. Austria 

7. Sweden 

8. Finland 

9. Germany 

10. Denmark 

11. United Arab Emirates 

12. Republic of Korea 

13. Canada 

14. Portugal 

15. Japan 

16. Luxembourg 

17. Netherlands 

18. Barbados 

19. Taiwan 

20. Belgium 

21. Oman 

22. Spain 

23. United States 

24. Chile 

25. Namibia 

26. Bahrain 

27. Malaysia 

28. Estonia 

29. Saudi Arabia 

30. Tunisia 

Source: World Economic Forum Global Competitiveness Report, 2010-2011 
Note: Overall infrastructure includes transport, telecom, and energy. 


The American Society of Civil Engineers has created a report 
card on America’s infrastructure. They give our infrastructure an 
overall grade of D. Aviation they give a D; bridges they give a C; 
rail, a C-minus; roads, a D-minus; transit, a D. An overall grade 
of a D from the American Society of Civil Engineers. 
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Engineers’ Report Card on 
America’s Infrastructure 



Spprct: Apnertpun C*wi Engliwprs, tBtf 


The next graph, which was made with data from the President’s 
budget, shows that our combined investment in infrastructure, re- 
search and development, and education has fallen as a share of 
GDP from 6.1 percent in 1962 to 3.6 percent in 2012. So as a share 
of the economy we are spending a smaller amount on infrastruc- 
ture and these other critical areas than we did in the 1960s. 
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Investment in Infrastructure, R&D, 
and Education as % of GDP 

{% of GDP) 
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Source: 0MB 

Note: Total investment outlays for major physical capital, research and development, and 
education and training. 2011 and 2012 estimates under President Obama's FY 2012 Budget, 


There is widespread agreement on the need for further infra- 
structure investment. I think it is notable that just last month 
Thomas Donohue, the head of the U.S. Chamber of Commerce, 
which represents many of the country’s largest businesses, joined 
Richard Trumka, the head of the AFL-CIO, America’s largest 
union, in testifying before the Senate Environment and Public 
Works Committee on the need for more infrastructure funding. 

Here is what Mr. Donohue said: “If we don’t change course, over 
the next 5 years the economy could forgo as much as $336 billion 
in lost economic growth as transportation networks continue to de- 
teriorate. I am well aware of the fiscal constraints facing this Con- 






955 


gress and the Nation,” he went on to say, “hut we must avoid cut- 
ting off our nose to spite our face. Without proper investment and 
attention to our infrastructure, the United States’ economic sta- 
bility, potential for job growth, global competitiveness, and quality 
of life are all at risk.” 

I think Mr. Donohue has it about right. 


U.S. Chamber of Commerce on 
Importance of Infrastructure Funding 

“If we don’t change course ... over the next five 
years, the economy could forego as much as 
$336 billion in lost economic growth as 
transportation networks continue to deteriorate.... 

“I am well aware of the fiscal constraints facing 
this Congress and the nation. But we must 
avoid cutting off our nose to spite our face. 

Without proper investment and attention to our 
infrastructure, the United States’ economic 
stability, potential for job growth, global 
competitiveness, and quality of life are all at risk.” 

- Thomas Donohue 

President and CEO of U.S. Chamber of Commerce 
Testimony before Senate EPW Committee 
February 16, 2011 


Here is what the Obama Administration has proposed in its 
budget for transportation. It proposes $556 billion in a 6-year sur- 
face transportation reauthorization. This includes $468 billion to 
rebuild roads, bridges, and transit systems and improve safety, 
which represents a 60-percent increase over the previous 6-year au- 
thorization bill. It also increases funding for high-speed rail and in- 
corporates rail funding in the Highway Trust Fund, and it creates 
a National Infrastructure Bank within the trust fund to leverage 
Federal funds for transportation projects. 

The budget proposes front-loading $50 billion in transportation 
funding in 2012 to help boost economic growth. It reclassifies trans- 
portation spending as mandatory spending, subjecting it to PAYGO 
rules. And it includes a place holder for a bipartisan financing solu- 
tion to be developed between the President and Congress. I will be 
interested in hearing more from Secretary LaHood on the Adminis- 
tration’s ideas in that regard. 
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Obama Budget 
Transportation Proposal 

• $556 B six-year surface transportation reauthorization 

- $468 B to rebuild roads, bridges, and transit systems, 
and improve safety - a 60% increase over previous 
six-year authorization 

- Increase funding for national high-speed rail system 

- Create National Infrastructure Bank to leverage 
federal funds 

• Front load $50 B in 2012 to boost economic growth 

• Reclassify transportation spending as mandatory, 
subjecting it to Paygo rules 

• Placeholder for bipartisan financing solution to be 
developed between President and Congress 


The reality is that even before we factor in the Administration’s 
new transportation request, we already have a very serious short- 
fall at existing funding levels. 

Let me repeat that. At existing funding levels we have a very sig- 
nificant shortfall. 

This chart shows that Highway Trust Fund receipts are projected 
to be far lower than Highway Trust Fund outlays in the years 
ahead, and under the Administration’s request, the funding gap 
would be far larger. 

Now, let me just point out here: The red line is the outlays, the 
expenditures. The green line is the anticipated Highway Trust 
Fund receipts. And you can see the gap by the time we get to 2021 
is over $18 billion a year. Now, that is at the existing levels. 
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We have a very big problem here to deal with, and we know that 
the reality of the trust fund financing is based on the gasoline tax. 
The gasoline tax is more and more disconnected from the reality 
of modern transportation. With electric cars, with hybrids, with re- 
newable fuels, with all the rest that is happening to change the 
way we transit, we have a big problem here between the need and 
the funding mechanism. 

With that, I will turn to Senator Sessions for his opening re- 
marks. I want to thank Senator Sessions for the cooperation of him 
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and his staff as we have scheduled these hearings. We have had 
a lot of hearings. 

Senator Sessions. Yes, we have. 

Chairman CONRAD. And we have more to go. I just want to thank 
him for his courtesy and the professionalism of his staff. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you. I appreciate your tough leader- 
ship. We have a lot to do. I agree with you. We have to contain 
spending in this country. We are heading off a cliff with 40 cents 
out of every dollar being borrowed and our debt surging, on pace 
under the President’s budget to double from $13 trillion to $26 tril- 
lion in 10 years, and we know we have a difficulty with transpor- 
tation. 

Secretary LaHood, I share my colleague’s comments that you are 
accessible, and I appreciate you coming by and visiting in my office. 
That does not often happen, and I think that is very helpful. 

I do believe that transportation is a major issue for us. We have 
to be sure that we maintain the required infrastructure this Nation 
has to maintain its productivity. But we have problems. We know 
that our gas tax revenue has been falling below our projected budg- 
et for a number of years now. I think we were at 36 billion income 
and 43 billion spending last year. So that money is filled with 
Treasury money, and Treasury money is borrowed money. 

And so we know we are in this difficult time, and I was looking 
with great interest on what kind of budget projections we would 
see. We have seen a Department of Education request on Tuesday 
for an 11-percent increase. We had the Department of Energy yes- 
terday with a 9.5-percent increase. But I have to say I was flab- 
bergasted to see that the Department of Transportation is asking 
for a 62-percent increase in spending — at a time when all of us 
know we have to contain spending and do something about the 
surging debt we have. 

And why is this? Well, because we have crumbling infrastruc- 
ture. But I remember very well, because I made a number of 
speeches on the floor about it, that I was disappointed deeply that 
the stimulus package, which was projected repeatedly as a plan to 
increase spending for our crumbling infrastructure, only had about 
3 percent of the budget for roads and bridges, maybe 5 percent for 
transportation total out of the $800 billion or so. That was a trag- 
edy. That was an opportunity lost of monumental proportions. We 
did not do enough to fix the crumbling infrastructure we have, so 
now we are reduced — having not produced many jobs out of this 
stimulus package, every penny of that money being borrowed, now 
we are reduced, I suppose, to coming up with a new plan. And this 
plan says that we are going to have a tax that is not a gas tax, 
“a not-gas-tax tax,” I guess we will call it. And it is going to raise 
$435 billion. Well, we have a $300 billion plus hole in our Medicare 
physician payment that we cannot find the money to fill in that 
critical area. We have a 200 or so plus hole on the alternative min- 
imum tax that we cannot fill. But now the Administration proposes 
some tax that we are supposed to assume will arrive in a bipar- 
tisan fashion to produce $435 billion so that we can have a massive 
increase in highway spending. And I just have to say that is unre- 
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alistic, Mr. Secretary. I am sure that when you were in the room — 
I have no idea directly, hut I am confident over the stimulus bill 
that you were advocating for as much for highway infrastructure 
as you could get. But the final decision was not enough, and we are 
placing this country at risk. In all honesty, I do not think — if you 
cannot tell us what kind of tax you think would fund this and pre- 
pare to defend it, I think there is zero chance of us passing such 
a tax as this. And so we are dealing with the question, will we just 
borrow it again or not have enough? Or what will we do? 

Mr. Chairman, I think that is a fairly honest statement of where 
we are from my perspective, and it leaves us in an unhappy place 
with regard to transportation infrastructure. I look forward to 
questions as we go forward. 

Chairman CoNRAD. Thank you. Senator Sessions. 

We will turn now to the Secretary for his opening statement tes- 
timony, and then we will go to colleagues for questions. 

STATEMENT OF THE HONORABLE RAY LAHOOD, SECRETARY, 
U.S. DEPARTMENT OF TRANSPORTATION 

Secretary LaHood. Thank you, Mr. Chairman. Chairman 
Conrad, Ranking Member Sessions, Senator Wyden, I appreciate 
the opportunity to discuss President Obama’s fiscal year 2012 
budget request for the U.S. Department of Transportation. Joining 
me today is our Chief Financial Officer Chris Bertram, who is an 
alum of this side of the Capitol. 

Just a few weeks ago. President Obama delivered a powerful 
message in his State of the Union address. He said that for Amer- 
ica to win the future, our citizens and companies need the safest, 
fastest, most reliable ways to move goods and information. He re- 
minded us that if we build it, they will come. If we want businesses 
to open shop and hire our family and friends and neighbors, we 
have to invest in our roadways, railways, and runways. We have 
to invest in 21st century buses, street cars, and transit systems, 
and we have to invest in next-generation technology for our skies 
and sidewalks and bike paths that make our streets more livable. 
And all of this is included in the President’s $129 billion 2012 
budget for the U.S. Department of Transportation. Designed as the 
first installment of a bold 6-year, $556 billion reauthorization pro- 
posal. 

Now, to make room for these essential investments. President 
Obama’s 2012 budget proposes the lowest relative level of domestic 
spending since President Eisenhower was in office six decades ago. 
That was ten administrations ago, if you are counting. The simple 
fact is that we have to cut and consolidate things that are not 
growing the economy, creating jobs, or making it easier to do busi- 
ness in order to pay for the things that are. 

So at the Department of Transportation, President Obama’s 
budget slashes red tape. It consolidates more than 50 programs, 
and it includes reforms that will accelerate project delivery and em- 
power local communities. 

Of course, our major objective is to make investments in tomor- 
row that expand economic opportunity today, to dream big and to 
build big. And to illustrate that, if you look at the cover of our 
budget, you see a picture of a bridge over the Hoover Dam, which 
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several months ago some of us had the privilege of cutting the rib- 
bon on and dedicating. This is thinking big. This is a bold vision. 
This is a vision that the people who came before us had about 
transportation. This put thousands of people to work building this 
bridge. And it is a 21st century opportunity for infrastructure to 
connect two States and a magnificent structure, and I think it real- 
ly refiects the big, bold vision that the President has. 

Our major objective is to make investments in tomorrow that ex- 
pand economic opportunity for today, to dream big and build big. 
That is why the budget keeps us on track toward a national high- 
speed rail system with an $8 billion investment in 2012 and a $53 
billion investment during the next 6 years. It increases resources 
for highway and bridge improvements by 48 percent and increases 
funding for affordable, efficient, and sustainable bus, street car, 
and transit systems by 126 percent. It includes a $50 billion up- 
front boost to keep our economy moving in the short term and a 
$30 billion annual infrastructure bank that will finance major 
projects of national and regional significance over the long run. It 
also unleashes innovation and competition with a new $32 billion 
grant program called the Transportation Leadership Awards. 

At the same time, safety is and always will be our No. 1 priority. 
President Obama’s budget renews our commitment to prevent traf- 
fic crashes with resources for ongoing campaigns against distracted 
driving, drunk driving, and to promote seat belt use. The Presi- 
dent’s proposal requests new authority for the Federal Transit Ad- 
ministration to ensure the safety of rail transit riders across Amer- 
ica, and it gives the Federal Motor Carrier Safety Administration 
stronger capacity to keep commercial traffic safe. 

Finally, we are dedicated to doing all of this without passing on 
another dime of debt to our children or grandchildren. For the first 
time, transportation spending will be subject to PAYGO provisions 
that ensure that the dollars we give out do not exceed the dollars 
coming in. 

So these are just a few components of the President’s plan. They 
reflect a much larger point. America’s transportation system is at 
a crossroad. Our choice is not between policies on the left or poli- 
cies on the right. Our choice is whether our economic recovery rolls 
forward or falls backward. It is up to us whether we lay a new 
foundation for economic growth, competitiveness, and opportunity, 
or whether we settle for a status quo that leaves America’s next 
generation of entrepreneurs, our children and grandchildren, with 
clogged arteries of commerce. 

It is up to us whether we do big things or we do nothing. And 
if we choose wisely, our legacy can be an economy on the move and 
a future that America is prepared to win. 

With that, Mr. Chairman, I will be happy to answer your ques- 
tions. Thank you very much. 

[The prepared statement of Secretary LaHood follows:] 
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STATEMENT OF 

THE HONORABLE RAY LAHOOD 
SECRETARY OF TRANSPORTATION 

BEFORE THE 

COMMITTEE ON THE BUDGET 
UNITED STATES SENATE 

March 3, 201 1 


Introduction 

Chairman Conrad, Ranking Member Sessions, and Members of the Committee, 
thank you for the opportunity to appear before you today to discuss the Administration’s 
fiscal year (FY) 2012 budget request for the U.S. Department of Transportation. The 
President is requesting $ 1 29 billion for Transportation in FY 201 2. This includes the 
first-year of a bold new six-year $556 billion reauthorization proposal that will transform 
the way we manage surface transportation for the future. 

America is at a transportation crossroads. To compete for the jobs and industries 
of the future, we must out-innovate and out-build the rest of the world. That is why 
President Obama called on the nation to repair our existing roadways, bridges, railways, 
and runways and to build new transportation systems - including a national high-speed 
intercity rail network - which will safely and efficiently move people and goods. The 
Administration’s Surface Transportation Reauthorization proposal is designed to 
accomplish precisely this, and is the centerpiece of the President’s FY 2012 budget. 

It proposes four broad goals: (I) building for the future, (II) spurring 
innovation, (III) ensuring safety, and (IV) reforming government and exercising 
responsibility. 

The FY 2012 proposal includes a $50 billion “Up-Front” economic boost that is 
designed to Jump-start job creation while laying the foundation for future prosperity. 

This initial funding would finance improvements to the nation’s highway, rail, transit, 
and aviation systems. 

I. Building for the Future 

America’s aging roads, bridges, and transit systems must be addressed. For too 
long we have put off the improvements needed to keep pace with today’s transportation 
needs. By 2050, the United States will be home to 100 million additional people - the 
equivalent of another California, Texas, New York, and Florida. More than 80% of them 
will live in urban areas. Concerns about the need for livable communities will increase as 
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communities tackle the need for transportation choices and access to transportation 
services. If we settle for the status quo, our next generation of entrepreneurs will find 
America’s arteries of commerce impassably clogged and our families and neighbors will 
fight paralyzing congestion. So the Administration’s proposal addresses this challenge in 
three ways: 

Creating a National High-Speed Rail Network : First, the proposal 
provides $53 billion over six years to continue construction of a national high- 
speed rail network. It will place high-speed rail on equal footing with other 
surface transportation programs; include funding for both Amtrak and new 
“core express,” “regional,” and “emerging” corridors; and keep the country on 
track toward achieving a goal of providing 80 percent of Americans with 
access to an intercity passenger rail network, featuring high-speed rail within 
25 years. 

^ Rebuilding America’s Roads and Bridges: Second, the Administration’s 
proposal will provide a 48 percent funding increase - to $336 billion over six 
years for road and bridge improvements and construction. A key element 
expands the current National Highway System to include an additional 
220,000 miles of critical arterials. It will also simplify the highway program 
structure, accelerate project delivery to realize the benefits of highway and 
bridge investments for the public sooner, and underscore the importance of 
maintaining existing highway infrastructure in good condition. These 
investments and reforms will modernize our highway system while creating 
much-needed Jobs. 

3} Investing in Accessible. Affordable Transit Options : Third, the proposal 
will provide a 128 percent increase in funding -to $119 billion over six years 
- for affordable, efficient, and sustainable transit options. It will prioritize 
projects that rebuild and rehabilitate existing transit systems, including an 
important new transit safety program, and allow transit authorities (in 
urbanized areas of 200,000 or more in population) to temporarily use formula 
funds to cover operating costs. 

II. Spurring Innovation 

The Administration’s Surface Transportation Authorization proposal 
acknowledges the important role that innovation and modem business tools play in 
putting our transportation dollars to work wisely. We can no longer afford to continue 
operating our systems the same way we did 50 years ago, with outdated processes and 
financial tools that were made for yesterday’s economy. Our proposal and the 
President’s FY 2012 request responds to this challenge in several ways. 

It establishes an Infrastructure Bank to finance projects of national or regional 
significance. By working with credit markets and private-sector investors, the 
Infrastructure Bank will leverage limited resources to achieve maximum return on 
Federal transportation dollars. The bank will initially receive $30 billion over six years, 
will reside within the U.S. Department of Transportation, and will be managed by an 
executive director with a board of officials drawn from other Federal agencies. 


2 
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Recognizing that competition often drives innovation, the Administration’s 
proposal and the President’s FY 2012 budget also includes a $32 billion competitive 
grant program called the Transportation Leadership Awards. This program’s goal is to 
reward States and local governments that demonstrate transformational policy solutions. 
Examples include the use of innovative multimodal planning and funding methods, 
pricing and revenue options, land use guidelines, environmental stewardship measures, 
economic development strategies, innovation of project delivery, and deployment of 
technology - just to name a few possibilities. 

These new and innovative tools will help us to better meet the transportation 
needs of America’s small towns and rural communities. Increased highway funding will 
expand access to jobs, education, and health care. Innovative policy solutions will ensure 
that people can more easily connect with regional and local transit options - and from 
one mode of transportation to another. 

At the same time, our proposal will bolster State and metropolitan planning; 
award funds to high performing communities; and empower the most capable 
communities and planning organizations to determine which projects deserve funding. 

Innovation must span beyond surface transportation. This is why the President’s 
budget request also includes $3.4 billion for aviation in the $50 billion up-front 
investment. The budget requests $3. 1 billion for airport improvements for runway 
construction and other airport projects such as Runway Safety Area improvement 
projects as well as noise mitigation projects. Modernizing our air traffic control systems 
is critical if we are to meet the needs of the future. The President’s FY 2012 budget 
addresses this by providing $1.24 billion for the Federal Aviation Administration’s 
(FAA) efforts to transition to the Next Generation (NextGen) of Air Traffic Control. 

This funding will help the FAA move from a ground-based radar surveillance system to a 
more accurate satellite-based surveillance system - the backbone of a broader effort to 
reduce delays for passengers and increase fuel efficiency for carriers. 


III. Ensuring Safety 

Keeping travelers on our transportation systems safe is my top priority. That is 
why preventing roadway crashes continues to be a major focus at DOT. The 
Administration’s Surface Transportation Reauthorization proposal will provide $330 
million for the ongoing campaign against America’s distracted driving epidemic. It will 
also commit $7 billion to promote seatbelt use, get drunk drivers off the road, and ensure 
that traffic fatality numbers continue falling from current historic lows. In addition, it 
almost doubles the investment in highway safety, providing $17.5 billion to Federal 
Highway Administration (FHWA) safety programs. The Department is also taking a 
fresh approach to interstate bus and truck safety. Compliance, Safety, Accountability 
(CSA) is a new initiative that will improve safety and use resources more efficiently. 

The Administration’s Surface Transportation Reauthorization Proposal will dedicate $4.9 
billion to the Federal Motor Carrier Safety Administration (FMCSA), and give the 
Department of Transportation new authority to set tougher safety performance goals for 
states. 


3 
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Transit safety is another important priority. Our proposal will, for the first time, 
entrust the Federal Transit Administration with the authority to oversee rail transit safety 
across America. In light of recent transit-related accidents, I believe this is critical to 
ensuring the oversight and accountability our transit riders deserve. 

Our safety focus must also include the transportation of hazardous materials and 
our network of pipelines. The Administration’s Surface Transportation Reauthorization 
Proposal will fund the safety programs of the Pipelines and Hazardous Materials Safety 
Administration (PHMSA) and will enhance its authorities to close regulatory loopholes 
and improve its safety oversight. The President’s FY 2012 budget requests $221 million 
for PHMSA to help ensure that families, communities, and the environment are 
unharmed by the transport of chemicals and fuels on which our economy relies. 


IV. Reforming Government and Exercising Responsibility 

As we move forward together to plan for America’s transportation needs, we must 
also keep in mind the responsibility we all share for using taxpayer dollars wisely. The 
Administration’s Surface Transportation Reauthorization Proposal will cut waste, 
inefficiency, and bureaucracy so that projects can move forward quickly, while still 
protecting public safety and the environment. 

Our proposal consolidates and streamlines our current Highway and Transit 
Programs in a major way. The current system of over 55 separate highway programs will 
be folded into five new categories. Similarly, six transit programs are merged into one 
“state of good repair” program and one “specialized transportation” program. As a result 
of these changes, we expect to shorten project delivery and accelerate the deployment of 
new technologies. 

The Administration’s Surface Transportation Reauthorization proposal also 
includes important reforms that change the way we manage our transportation spending. 
Consistent with the recommendations of the Fiscal Commission, for the first time, the 
Budget proposes to subject surface transportation spending to “paygo” provisions to 
make certain that spending does not exceed dedicated revenue. This approach is 
designed to ensure that our surface transportation program is paid for fully without 
increasing the deficit. The proposal will also expand the current Highway Trust Fund 
into a new Transportation Trust Fund with four accounts - one for highways, one for 
transit, one for high-speed passenger rail, and one for the National Infrastructure Bank. 


Other Highlights 

The President’s FY 2012 request includes some other key transportation priorities 
as well. These include the $18.7 billion in total funds requested for the FAA. FAA 
would receive $9.8 billion to fund the operation, maintenance, communications and 
logistical support of the air traffic control and air navigation systems. An additional $3.1 
billion would support FAA’s Facilities and Equipment program to fund FAA’s capital 
projects. A total of $5.1 billion in FY 2012 would fund the Airport Improvement 
Program when funding from the $50 billion up-front investment is included. 
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The President’s request also includes $93 million for the U.S. Merchant Marine 
Academy (USMMA). $29 million of these funds will be used to support the next phase 
of the USMMA’s Capital Asset Management program and for renovations to selected 
barracks and the mess hall. These improvements will help ensure that our cadets have the 
facilities they need to support their education. 


Conclusion 

Thank you for the opportunity to appear before you to present the President’s FY 
2012 budget proposal for the Department of Transportation and our Surface 
Transportation Reauthorization proposal that will help transform transportation programs 
over the next six-years in ways that will benefit all Americans for years to come. I look 
forward to working with the Congress to ensure the success of this request. 

I will be happy to respond to your questions. 

### 
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Chairman CONRAD. Thank you, Mr. Secretary. 

Let me begin where I ended, and that is with this chart. Matt, 
if you can put that up? 

This is kind of the harsh reality that we all confront. It is not 
anybody’s fault. It is because of a changing of transportation fi- 
nancing in this country. 

The green line is the revenue of the trust fund, and basically it 
goes from $36 billion a year to $40 billion a year, basically flat for 
the entire 6 years. And we have a gap before we ever enter this 
6-year period, as can be seen in 2011 where the expenditures were 
$43 billion, which Senator Sessions mentioned, and the income was 
$36 billion. So we start with a gap of $7 billion, and that gap grows 
dramatically as we go toward 2021, 10 years out. So a $7 billion 
gap per year turns into a gap of $18 billion. That is under the base- 
line. That just takes the current program and extends it. That does 
not capture what the President is proposing, which is an actual in- 
crease. 

So the question that we have before us is: What are the options 
for closing this gap? And what is your assessment of how realistic 
those various options are? That is really my first question to you. 
What do you see as the options for closing this gap? And what is 
your assessment of how realistic those various options are? 

Secretary LaHood. Well, look, the Highway Trust Fund is defi- 
cient. There is no question about it. People are driving less. They 
are driving more fuel-efficient automobiles. We know that. And as 
things continue to stay stirred up in the Middle East and countries 
that produce crude oil, we know that gasoline prices are going to 
continue to go up, and probably as a result people will be driving 
maybe even less frequently than they are today. It is probably not 
going to help us in our collection of the gas tax. 

The Highway Trust Fund helped us build a state-of-the-art inter- 
state system. There is no debate about that. We have one of the 
best interstate systems anywhere in the world, and we want to 
work with Congress on our way forward. 

I think the one thing that people ought to recognize is that our 
budget is a budget that will put people to work. For the $48 billion 
that we received in the economic recovery plan, we created 15,000 
projects and 65,000 jobs. Our money actually helped people build 
roads in your States. 

We know that the work that we do and that our budget will re- 
flect will increase jobs, increase opportunities to get economies 
going in the States. And, Mr. Chairman, we want to work with 
Congress on the way forward. There can be no dispute about the 
fact this is a big, bold plan. This is a big vision, thanks to the 
President, because the President recognizes this is a jobs bill. 
When you all pass a transportation bill or pass our budget, you are 
going to create jobs. That is the one thing that everybody recog- 
nizes. There is no debate about that. 

So we want to work with you on trying to find the resources that 
we know will put our friends and neighbors to work building our 
infrastructure and creating a 21st century transportation system 
that really reflects the values for the next generation the way that, 
you know, others did for our generation. 
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Chairman CoNRAD. Well, I agree with your basic statement here. 
I mean, there is no question in my mind that these highway fund- 
ing initiatives, bridge funding initiatives, transit funding initiatives 
create jobs, create jobs in the United States, and they are also criti- 
cally important to our competitive position. 

Do we have an assessment of what the lost productivity is be- 
cause of a deficient infrastructure system in terms of transpor- 
tation? 

Secretary LaHood. You know, I do not have that figure, but we 
will see if some of our smart people can get that for you. I have 
never really heard that articulated in the Department, but I am 
sure we can find it. 

Chairman CONRAD. You know, I would be very interested. I ask 
the question because any day after 4 o’clock, if you leave here and 
you go out on the major arteries — 395, 295, 95 — often as not they 
are stopped dead. And I see trucks delivering goods across the 
country. They are idle. They are stopped dead in their tracks. 
There has to be an economic cost to that. And I believe the eco- 
nomic cost must be substantial because on the east coast and the 
west coast, these arteries are clogged. 

Let me go back to the first question I asked because you an- 
swered about the importance of doing what has been proposed. The 
question we have on this Committee is: how do we pay for it? And, 
of course, we cannot direct the funding committees on how to raise 
the money. We can tell them how much money to raise. We cannot 
tell them how to do it. But we have to give them — to be credible, 
we have to give them some options. Do we do a gas tax? Do we 
move to some kind of an assessment that is based on how many 
miles vehicles go so that we capture revenue from those who are 
going to be using the roads who are not going to be paying any gas 
tax or very little with hybrids and electric cars? Do we go to more 
tolling? I have just had, as I told you, the head of my transpor- 
tation department back home, Francis Ziegler, in to see me yester- 
day. He said, “Kent, in North Dakota, tolling does not work at all.” 
It does not make any sense in a big, wide open State like ours, 
sparsely populated. 

What options do you see — are there options that I have not listed 
there that we should be thinking about? 

Secretary LaHood. Mr. Chairman, tolling is an option — not in 
every State. I just met with the two Governors of Oregon and 
Washington. They are proposing to build a bridge across the Co- 
lumbia River. It is a great project. It is about as multimodal as you 
can get. And there is going to be a transit system that runs across 
that bridge. There is going to be availability if somebody wants to 
ride their bike across the bridge, and there is going to be avail- 
ability for people to drive across that bridge. And they are going 
to pay for part of it with tolling. They are going to pay for part of 
it with State resources. They are going to pay for part of it with 
Federal resources. But tolling is a good way for those two States 
to, you know, think big and dream big for this Columbia River 
crossing. 

Chairman CoNRAD. But you would acknowledge that in some 
States tolling is really not a very viable option. 
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Secretary LaHood. I do not think it probably works in your 
State, Mr. Chairman, but there are a lot of States where it does 
work. And you know what? A lot of States are thinking about add- 
ing capacity, taking an interstate that was built with taxpayer 
money, putting a couple additional lanes on it, and tolling that. 
They have done that in Miami where they call it a “hot lane.” They 
built a lane, and they toll it. And you can raise a lot of money and 
actually pay for a project like that. 

We support that kind of opportunity where you can add capacity 
and use tolling to help pay for it. And then, you know, leverage 
that with maybe some money from our Department, leverage it 
against maybe some private dollars. 

Look, our idea is this. The Highway Trust Fund is going to be 
around. It is deficient. We know that. Tolling, couple it with tolling. 
We have a TIFIA loan program that people — the President has 
talked about in his budget the Infrastructure Bank with signifi- 
cant, billions of dollars. You leverage all those together, you can 
begin to do big things in America. People can then think about 
dreaming big again. 

Does that get us to everything we want or everything that we 
think is necessary? No. That is why we need your help on this. 

Look, I agree with what Senator Sessions said. If some of us had 
been writing the stimulus bill, there would have been more than 
$40 billion. We spent every one of those dollars the way that you 
all directed us. No boondoggles, no earmarks, no sweetheart deals. 
You have not seen any bad stories written about the $48 billion. 
And what it did, it created 15,000 projects that put 65,000 people 
to work over 2 years that would not have had a job if you all had 
not given us that authority and given us that money. The stimulus 
worked. 

Chairman CONRAD. I can say — and then we will turn to Senator 
Sessions because my time is over — I remember very well the battle. 
A group of us proposed a $200 billion transportation package as 
part of the overall stimulus plan, and we lost that fight. But we 
did not lose it because you opposed it. You did not oppose it. You 
were an ally. So I think that should be stated publicly. There were 
others who did oppose it, and I remember them well. 

Senator Sessions. Well, we lost. The President and the leader- 
ship kept the highway transportation money at a minimum and it 
was a tragic, tragic thing, because one thing about a road, as you 
know, Mr. Secretary, once it is built, it can be used for generations. 
It is an asset that continues to help us be more productive and 
happier as a society and I think that is important. 

So I know you are passionate about roads, but we have a prob- 
lem now. We had our opportunity and it lost, passed, and now we 
have a budget that says how we are going to fix this with a $435 
billion new phantom tax, the “not gas tax” tax, and I do not believe 
that is going to be successful and we have to wrestle with how we 
are going to proceed there. 

Another thing I think is important for us to acknowledge, Mr. 
Chairman, since we are a Budget Committee and we received a 
budget as required by law from the White House, that this is an- 
other huge gimmick in the budget. Since it does not suggest how 
and where this tax is going to come from, CBO is not going to score 
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it as income as the Administration scores income. They are pro- 
posing a spending plan for roads and they are proposing to pay for 
it with a tax increase they will not even explain what is, and the 
money is not going to come in. It is just kind of Washington budg- 
eting, this kind of Washington logic that has put us in this finan- 
cial crisis we are in, and we cannot continue it. 

We cannot go forward on the bald assumption that, somehow, we 
can appropriate and authorize spending based on a tax that is not 
going to be collected, probably. We have a lot of things in this coun- 
try we have to raise money for, and I will tell you, the doctors so 
they take care of our Medicare patients is one of them, and there 
is a lot of money there. 

Well, you have said, Mr. Secretary, that the budget would collect 
more revenue. It is definitely not a gas tax. So where will the 
money come from? 

Secretary LaHood. Well, Senator, as I said earlier, we want to 
work with Congress on that, and we are happy to work with you. 
We are happy to be a part of the debate and happy to work with 
you. I think the President has made it clear that he is not in favor 
of raising the gas tax when we have 9 percent unemployment in 
this country and a lousy economy in many places in the country, 
but look, we are 

Senator Sessions. Well, do you have any suggestions? 

Secretary LaHood. You know. Senator, I think what we need to 
do is to sit down together and figure this out and we are willing 
to do that. 

Senator Sessions. Well, sitting and figuring out is a little late 
when you have a budget that assumes it is going to be done when 
it is not going to be done. We just are not going to be able to raise 
that much tax to meet this need when we have a lot of other de- 
partments that have needs, too, particularly when you are talking 
about a 62 percent increase in spending next year — 62 percent, on 
top of the $48 billion total that went to roads and transportation — 
$27 billion only actually went to roads, about 3 percent of that total 
stimulus package. And so I do not think we are going to get there 
and I think we are fooling ourselves and I think we are putting 
ourselves, from a budget perspective, do you not, on a dangerous 
course that could lead to increased spending without any revenue 
to pay for it. 

Secretary LaHood. Look, Senator, here is what I think. I think 
this. I think that what we do in transportation will put our friends 
and neighbors to work. This is a jobs bill. This is a jobs budget. 
That is what this will do. And we have — in America, what we have 
never done is been dissuaded by the fact that we do not have — we 
are not smart enough to figure out how we get there. If we really 
want to get the economy going, if we want to build roads and 
bridges, if we want to really improve infrastructure, there are a lot 
of smart people previously, other leaders, that have done it. And 
we can do it, too, and we are willing to do it. We are willing to sit 
at the table 

Senator Sessions. Well, Mr. Secretary, we have been 

Secretary LaHood [continuing]. With you and figure it out. 

Senator Sessions. We have tried this and we have had, I have 
no doubt, some jobs created with the stimulus package. It is impos- 
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sible to spend that much money and not create some johs. I think, 
percentage-wise, we prohahly did more johs per dollar on the high- 
way side than we did on all the other 95 percent that was spent. 
I am totally confident of that. 

But we do not have the money. We are borrowing 40 cents out 
of every dollar we spend. We do not have the money to go a mas- 
sive new program. So if we do not have a tax increase, do you pro- 
pose borrowing the money? 

Secretary LaHood. Here is what I propose. What I propose is 
that a budget is a reflection of the Congress’s values, and this 
President’s budget on transportation is a realization that if you 
pass a very strong transportation program, you recognize that it 
will put people to work. It will get our economy going. It will set 
priorities. The President has a pretty big view about this. 

Senator Sessions. Well, we have some priorities and views and 
one of them is to get the country’s fiscal house in order before we 
go bankrupt and have a debt crisis 

Secretary LaHood. Well, look at 

Senator Sessions. — Geithner sitting right there a few days ago 
indicated that not only is this debt that we are increasing dramati- 
cally reducing economic growth, and he agreed with the studies 
that show that, he said it places us at risk of a debt crisis, another 
fallback, perhaps, to another recession, and this would be a tragic 
thing for us. So we just — obviously, we cannot unlimitedly borrow 
money. 

Now, the proposal is to double spending on highways over the 10- 
year period, basically. In this time of financial crisis, are you as- 
serting that education gets a 10-percent a year, I suppose, energy 
gets an increase, and you all get to double the transportation budg- 
et? 

Secretary LaHood. I think this is a reflection of the President’s 
values. That is what I think. This is a — our budget is a reflection 
of the idea that if you put people to work, what are they going to 
do? They are going to pay taxes. Some of those taxes are going to 
come to the United States. What is that going to do? That is going 
to improve our fiscal situation here. 

Look, you can pay down some debt and the President wants to 
do that. You can also have transportation priorities that puts 
Americans to work building American roads and bridges. You can 
do both. Senator. 

Senator Sessions. We are not going to pay down a dime of debt. 
I cannot believe that the President continues to insist that we are 
going to be paying down debt on this budget. The lowest annual 
deficit is $600 billion added to the debt. All of this borrowed. This 
money is going to be borrowed if it is spent because we are not 
going to have this kind of tax increase, so we have a problem. 

I really respect your passion and interest, but I do believe that 
this Congress has a high priority to have fiscal sanity in this Con- 
gress in spending and we have to work at it and it is not going to 
be easy. 

Chairman CoNRAD. Senator Whitehouse. 

Senator Whitehouse. Mr. Secretary, thanks for being with us. 

Secretary LaHood. Good morning. 
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Senator Whitehouse. Good morning. You have been to Rhode Is- 
land to visit Senator Reed and myself and you are aware of our cir- 
cumstances, how difficult the State budget is there, how difficult 
our unemployment situation is there. We are still at 11.5 percent 
unemployment and it has been that way a long time. We have the 
so-called 99-ers who have run out their 2 years, 99 weeks of unem- 
ployment and are stranded now. It is a tough situation. 

We have a couple of potential bright spots on the horizon. I want 
to make sure that they do not get snuffed out. One of them is our 
TIGER II grant that goes to the Port of Providence to buy new 
cranes because our cranes are so decrepit, and that will, it has 
been estimated, add 550 jobs just in Rhode Island, another nearly 
1,000 jobs around the country because of the activity that having 
those cranes in place as infrastructure will generate. 

Our predicament is that that is being held up right now, as I un- 
derstand it, while we get a “Made in America” waiver for the 
cranes, and my worry is with all the sweeps that are being threat- 
ened here, I do not want to be in a situation in which this account 
gets swept while this money is unobligated because we have not 
sorted through the waiver when it should be an easy call. We got 
the waiver already on the TIGER I grant, which was also for a 
crane down at Quonset, and the reason we got the waiver is be- 
cause no matter how you slice and dice the information, nobody 
makes a crane in America any longer. It just cannot be done. That 
should be a 2-minute discussion, already decided on TIGER I. 
There ain’t no crane out there to buy. Please, if you can do any- 
thing you can to expedite this so we can move it through, obligate 
it, and make sure that we do not lose that funding. 

Secretary LaHood. Senator, I told our Deputy Secretary to sign 
the waiver today. It is already — it was signed this morning. 

Senator Whitehouse. I am delighted. 

Secretary LaHood. I knew you were going to bring this up, and 
I am sorry that we have delayed and caused so much heartburn 
about this, but it is signed. 

Senator Whitehouse. Perfect. Perfect. 

The second thing up there is high-speed rail. We have common 
cause here on high-speed rail. I think we all recognize that when, 
in the Eisenhower administration, we took a national move to high- 
speed road and built a national highway system, it was one of the 
best things ever done for our economy. It exploded growth in ship- 
ping, lowered costs, created enormous industry that uses that in- 
frastructure to this day. 

So now that we had our high-speed road moment, it would be 
great to have also a high-speed rail moment, and there is no place 
that is more important than in the Northeast where that rail cor- 
ridor gets used so much, creates so much value, is such an impor- 
tant core, spine of transportation infrastructure. What can you tell 
us about where you are on Northeast corridor high-speed rail? 

Secretary LaHood. Well, we believe that the Northeast corridor 
is — not only exists currently as a very viable rail connection for 
many, many people and takes a lot of cars off the road in the 
Northeast corridor, we like the plans that take us well beyond, all 
the way to the Canadian border and further south through the 
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Carolinas, all the way to Florida. That is our dream. That is our 
vision. If you look at the President’s budget, 50 

Senator Whitehouse. We particularly like that Boston to New 
York corridor. 

Secretary LaHood. I have it. We like Boston to New York, also. 
But if you look at the President’s — look, nobody has a bigger, bold- 
er vision of this than President Obama does. We would not be 
where we are at. We have invested $11 billion already. That is 
more than has ever been invested in high-speed rail, ever in the 
history of the country, thanks to the President and the Vice Presi- 
dent. 

Senator Whitehouse. I appreciate it. I think it is a great thing. 

Secretary LaHood. And there is $50 billion in the President’s 
budget over the next 6 years for high-speed rail. That is more than 
has ever been invested. We are with you. We are on the track with 
you on this. 

Senator Whitehouse. Good. And as we have seen some of the 
newly elected Governors decide that they do not want money from 
the Federal Government on this, even though it has been allocated 
to them, when Governors turn back this money, I hope that you 
will quickly reallocate it to places like the Northeast corridor that 
do want it and it will have 

Secretary LaHood. What we intend to do. Senator, is when 
States decide they do not want the money, we are going to make 
it available throughout the country so everybody has a fair shot at 
it. We think that is the only fair way to do it. 

Senator Whitehouse. Good. I appreciate it. And obviously, the 
quicker that can be turned around and the quicker other States 
can get access to that, the better, and I am confident that in the 
Northeast, we will be able to make a compelling presentation as to 
why 

Secretary LaHood. I have no doubt of it. 

Senator Whitehouse [continuing]. The Northeast corridor is crit- 
ical. Thank you very much. 

Secretary LaHood. Thank you. 

Senator Whitehouse. Thank you, Mr. Chairman. 

Chairman CoNRAD. Senator Thune. 

Senator Thune. Thank you, Mr. Chairman. Mr. Secretary, great 
to have you with us. 

Secretary LaHood. Thank you. 

Senator Thune. Thank you for your service and your spirited an- 
swers to these questions today. 

I want to — and I do not want to beat a dead horse, because I 
know it has been talked about already at some length, but I, like 
my colleagues who have spoken before, am concerned and some- 
what mystified at why we did not do more in the area of infrastruc- 
ture out of the amount of money that the stimulus provided. I 
mean, you look at just over 5 percent was spent on transportation 
and what could have been done in terms of addressing these short- 
falls that we have and this year over year shortfall that we are 
now experiencing in the Highway Trust Fund, which is a problem. 
We are transferring now out of the general fund to the Highway 
Trust Fund. 
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And the budget, as I understand it, suggests that significant in- 
creases in spending and a highway reauthorization bill, which I 
hope we can get to this year, but increases 2012 spending on sur- 
face transportation by 86 percent over 2010 levels. It also includes 
a $50 billion front-loaded transportation infrastructure plan for 
2012, which, I think, as again is mentioned, sounds more like an- 
other stimulus program. 

But I guess the question I come back to is the issue that has al- 
ready been raised. There has not been any — there is not anything 
in this proposal, and you have said several times your proposal 
does not include any more revenue raised from the gas tax and 
that that is not an option the Administration is open to, so where 
does the increased revenue come from? How do you pay for all this 
stuff? If you do not tax gasoline, how do we do it? 

Secretary LaHood. Well, we have to think creatively and we 
have to figure out ways to pay for this. We think that it can be 
done the way that things are done around here, when people sit 
around a table together and put creative ideas on the table, and 
I think that will be done when the Congress gets around to writing 
a transportation bill. We hope we are in the room and we hope we 
can be part of finding the revenue to do it. We think that is the 
way we get there. 

Senator Thune. Do you have any more specific ideas? Does the 
Administration have any suggestions that they would like to offer 
up, because historically, this has always been a — this is a gas tax 
issue. It is a user fee, basically. And obviously it is not keeping up 
with the demands. You saw what the Chairman put up in his chart 
and how big that thing gets to at the end of the decade. It is a $28 
billion shortfall. Clearly, that is going to take a significant amount 
of revenue, and although we all appreciate, I think, the budget and 
its recognition of the needs that are out there, not having a way 
of funding it seems like many of the aspects that we have seen in 
this budget, and that is these proposals just do not have funding 
sources. 

I mean, it seems to me, at least, that the Administration has 
kicked the can down the road on a lot of the big issues that we are 
facing. This is one of many. But do you have any ideas? Has there 
been any discussion on your end of this about how we might — what 
kind of a funding mechanism or source we might come up with? 

Secretary LaHood. Well, we have had lots of discussions pri- 
vately with Members of Congress about this, particularly members 
who believe that the investments the President is proposing are ab- 
solutely critical to continuing the progress. And as the Congress 
gets serious and really begins to sit down and write a bill, you 
know, we want to be there. We want to be a part of the discussions 
and we want to be a part of finding ways to continue to make these 
investments, to put friends and neighbors around the country to 
work building roads and building bridges. 

Senator Thune. Let me ask you, and I appreciate the answer, al- 
though there is a complete lack of specificity or any hard solutions, 
in my view, about how we deal with this. The suggestion that we 
have to be creative is great, but 

Secretary LaHood. We like your Build America Bonds program. 
Senator. I know you and Senator Wyden have promoted that. It 
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has been a good program. It has worked very well. Lots of States 
have taken advantage of it. I mean, look, that is one way to get 
some additional money. I talked about tolling. I talked about the 
fact the President has put the Infrastructure Bank on the table. 
And so it is not as if you all have not come up — you and Senator 
Wyden have come up with this very creative way of — and it has 
worked, and we think the Infrastructure Bank is also another cre- 
ative way of thinking about funding some of these things. The spe- 
cific pay-for, we are willing to be in the room and have these dis- 
cussions and debates. 

Senator Thune. I am not a big fan of the Infrastructure Bank, 
as you might expect. I think that we are going to see that probably 
is going to benefit primarily largely metropolitan areas. 

But the other thing I wanted to express a concern about is the 
$53 billion plan on passenger rail investment over the next 6 years. 
As someone who represents a rural State, the budget proposal is 
concerning when you look at the much faster growth in proposed 
spending for transit and passenger rail investment. I, frankly, do 
not think that if you get west of Boston or east of San Francisco 
that you are going to see much transit investment, and at the same 
time, the transit programs within the DOT do not contribute to the 
Highway Trust Fund when it comes to user fees. And as I under- 
stand your proposal, it allows transit systems to use funding for 
O&M. That, to me, is very concerning, given the fact that transit 
does not contribute to the Highway Trust Fund. 

Secretary LaHood. Well 

Senator Thune. In rural areas of the country, we are not antici- 
pating we are going to see any high-speed rail anytime soon. 

Secretary LaHood. Well, I hope you also looked at the idea that 
we increased the spending on highways by 48 percent. In over 6 
years, it is $330 billion. We get it. Look, at DOT, we know how to 
work with our partners in the States to build roads and bridges 
and the President has asked — requested huge investments and a 
huge increase to build roads and bridges for States like yours. Sen- 
ator. We get it. We know that there is crumbling infrastructure. 
We want to be helpful on that. We have great partners in the 
States. We worked with those great partners on spending $48 bil- 
lion, of which $28 billion was for roads and bridges, and we did it 
the right way because of our friends in the State that have 
partnered with us on these things. We believe in roads and bridges, 
and if you look at the increase, it is significant. 

Senator Thune. OK. Well, thank you, and my time is expiring, 
but again, I just come back to the proposed increases are great, but 
at some point, the Administration is going to have to lead in fig- 
uring out how we pay for this stuff. Thank you. 

Chairman CoNRAD. I thank the Senator for respecting the time. 

Let me just indicate. Senator Wyden is next, then Senator 
Cardin, Senator Coons, Senator Sanders, Senator Warner. 

Senator Wyden. Thank you, Mr. Chairman, and welcome, Mr. 
Secretary. I just want to followup on that last point with respect 
to Build America Bonds, because as you know, they just went out 
the door like hotcakes. We estimated that, given the fact that we 
never tried anything like this in our history — Senator Conrad will 
remember this — in the Finance Committee, I was asked to give an 
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estimate of what we might do in the Build America Bonds area, 
and I said, oh, maybe $8 or $10 billion, and as you know, it was 
$181 billion, I mean, something like 18 percent — exceeding an 18- 
fold increase in terms of expectations. 

Now, the question is, where do we go from here, and Senator 
Thune asked the right question and that is where are we going to 
look to try to get additional funds. And I think it would be possible 
to again build a bipartisan coalition for Build America Bonds if we 
get them to focus only on transportation. And I have talked with 
a number of my colleagues on both sides of the aisle about this. We 
are looking at the numbers that have come in so far and it looks 
like Build America Bonds just for transportation purposes over this 
experimental period of time exceeded the amount that went out 
under the Recovery Act. So the Recovery Act was $48 billion and 
we think — the numbers are still coming in — that it was well over 
$50 billion just for transportation alone. Build America Bonds. 

And for colleagues that are interested in this, in our State, where 
they really kept track of the numbers, they estimated there was a 
10-percent savings associated with this compared to the traditional 
level of bonds. So a chance to do more work. A, get additional rev- 
enue, and save money at the same time. 

My question to you, Mr. Secretary, because Senator Thune has 
been a wonderful partner in it, and, as you know, many Repub- 
licans have been involved in this going back to Senator Talent and 
Senator Dole and Senator Vitter, we have had a whole lot of Re- 
publicans involved in this, and I think we could get this again to 
be a bipartisan program if the Administration would say, look, it 
has been wildly successful as it related to transportation. New 
money, savings. We will, for purposes of bringing the Congress to- 
gether, put it solely to transportation, and I have mentioned to 
Senator Thune, perhaps we could rebrand this. We could call them 
TRIPS bonds. Transportation and Regional Infrastructure bonds, so 
that everybody would walk away and see that we are trying to get 
a good concept which has been successful confined to transpor- 
tation and have a chance to answer the question asked by Senator 
Sessions, asked by Senator Thune, where we have had bipartisan 
support. What is your take on that in terms of trying to bring folks 
together once again as we were able to do over the years? 

Secretary LaHood. Well, as I said. Senator, I congratulate both 
you and Senator Thune for your leadership on this. I know there 
are other Senators involved in this. This is a very good stream of 
funding and we will work with you in any way we possibly can be- 
cause we think this is one of the options that needs to be out there 
to pay for all the things we want to do. 

Senator Wyden. What is going to be our challenge in the Admin- 
istration? Part of it — I discussed this with some of my colleagues 
on the other side of the aisle — this was so attractive to the private 
sector that people automatically said, well, let us see if we can look 
at it for other kinds of approaches, and that is when some of the 
bipartisan support seemed to drift away, is people just saw it being 
used in a variety of other kinds of areas. Do you think within the 
Administration you can get people to say that the transportation 
need is so great. No. 1, and getting this back to having bipartisan 
support is just as important, that you can get the Administration 
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to help us as we build a bipartisan coalition, say we will go just 
with transportation given the fact that the need is so acute? 

Secretary LaHood. Well, I will commit to say this. Senator. I will 
work very hard within the Administration to make the strongest 
case that I possibly can that this ought to be dedicated to transpor- 
tation. Now, whether I can get there or not, I do not know, but I 
know this. There is a shortfall. The President has a big vision. We 
need to find the resources to pay for it. Your Buy America Bonds 
have been wildly popular, as you knew they would be and Senator 
Thune knew they would be, and they have provided a great re- 
source to get some significant things done. 

Senator Wyden. I appreciate your willingness to do this because 
I think Senator Thune and a number of Republicans are very inter- 
ested in working in a bipartisan way on this issue. We worked 
through some of the kinks early on. There were questions about 
fees early on. Now we have seen no one raise concerns about that. 
The one concern has been, is this going to be used as an open- 
ended approach to fund all kinds of other services in government, 
and I hope we can get back to what essentially Senator Talent and 
a big group of Democrats and Republicans started dreaming about 
six, 7 years ago. 

I think it is clear it has worked. No. 1. I think the other ap- 
proaches are going to be a huge lift in terms of getting bipartisan 
support. Colleagues are asking for details about Infrastructure 
Banks and the like. This is something we know works. We know 
there are not a lot of rallies outside our offices to raise the gas tax 
in this kind of economy. We know that to have big league economic 
growth, you have to do something about little league transportation 
systems. And my hope is that as you go forward, you can convince 
the cabinet and the Administration to say that this is the area that 
will produce the most jobs most quickly. 

You have been to Oregon. You can go around our State and see 
all kinds of folks across the political spectrum, some of our most 
conservative business leaders working with labor leaders around 
Build America Bonds because, they say, this is something that has 
actually made a difference. And if we can get it back to its original 
focus, I think we will have an answer to Jeff Sessions’s questions, 
the point that Senator Thune was making. I think they were rais- 
ing logical concerns and we can come together in a bipartisan way 
and I am grateful for what you have said today. 

Secretary LaHood. Thank you for your leadership, and to Sen- 
ator Thune, also. 

Senator Wyden. Mr. Chairman, thank you. 

Chairman CoNRAD. Senator Cardin. 

Senator Cardin. Well, thank you, Mr. Chairman. Secretary 
LaHood, it is nice to have you before the Committee. 

Secretary LaHood. Good morning. 

Senator Cardin. I am going to give you a little different view 
than Senator Thune on the transit issues, but first let me say that 
I support the budget, the more robust budget that you come in with 
for transportation infrastructure. I think that it is critically impor- 
tant for our Nation to be as competitive as we need to be. It is 
about jobs. It is about outbuilding our competitors. And I think 
that we need to find a way to make sure we can finance that. 
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I also want to applaud you on the multimodal approach that you 
have. Look, we cannot do it by roads alone. We cannot do it by 
transit alone. We need to invest in smart transportation that al- 
lows us to recognize the different needs in rural America and in 
urban America. 

But I just really want to urge you to continue aggressively on the 
transit funding, and I really want to respond to Senator Thune’s 
point. 

You know, it is interesting. In the prospectus that GSA puts out 
for Government space in this area, a high priority is given to locate 
a space on a transit line because the Federal Government under- 
stands that we do not have the resources to build all the parking 
lots that we would need in order to take care of people using the 
highways. If we had all of our Federal workers on the highways, 
they would never get there because we do not have enough roads. 

If you take a look at the dollars — and maybe you should do this 
for us — as to how much more you would have to spend in highway 
maintenance if we did not have a transit system to deal with peo- 
ple getting to and from work. You know, we are building a new 
road in Maryland, the ICC. That is going to cost close to $3 billion. 
So transit saves us highways and highway maintenance dollars 
and allows us to have a way that we can bring our communities 
together. 

I would last point out on this argument of rural versus urban, 
in our State, on the eastern shore and in western Maryland, transit 
is critically important. They understand that. Now, maybe we could 
be more effective in rural communities on transit, and we should 
look at that. But it is important in Salisbury, it is important in 
Cumberland, Maryland, to have transit to get people to and from 
work. 

So I just want to urge you to keep focused on it, and I have not 
even gotten to the other issues of our national security, of using 
less energy and a cleaner environment. So this is an important 
issue for our Nation, and I just want the Chairman to understand 
that this Senator is going to continue to fight for adequate infra- 
structure financing for all the modes of transportation because I 
think we need — it includes also our bill we just passed for the air- 
ports, the port modernization, and rail. 

In rail, we need to get to the next generation. Thank you for 
what you are doing on high-speed rail — I think that is important — 
for inner city rail. All of the above we are going to need if we are 
going to be able to have a sensible transit project. 

With Senator Warner here, we live in the second most congested 
area in the country, and we all, I think, have a responsibility be- 
cause the Federal Government is mainly responsible for the trans- 
portation challenges we have in this community. And it is impor- 
tant that the Federal Government maintain its responsible share 
in dealing with the transit costs. We are going to be talking about 
that because the House-passed budget did not. And we are going 
to fight for the Federal Government doing what it is responsible 
for. We do not want to see newly created unfunded mandates to 
local governments as a result of what is coming out of the House 
of Representatives. 
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Now, I had one question which was dealing with groundwater, 
storm runoff. I have asked you about this before. I have the honor 
of chairing the Water and Wildlife Subcommittee on the Environ- 
ment and Public Works Committee, and we need partner wherever 
we can. And high construction — and I really do applaud you be- 
cause we are using the best practices. It can make a major dif- 
ference on the amount of storm water that runs off in a very ineffi- 
cient way, or in an efficient way, and the way we do our highways 
can be critically important. 

So I just really want to get your reply as to how you see the pri- 
orities in your agency helping us deal with the proper management 
of storm water. 

Mr. LaHood. Well, as you know. Senator, we stole away from 
your State your Secretary of Transportation, John Porcari, and he 
is our Deputy Secretary now, and he knows these issues intimately, 
having worked on a number of road projects in your State. We are 
committed to work with the EPA and work through the environ- 
mental impact statements to make sure that whatever responsibil- 
ities we have to take in terms of providing the resources to make 
sure that when the construction takes place there is the right, you 
know, avenues for water and runoff and all of those things. 

You know, our commitment is to work with the other agencies 
to make sure that it is done correctly and properly and that we pro- 
vide the resources to do that. 

Senator Cardin. I thank you, because the private sector really 
looks to what we do in Government, and if we do not set the exam- 
ple — we have done that on our energy standards. We need to do it 
on our environmental commitments on storm water. It can make 
a huge difference in getting the type of cooperation we need from 
the private sector as they develop their buildings and construction 
to also do the right thing. 

Secretary LaHood. Right. 

Senator Cardin. We have rules, but if the Federal Government 
does not set the example, it makes it difficult to get the type of 
compliance 

Secretary LaHood. Right. We are committed to that. 

Senator Cardin. Thank you. 

Thank you, Mr. Chairman. 

Secretary LaHood. Mr. Chairman, could I just respond to Sen- 
ator Cardin about transit? 

Chairman CoNRAD. Oh, please do. Certainly. 

Secretary LaHood. He and Senator Warner have the privilege of 
representing what I believe is, if not the best, one of the best tran- 
sit systems in America. And I will tell you why I say that. I was 
struck when I was on the platform at President Obama’s inaugura- 
tion and saw a couple million people out on The Mall. Almost every 
one of those persons was delivered there by the Metro system in 
Washington. It is a magnificent system. It was well designed. It is 
not without its problems, but it is a great system. And if you think 
of all the people that it delivers here to Capitol Hill every day and 
around this region every day, it really is a good system, and we 
support their efforts to improve. We are going to provide $150 mil- 
lion to, you know, do the fix-up on the infrastructure and help 
them buy new cars, help them buy safer cars. But this is America’s 
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Metro system, and it is a model for the rest of the country. And 
we have worked closely with your Metro system because we think 
it is one of the best, and we want to keep it that way, and we want 
to make sure it is the safest. 

And that is why, if I can put a plug in, Mr. Chairman, last year 
last year the Banking Committee passed by unanimous consent a 
transit safety bill that gives to the Department of Transportation 
some responsibility that we are currently prohibited from doing 
now, which is looking after safety in transit systems around Amer- 
ica. And I hope there will be some Senators this year that will re- 
introduce that bill, give us that responsibility, because there is no- 
body in the Government looking after transit safety, and we need 
that. We need that responsibility. We need the Congress to give us 
that responsibility. And those of you who represent one of the 
greatest transit systems in America, I hope you will consider doing 
that. 

Senator Cardin. Let me just very quickly, Mr. Chairman, agree 
completely, and that bill, of course, was strongly supported by our 
delegation here, and we want to see you have that authority. We 
have had difficulties with safety issues in regards to the Wash- 
ington Metro system. 

Let me also just underscore the point that the $150 million that 
you have put in the budget, there was a 10-year commitment of 
$1.5 billion. You have carried out that commitment. Now it is our 
responsibility to make sure that stays in the budget. It was not in 
the House-passed budget. We are going to do everything we can to 
make sure it stays in the budget. 

And the last point, I also got to the inaugural through rail com- 
ing in from Baltimore, so rail is very important to get into the city. 

Thank you. 

Chairman CoNRAD. Senator Warner. 

Senator Warner. Thank you, Mr. Chairman, and, Mr. Secretary, 
it is great to see you. 

Secretary LaHood. Good morning. 

Senator Warner. There are so many places to hit in 6 minutes 
and 54 seconds. Let me, first of all, thank you for all of your work, 
but let me start with associating, affiliating, and whatever other 
terms we use my comments and questions with my good friend 
Senator Cardin’s. And as a member of that Banking Committee 
that passed that bill out unanimously, I look forward to working 
with your office to make sure it gets reintroduced and gets again 
that kind of support from the Banking Committee. 

Secretary LaHood. Thank you. 

Senator Warner. Because it is terribly important. The Wash- 
ington Metro is a great system, but it has had its issues, particu- 
larly around safety. As a former Governor, this notion of where the 
ball lands in terms of safety was something we had never really 
fully thought through. 

But let emphasize again what Senator Cardin has said, is that 
it has taken — it took a long time for all of the State partners to 
pony up their share, but we got there. And as we build out some 
of these extensions and upgrade the facilities on Metro, it is, I 
think, both for the region irresponsible but from plain business 
planning purposes to kind of have the rug pulled out the way the 
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House budget proposes is something that we should not allow to 
happen. And I look forward to working with Senator Cardin and 
I hope a united bipartisan Senate on that issue. 

Secretary LaHood. Senator, let me just say, you are very modest 
about this, but when you were Governor, you were one of the lead- 
ers that made this system what it is today, and you should be con- 
gratulated for all of your leadership on making Metro what it is 
today. 

Senator Warner. Well, thank you. When we first tried to con- 
vince our folks in Northern Virginia how we would help pay for 
that share, I got my tail whipped. I wish you had been Secretary 
then to give that support. 

Let me also echo my good friend the Senator from Rhode Island’s 
comments with one slight amendment. 

Senator Whitehouse. Is that the southward amendment? 

[Laughter.] 

Senator Warner. One slight amendment. As we have discussed, 
we were concerned in Virginia — I think it is great that we are mov- 
ing forward on high-speed rail, but building out pieces in Florida 
or elsewhere, or to my good friends in North Carolina, building out 
these segments without a connection, without a connection to the 
Northeast corridor that starts from Washington up through Boston, 
to me, you know, did not make necessarily all that much sense. 
And when we think about a corridor where we do not have the 
amount of congestion and other issues and more of a straight shot, 
our Nation’s capital, down the 95 corridor through Richmond, con- 
necting with Hampton Roads and down into North Carolina, I can- 
not think of a better place with higher potential usage and a more 
willing bipartisan support at this point than the Commonwealth of 
Virginia. 

I know you were able to move very quickly on some of those oth- 
ers dollars that came back from the Midwest, but if those Florida 
dollars — and I say this with trepidation and Senator Nelson is not 
here. If those Florida dollars get back in the pot — I love my friends 
in the Northeast, but if we wanted a great demonstration example 
of how to do high-speed rail, we look forward to Virginia’s applica- 
tion being perhaps more competitive than it was in the first round. 

Now let me come to, in my 3 minutes left, something that Sen- 
ator Sessions and I have talked a lot about, and Senator 
Whitehouse as well. We have to figure out how we are going to 
fund transportation, but we have also got to make sure that, within 
our limited dollars of how we fund, we have better performance 
metrics. And I want to commend you and your Department for rec- 
ognizing, I think for the first time in a long time, that we have to 
have performance metrics in our allocations; that some of the cur- 
rent formulas and some of the current approaches just do not get 
it. 

I am glad that your proposal includes the establishment of per- 
formance measures for highway investments and repair invest- 
ments at the FHA. I do think we need more. As you know, I have 
been working with the Bipartisan Policy Center about how we 
make sure that these metrics and data are out there so we do not 
just have these kinds of arguments back and forth, but we have ac- 
tually some ability to evaluate. 
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One of the things I think we have to do, though, is make sure 
that these metrics go outside of highway but that they are kind of 
mode neutral. And I would like for you to comment for a moment 
about the whole sense of metrics, how we make sure that we have 
some mode neutrality in this, that we really look at moving people 
and goods as the goal, not simply highway miles traveled, vehicle 
miles traveled, that we look at 

Secretary LaHood. Well, on both of your points, the reason that 
Virginia is going to be significant in high-speed rail is because of 
your leadership, meetings that you have called that we have at- 
tended. You are really persuading us that there is a lot of leader- 
ship in Virginia thanks to you and other members of your delega- 
tion. 

Senator Warner. Bipartisan support. Let us make sure we get 
that on the record again. 

Secretary LaHood. Absolutely. But, again, you are being a little 
modest here. 

Senator Warner. That is not something I have often been ac- 
cused of, Mr. Secretary. 

Secretary LaHood. I think you have pressed on this, and the 
reason we have really gone to these performance standards is be- 
cause of what you have said to us over the last couple of years. We 
get it. We think it is important. We think it is a way to show the 
Congress and the country that we are just not spending their 
money willy nilly, that we are just not spending money because the 
Congress gave it, but there are performance standards, and it will 
be multimodal and it will be an opportunity for us to really meas- 
ure and judge using good metrics to make sure that taxpayer 
money is being spent in a way that reflects the values of the Con- 
gress. And we took our cues from you on that. 

Senator Warner. You are more generous with your comments 
than the actual record is, but I will take them. 

Let me on the last comment just say I am very intrigued with 
the infrastructure investment bank that you have talked about. I 
do have some of the concerns that Senator Thune has, that, you 
know, we have to make the financing work the right way. It is not 
free money. But some of the existing programs, the TIFIA program 
and others, they do have a tendency to bias toward highway. How 
do we make sure we get that mode neutral right in the infrastruc- 
ture investment bank? My time has expired. 

Secretary LaHood. We want to work with Congress on this infra- 
structure bank and make sure we do get it right. And we want to 
make sure that it is money that can be leveraged with TIFIA, with 
tolling, with other opportunities from the private sector that want 
to make investments. 

It would not be the sole source of funding. What it would lever- 
age is tolling, TIFIA, private sector money, maybe some State 
money, maybe some additional Federal money out of highways or 
something. So it really is — we think it is an opportunity to leverage 
some additional money and really get some other players involved. 
And that is the way we see it. 

Senator Warner. My time is up, but do you see this bank being 
transportation only, or do you see it ultimately migrating to include 
smart grid and other kinds of infrastructure-related projects? 
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Secretary LaHood. Well, we see it in our proposal for transpor- 
tation. 

Senator Warner. Thank you, Mr. Chairman. 

Chairman CoNRAD. Senator Sanders. 

Senator Sanders. Thank you, Mr. Chairman. 

Mr. Secretary, thank you very much for the very important work 
you are doing. Sometimes what gets lost in the shuffle is the disas- 
trous condition of America’s infrastructure, the fact that we are 
falling further and further behind many other countries, and the 
point that you have made, and made repeatedly, is that if we are 
serious about pulling ourselves out of this recession and creating 
decent-paying jobs, investing in the infrastructure — our roads, our 
bridges, public transportation — is perhaps the fastest way we can 
do that. So count me in as somebody who supports the thrust of 
your argument. I think it is exactly right. And to my mind, invest- 
ing in infrastructure, creating decent-paying jobs frankly is a lot 
more important than giving tax breaks to millionaires and billion- 
aires for the future of this country. So when our friends ask where 
the money is coming from, I think some of us know where the 
money could come from. 

Let me just get to a question. In Vermont, we are concerned. We 
have a new Governor, and I would like the opportunity to chat with 
you, maybe bring the Governor into that, to talk about transpor- 
tation needs in Vermont. Is that something that we could do? 

Secretary LaHood. Absolutely, and I met your Governor at the 
White House when he was here for the Governors’ meeting, and I 
think he is going to be very progressive on transportation issues. 

Senator Sanders. I think he will, and the problem in our State, 
as in many rural States, is that people often have no option other 
than the automobile to get to work. So how we can address some 
of those needs is important. 

Second of all, you received and responded to a letter that the 
Vermont delegation sent to you requesting that you extend the des- 
ignation of the Northern New England High-Speed Rail Corridor to 
include a 120-mile segment between Springfield, Massachusetts, 
and White River Junction, Vermont. I know it is an issue you are 
looking at. 

Secretary LaHood. Yes. 

Senator Sanders. It is an issue we would like your support on, 
and let us continue talking about that as well. 

So I will just end with that and to say that as a Nation, Mr. 
Chairman, we should be deeply concerned that in China they are 
building high-speed rail all over the place, and that we — Mr. Sec- 
retary, you correct me if I am wrong. Are we the only major nation 
on Earth that is lacking in real high-speed rail at this point? 

Secretary LaHood. Well, we are one of a few, that is for sure. 

Senator Sanders. And would you agree with me that if we want 
to take cars off the road, if we want to lessen the heavy traffic at 
our airports, high-speed rail is one way to go? 

Secretary LaHood. High-speed rail will provide thousands of 
jobs. It will help the economy. It will provide lots of green jobs, and 
it will provide alternative transportation that does not exist in 
America today. And this is what Americans want. It is not just 
President Obama or Vice President Biden or Ray LaHood. This is 
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what Americans want. You have people all over the country that 
have worked on high-speed rail for over two decades, and 33 States 
and the District of Columbia have accepted the $11 billion that we 
have put out so far because they want to connect America with 
high-speed rail. 

Senator Sanders. And I think others have raised this point. If 
there are States that choose not to take the Federal money, please 
put Vermont at the top of the list. 

Secretary LaHood. Yes, sir. Your Governor made that very clear. 

Senator Sanders. We will take that money. If other States do 
not want it, that is fine. 

Go back to a point you made earlier. In terms of job creation, if 
we are investing in roads, bridges, tunnels, how many jobs do you 
see being created in that type of investment? 

Secretary LaHood. Well, I would just say this. The $48 billion 
that was in the stimulus program created 15,000 projects and 
65,000 jobs. We did that in 24 months, and we did it by the way 
Congress said to do it. You have not seen any bad stories written 
about our stimulus — none — because we did it the right way. We did 
it the way you all told us to do it, and we put 65,000 people to work 
in 2 years with 15,000 projects. 

Senator Sanders. But you would not deny — and, by the way, I 
happen to believe that the stimulus package did pretty much what 
it was supposed to do. It created 2 or 3 million jobs. I agree with 
those people who say we should have put more money into infra- 
structure. But let us not ignore the other very good things, and my 
State opened up a whole lot of other areas. But I will tell you that 
the stimulus package in Vermont put more money into our roads 
and bridges than we have ever seen in the history of the State. But 
you would agree, I think, that that is just the tip of the iceberg. 

Secretary LaHood. Tip of the iceberg, absolutely. 

Senator Sanders. Give me an idea, give us an idea — and I un- 
derstand the funding issue. We cannot create money out of our ears 
here. But if you had your druthers, what would we be investing in 
infrastructure in America? 

Secretary LaHood. Over the next 6 years, the President put out 
a plan for $550 billion. That is as bold as any President — no other 
President has been that bold. No other President has stepped up 
with that kind of a plan, $50 billion for high-speed rail. Never that 
kind of investment. We have increased funding for roads and 
bridges. It is now over — it will be over $300. 

Senator Sanders. All right. Let me ask you again a question 
whose answer is obvious, and I speak as a former mayor. If we 
have a crumbling infrastructure, which I think many people recog- 
nize that we do, and you do not invest in that infrastructure, if 
States all over this country are facing enormously serious fiscal 
problems and are unable to do that, if you do not invest in infra- 
structure, does the infrastructure, our roads and bridges, magically 
get better? 

Secretary LaHood. They actually become unsafe. Senator. 

Senator Sanders. Not only do they become unsafe, will it cost 
more money to improve them as they deteriorate 

Secretary LaHood. Costs go up every year for infrastructure. 
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Senator Sanders. So we are in a situation where, if you do not 
invest now, you are simply going to have to invest more later. We 
are in a situation now where we have a horrendously high unem- 
ployment rate. Now is the time to invest to create the jobs. The 
Federal Government has that responsibility. Where do we get the 
money? Well, I would say to my good friend from Alabama that in- 
vesting in infrastructure is a lot more important than giving tax 
breaks to billionaires. He may disagree with that. That is my view. 

Mr. Chairman, thanks very much. 

Chairman CoNRAD. Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair, and thank 
you, Mr. Secretary. 

Secretary LaHood. Good morning. 

Senator Merkley. Good morning, and I know that you will be 
out in Oregon soon to visit Oregon 

Secretary LaHood. Yes, sir. 

Senator Merkley. — Iron Works and attend a gathering of the 
Bicycle Transportation Alliance. I am sorry I will not be able to be 
there with you, but I know you will get a firsthand view of the 
street cars under construction at Oregon Iron Works and some 
other good projects. And thank you so much for your support of 
smart transportation modes. 

Secretary LaHood. Thank you. 

Senator Merkley. In the budget from the Department, it notes 
that the Administration will bolster metropolitan planning, award 
funds to high-performing communities, and empower most capable 
communities and planning organizations to determine which 
projects deserve funding. 

When I read those words, they sounded a little bit akin to a con- 
cept I have been promoting, and I am not sure they are the same, 
but I will use this as a chance to ask you if they are. But essen- 
tially I have been working on legislation that would encourage com- 
munities and States to use performance-based planning where the 
local community would set goals for how they want to grow on a 
range of factors from economic development to congestion reduction 
to a reduction in oil dependence. They would then develop several 
scenarios to weigh or to compare how they perform against those 
standards, and this sort of scenario-based planning captures the 
interaction of different modes of transportation. So that concept, is 
that akin to what you are talking about in your planning docu- 
ment? 

Secretary LaHood. One of the things that we learned during the 
six town meetings or listening sessions, or whatever we were call- 
ing them — transportation authorization listening sessions that we 
held around the country — is that there needed to be some change 
to incorporate more ideas. And as I said to Senator Warner, we be- 
lieve these performance standards are critical so that taxpayers 
know and that you can go back to taxpayers and say, hey, they are 
using metrics to make sure this money is being spent correctly, and 
they are basing it on some performance standards. 

So I think what you have said is where we are at and what we 
would like to incorporate in a transportation bill so that we can say 
to taxpayers this money is being spent according to these metrics 
and really have some good performance standards. 



985 


Senator Merkley. Well, thank you. I appreciate that a lot. 

Another concept that we have been talking about is practical 
project design that would empower local communities to plan 
projects that are more tailored to their local needs, most cost effec- 
tive. We hear from a number of communities that they get frus- 
trated that the State Departments of Transportation have very 
rigid design guidelines that increase the project costs, maybe the 
same large lanes or the same large ramps, regardless of the com- 
munity context. Is this concept of additional flexibility in design 
something that fits in with the way you are approaching the trans- 
portation — 

Secretary LaHood. Well, look, we have great partners at the 
State level. We work with them day in and day out. And we will 
continue to work with them. We know that sometimes it can be 
frustrating for local folks to get their projects through the State. 
We know that the TIGER program was very successful because 
people with creative ideas brought them forward, and we looked at 
them and we thought they could be creative and do some creative 
things. We awarded the money to them, and certainly your State 
benefited from that program. 

We are going to continue to work with our State partners to 
make sure they understand that we want to get projects done, we 
want performance standards, and we want to make sure that all 
the stakeholders are involved in the process. 

Senator Merkley. Great. Thank you. 

One of the other changes that is in your budget is consolidating 
55 highway programs into five streamlined ones. How do you see 
that in terms of the application process for the communities that 
are seeking funds, any — let me put it this way. A lot of our smaller 
communities do not have a lot of grant writers, and when I saw 
this, I thought this is going to make it a little easier for them to 
track opportunities to apply and find the funds that match their 
community and easier for us as a congressional office to help them 
find funds that they can apply for. 

Is that part of the thinking that went into this or 

Secretary LaHood. Part of the thinking is that we want to follow 
the President’s lead on trying to reform agencies and make sure 
that the Department of Transportation comes into the 21st century, 
continue to work with our partners, but really squeeze a lot of pro- 
grams together. Almost everything now is multimodal. It might in- 
volve — ^you know, the bridge that they are going to build across the 
Columbia River is certainly multimodal. It involves transit, it in- 
volves cars. It involves, you know, the ability of people to bike and 
walk across the bridge. It involves tolling, and it involves a number 
of things. And so we want to make sure that we have an organiza- 
tion that is lean but also takes the best talent we have so that we 
can give people access so they do not have to go through 50 layers 
of bureaucracy to get done what they want to get done. And we 
know a lot of things are going to be multimodal, and we have really 
tried to take the best and the brightest, put it together, and make 
it certainly more accessible to States around the country. 

Senator Merkley. Well, I want to applaud the work you are 
doing on that because I do think that it is exactly the right direc- 
tion for the reasons that many things are multimodal, and also 
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that in terms of communities being able to understand how and 
where to apply, it greatly simplifies it. 

You mentioned the Columbia River Crossing, and that is a huge 
regional challenge, including the extension of light rail across the 
river, pedestrian and bike paths, but having an effective passenger 
and freight corridor as well. It is just such a huge choke point. I 
appreciate that you are familiar with it, and we are doing all we 
can to get all of the community leaders to come together behind a 
common design, and I will certainly be working with you all on 
that project. 

We have others — the extension of our light rail into the 
Milwaukie area — and your Department has been extremely helpful 
in that. And I just in general want to applaud your — ^you have been 
a breath of fresh air since you came in in terms of thinking about 
transportation and making it cost effective and functional. I guess 
I echo Senator Warner’s comments about it is not about how many 
miles you pave or how many miles you build, but how do you make 
the transportation system overall work better, and that has been 
a concept that Oregon has been pursuing for a long time and that 
I think you have really come to take forward to the benefit of 
transportation across this country. 

Secretary LaHood. Well, thank you. Senator. You have some 
great leadership in your State. I just met with the Governor of your 
State, and also Washington, and we talked about the multimodal 
nature of the bridge, the Columbia River Bridge Crossing, and the 
multiple ways that we are going to fund it. It is very creative. It 
is going to happen. It is needed, and you have some great leader- 
ship in your State. 

Senator Merkley. Thank you. I look forward to continuing to 
work with you. 

Secretary LaHood. Thank you. 

Chairman CONRAD. Thank you. Senator. 

Mr. Secretary, I would like to now just take a few more minutes 
and Senator Sessions will take a few more minutes. 

Secretary LaHood. Sure. 

Chairman CoNRAD. If Senator Coons has returned by the time 
we are done, we will have him have time. If not, we will shut it 
down. 

I want to raise the issue that you are very well aware of. Devils 
Lake, North Dakota. Devils Lake is a lake that has risen more 
than 30 feet in the last 15 or 16 years. Devils Lake is now three 
times the size of the District of Columbia. Devils Lake is now fore- 
cast — we just have in the last week a most recent forecast from the 
National Weather Service that the lake is going to go up another 
three feet this year. That puts it perilously close to an uncontrolled 
release of water out of the east end of the lake, where the water 
quality is many times worse than the water quality in the west end 
of the lake. 

As you know, the entire transportation system is compromised in 
that part of our State. We have already spent $850 million — that 
is Federal money alone — $850 million dealing with the flood threat 
in the Devils Lake basin. We have had hundreds of thousands of 
acres that have been flooded and inundated. People have lost ac- 
cess to their land. We have spent hundreds of millions of dollars 
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raising the road network and building a massive dike — it has been 
raised three times — protecting the city of Devils Lake. We have a 
town that is about to be flooded on the west end of the lake, the 
little town of Minnewaukan. The school is directly threatened. We 
have $6 million than has just been secured to move that school. We 
need to move much of that community. 

The road and bridge network in the area, as you know, has been 
raised repeatedly and we require additional work or parts of the 
road network are going to go under this year, and maybe you could 
give us an idea of what the plans are in the Department of Trans- 
portation to continue to help us with this crisis. 

Secretary LaHood. Well, Senator, thanks to your leadership and 
others in your delegation, we will be committed to working with 
you and others in the State to do whatever is necessary to make 
sure that the roads and bridges are not compromised, that commu- 
nities are not compromised. We are committed to doing whatever 
we can to make sure that we take care of continuing to fix the 
problem. 

Whoever named this Devils Lake named it aptly. I think that 
this — the devil is responsible for this. I mean, I do not know how 
else to explain it. It is something that belies belief or belies nature. 
So I do not know who else to blame but the devil, so that is why 
his name is on it, I guess. Somebody was prophetic in putting that 
name on it. This is a natural disaster and we are committed to 
working with you to do whatever it takes to make sure that roads 
and bridges and communities are not compromised. 

Chairman CoNRAD. I appreciate that, and you have been great. 
You know, I think so many people in the Federal bureaucracy have 
hoped that this lake was going to just stop going up. We know in 
4,000 years of history, this lake has gone through this cycle before, 
and it is now on its fourth time. And when it has gone through this 
cycle, it has led to an uncontrolled release of water out of the east 
end. If it happens this time, now that that part of our State is pop- 
ulated — in the previous times it has happened, there was very little 
population — this will be a disaster of staggering proportions, abso- 
lutely staggering proportions. 

And so I wanted to again alert you to this latest forecast that 
predicts that the lake is going to rise much more than the previous 
forecast, and so we have an ongoing crisis. And I thank you for the 
help you have already given and I thank you for the attention that 
you, I am sure, will give to it in the weeks ahead. 

Secretary LaHood. Yes, sir. 

Chairman CoNRAD. Senator Sessions. 

Senator Sessions. Mr. Secretary, just to push back a little bit on 
this high-speed rail, the President wants it available to 80 percent 
of the population. You talk about $53 billion, but there is going to 
be hundreds of billions if anything like that were to occur. And I 
would just note that in Tampa, to Florida, the Governor there has 
rejected that after careful review. I do not think he did that be- 
cause he wanted to. I think he did it because he felt it was not a 
defensible matter economically. 

Governor Kasich has rejected $385 million for a passenger rail 
line, Cleveland to Cincinnati through Columbus, Dayton. I am sure 
they have given great thought to that. It is their State. I am sure 
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there are people there that want to see the free money from Wash- 
ington. 

You have Wisconsin, Governor Walker rejecting an $810 million 
connection. You have California with a high-speed rail line to no- 
where out in the desert, some $5.5 billion on that project. In Min- 
nesota, that plan has controversy, cost concerns, and without the 
Wisconsin connection, it is probably indefensible. 

So I just want to say, what I am hearing about and what I think 
most of us are hearing about is how to get across the 14th Street 
Bridge. I mean, there are traffic intersections and problems and 
headaches all over cities and I just think we have to be realistic. 
And we will have a tough debate about it, and where it can be de- 
fended, I will acknowledge that. In some areas of the Northeast, I 
think it probably can be. In some other areas, it cannot be. 

No. 2, would you look at a situation that I think is systemic deal- 
ing with a two-lane intersection improvement in Alabama. Two 
roads cross, two-lane roads, and they want to fix the intersection 
and are told they have to have a NEPA review, environmental re- 
view, for 30 miles on either side of that intersection. And appar- 
ently, this is a systemic problem and I was advised of it by my peo- 
ple yesterday and they asked me if we could seek relief and I will 
followup in writing with you. 

Secretary LaHood. Yes, sir. We will look at that. 

Mr. Chairman, could I just respond to the high-speed rail? 

Chairman CONRAD. Sure. 

Secretary LaHood. What we are pleased about. Senator Ses- 
sions, is that 33 States and the District of Columbia have accepted 
more than $11 billion because they believe in high-speed inner-city 
rail. They believe in the President’s vision. I have talked to Gov- 
ernor Brown twice about high-speed rail. Governor Jerry Brown of 
California. They are going to move ahead with their project. Even- 
tually, there will be a connection to the so-called rail line that you 
claim is going to dead-end somewhere. 

I met with Governor Dayton of Minnesota when he was here for 
the Governors’ meeting. He came to my office. I spent an hour with 
him. He is a very strong advocate of high-speed rail. He asked for 
our cooperation and we are going to work with him on that. 

There are some Governors who, for whatever reasons, believe 
that, at least in Ohio and Wisconsin, and we are going to hear from 
the Governor of Florida tomorrow who is going to give us a final 
decision on high-speed rail, but you are correct about Ohio and 
Wisconsin. They have decided to go a different direction. But that 
will not dissuade the other 33 States and the District of Columbia 
from moving ahead with the investments that we have provided 
and matched with a lot of local resources. High-speed inner-city 
rail is coming to America because that is what the people want. 

Senator Sessions. Well, it may show in polling data, but when 
the numbers become reality, the support is not so strong. And I 
just would say we are going to have to look at that closely and I 
have doubts, as these Governors have indicated. It is hard to turn 
down free money from Washington, though. A lot of States may 
find themselves lured into projects that end up costing far more 
than they expected and doing far less than they expected, so it is 
a matter of good debate. Thank you, sir. 
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Secretary LaHood. Thank you. 

Chairman CoNRAD. I thank the Senator. 

Senator Coons. 

Senator Coons. Thank you, Mr. Chairman, and thank you, Mr. 
Secretary, for your passionate defense today of the important infra- 
structure investments that are projected in this year’s budget. I 
think you have been a vital part of the Administration. I think 
your vision for modernizing and streamlining and investing in in- 
frastructure around transportation is critical. 

I just want to ratify some comments that were made earlier. My 
previous role was as a county executive. We made great use of the 
Build America Bonds. They were well received by our private sec- 
tor community. We were able to create jobs with them. I have al- 
ready spoken with Senator Wyden and hope to speak with Senator 
Thune. I will join them in whatever way they can to try and move 
them forward. I think we need creative financing mechanisms like 
an Infrastructure Bank. Some would say that Delaware is the case 
study for tolling. We toll everything. We probably collect more per 
mile of highway tolls than any State in America. 

On to high-speed rail, if I might. As our Vice President did for 
so many years, as my senior Senator Carper does every day, I com- 
mute almost every day by rail from my home in Wilmington to 
Washington and am sold, and have been for years, on the value of 
inner-city passenger rail, and in particular the promise of high- 
speed rail. I think it will put people to work. I think it will make 
us more competitive. I will join Senator Whitehouse in saying, 
should the Governor of Florida be so foolish as to turn back funds, 
please reprogram it as swiftly as possible, and it is our hope that 
the Northeast corridor will be highly competitive in that. 

I understand that the FRA is leading a region-wide Environ- 
mental Impact Study, and that EIS, the Environmental Impact 
Statement, for high-speed rail in the Northeast corridor has hit 
some snags, some delays, there are some challenges, and that that 
may be part of why we are not seeing as much coming to our region 
and to the Northeast corridor in funding as could be. 

Can you help me understand what I might be able to do, what 
barriers you see in terms of moving that forward? What do we need 
to do to get more investment in high-speed rail in the one part of 
the country where there is already a corridor that benefits from it 
daily? 

Secretary LaHood. I think more than anything else, one of the 
things that we are going to do is include Amtrak as a potential ap- 
plicant for high-speed rail money. I think we were not able to do 
that earlier on and we think we can. I think once that happens, 
I think there will be a lot more opportunities on the Northeast cor- 
ridor, frankly. 

You know, one of the criticisms was that Amtrak was not able 
to utilize this money and we feel there is a way now for us to in- 
clude them and we are going to do that, and I think that will en- 
hance the Northeast corridor’s ability to really step up and do some 
of the things that you and others have provided leadership on. So 
I see that happening in the near term. 

Senator Coons. Thank you. If there is anything I can do to be 
supportive of that move 
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Secretary LaHood. Thank you. 

Senator Coons [continuing]. I would welcome a chance to do so. 

I am also very concerned about the potential impact that the 
House-passed Continuing Resolution would have on Amtrak em- 
ployment in my home State. I have been to the Bear and the Wil- 
mington shops repeatedly. They have high-quality employees. I 
think they are critical to the mission of sustaining the train sets 
that you have in service in Amtrak today and could play a key role 
in high-speed rail in the future. My understanding is the House- 
passed CR would cut 215 jobs in Delaware. What is your sense of 
the impact on transportation were we to, on the Senate side, pass 
the same level of cuts that the House side has already 

Secretary LaHood. Well, I would recommend that the Senate not 
do what the House did. I would say that. Amtrak is doing as well 
as it has ever done in the history of Amtrak. They made money last 
year. 

Senator Coons. Yes. 

Secretary LaHood. People like their service. They are providing 
on-time service. They are providing good food. They are providing 
a great form of transportation for people that people can afford to 
use, and ridership on Amtrak is through the roof. I know I am tell- 
ing you everything you already know, but — so this idea that you 
should cut something that is successful is just, to me, not realistic. 

This is one form of transportation that takes cars off the road, 
provides clean, green transportation along a corridor that is one of 
the most congested corridors in the country, and to a company that 
now is making money, providing a good service, and should be re- 
warded by having as many passengers as they possibly can. Cut- 
ting their funding will not be helpful. It will be hurtful. 

Senator Coons. Can you tell me anything, Mr. Secretary, about 
the status of Amtrak’s application? They applied for an RIF loan 
for their electric locomotives that would also help them expand 
their fleet. 

Secretary LaHood. Mm-hmm. 

Senator Coons. What is the status of that? 

Secretary LaHood. Well, we are working on that and we are re- 
viewing it and, you know, it is sort of in process. 

Senator Coons. What I would like to do is work with you as 
much as I could to make sure that Amtrak achieves the level of 
service that I think they are capable of delivering, both with the 
current train sets and with the next generation. 

Secretary LaHood. Yes, sir. We will do that. 

Senator Coons. Also, there are some substantial State of Good 
Repair needs in the Northeast corridor, as you are well aware. 
Some of them could fall under the System Preservation account, 
some under Network Development. How do you see the Northeast 
corridor fitting into this budget proposal and what sorts of benefits 
or investments might there be in the 

Secretary LaHood. I am going to ask Chris Bertram, our Budget 
Director, to give you the figures, but look, this Department of 
Transportation is very high on Amtrak. We think they have good 
management. We think they have a board that is paying attention. 
We think they are providing a valuable service. We think that the 
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fact that ridership is up, that they made money last year, is an in- 
dication, if you will pardon the pun, they are on the right track. 

Senator Coons. They are. They are. I am grateful to hear that 
from you, Mr. Secretary. 

Secretary LaHood. Could we just have Chris respond? 

Senator Coons. Please. Absolutely. 

Mr. Bertram. On the Northeast corridor for the State of Good 
Repair projects, most of those would probably be eligible under the 
new proposed System Preservation account, and then if there were 
sort of capacity additions or extensions that Amtrak would be in- 
terested in doing, they would be available under the Network De- 
velopment account. 

Senator Coons. And do you think this budget provides adequate 
capital financing for those sorts of improvements in the corridor? 

Mr. Bertram. Yes. There will be almost $4 billion available for 
State of Good Repair, System Preservation type. Most of those 
probably would be for Amtrak, which would be quite a bit of an in- 
crease over 2010. 

Senator Coons. One last concern I have. There is a critical, oh, 
I think it is an eight-mile gap between Delaware and Maryland 
where there are two rails rather than three and there is a capital 
investment project that has already been design engineered, ap- 
plied for, and there is funding, but it is not yet under construction. 
One of my concerns is that should there be some agreement that 
leads to recisions of financing or funding for projects like that, that 
there be particular attention given to that. 

The rail line congestion that exists between sort of Baltimore and 
Philadelphia could be critically advanced by finishing that rail that 
would allow then SEPTA and MARC to connect. It would make a 
significant advancement in the sort of variety of passenger rail sys- 
tems that are accessible to our general community so that Amtrak 
can do what it does best, be a regional rail carrier, and then MARC 
and SEPTA can connect right at the Newark train station. 

I just want to say how grateful I am 

Secretary LaHood. Thank you. 

Senator Coons [continuing]. Eor the energy, the focus, the vigor 
you bring to this. It is difficult in other parts of the country, I 
think, for folks to assess effectively just how much high-speed rail 
can bring to them. I think we have a great work force working for 
Amtrak, and literally every day, I can tell you, you are right. They 
have better food, better service, more on-time delivery of a great re- 
source for America. So anything I can do to work with you on rail, 
I would be grateful for a chance to do so. 

And Mr. Chairman, thank you for keeping the hearing open to 
accommodate my floor speech on patent reform. 

Secretary LaHood. Thank you for your leadership on this. Sen- 
ator. We appreciate it and we will work with you. 

Senator Coons. Great. Thank you very much, Mr. Secretary. 

Chairman CONRAD. Thank you, and thanks. Senator Coons, for 
coming back quickly so that we could not have a break in the hear- 
ing. 

Let me just conclude, if I could, on some of what I heard from 
the committee on high-speed rail, because I hope colleagues will 
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think very carefully about the appropriate test for whether or not 
high-speed rail should be supported in our country. 

If the test is, is it going to be in my State, I do not think that 
is the right test. High-speed rail is probably not going to be in my 
State. But I support high-speed rail because I believe it is good for 
America. Look, I have things in my State that are not in other 
States that get Federal support. I have two of the largest Air Force 
bases in the country in my State. They are not in other States. But 
my colleagues know that those bases have value for America and 
so they support them. 

High-speed rail, it is very clear to me, has value for America, and 
we are all part of Team America. When I look at what Team Japan 
is doing, they have high-speed rail. I have ridden on it. I think it 
goes nearly 200 miles an hour. I have been on high-speed rail in 
Russia, a train that went almost 200 miles an hour. We see what 
is happening all across Europe with high-speed rail. If America is 
not to fall behind, if we are going to be competitive, we are going 
to have to have high-speed rail, and I believe it is one of those in- 
vestments that actually will pay dividends in terms of the competi- 
tiveness of our country, in terms of attracting tourists to America. 

And by the way, I have thousands of people from my State, my 
little State of North Dakota, who come and ride the rail that is out- 
side of my State. I have people who ride the Metro system here in 
Washington. Thousands of people from North Dakota have come 
here every year and ride Metro and ride the Northeast corridor 
rail. 

So we are not the individual States of America. We are the 
United States of America, and if we are going to be strong, I do 
not think the best can be, it has to be in my State or I am not 
going to support its funding. I think the test has to be, is it good 
for the country. I think we have to apply the additional test now, 
is it being paid for, because we cannot just add to the charge card 
when we are borrowing 40 cents of every dollar we spend. 

And the hard reality is when we look at the spending of the 
country today as a share of the GDP, it is the highest it has been 
in 60 years. The revenue as a share of GDP is the lowest it has 
been in 60 years. So both sides of that equation are going to have 
to be worked, but we cannot forget the fundamentals of economic 
strength and growth. And if we are not investing in infrastructure 
in America, we are making a big, big mistake. 

Mr. Secretary, I want to end as I began. I think you are excep- 
tional. 

Secretary LaHood. Thank you. 

Chairman CoNRAD. I have rarely seen a witness who is better 
prepared or does a better job of defending his position than you do, 
and I just want to thank you for the leadership you have provided. 

Secretary LaHood. Thank you, sir. Thank you for your leader- 
ship. 

Chairman CoNRAD. We will stand adjourned. 

[Whereupon, at 11:52 a.m., the committee was adjourned.] 
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Thank you. Secretary LaHood, for joining us today as we 
request for a stunning 62 -percent increase in transportation funding. 

As you know, we are faced with a growing fiscal crisis. We are out of money. We’re borrowing 
forty cents of every dollar we spend. Our deficit this year is projected to reach $1.65 trillion. And 
yet this is the third day in a row that a member of the president’s administration has come before 
this committee to request a substantial increase in his department’s budget. These requests are 
simply disconnected from reality. Listening to them you would think we were experiencing a 
budget surplus, not a staggering deficit. 

All across the country families are tightening their belts in the face of tough economic times. The 
federal government must do the same. No agency should be exempt. Every department of 
government must closely examine its budget and find ways to do more with less. Our severe 
fiscal challenges present an opportunity to make government leaner, more productive, and less 
expensive. It is an opportunity we must seize. 

Unlike so much of what Washington does with taxpayer money, transportation is a legitimate 
and necessary function of government. Good roads are tangible long-term assets that enhance 
productivity. 

The tragedy is that there was a great opportunity to advance our highway system as part of the 
so-called stimulus package. Instead, nearly one trillion dollars was frittered away on a failed jobs 
plan that succeeded only in sinking our nation dramatically deeper into debt. 

It is terribly sad that the Obama Administration has only now placed such apparent urgency on 
transportation spending, given what occurred with the stimulus package. The president said the 
money would be used to repair our nation’s infrastructure. But only a meager five percent of 
stimulus funds were directed to roads and bridges. Clearly, the stated infrastructure goal was not 
met. 

And now this budget will further undermine America’s infrastructure by using foreign loans to 
pay for costly and unnecessary projects — such as high speed rail — while the Highway Trust 
Fimd remains empty. 

Where do you propose to get the funding for these projects? Are we to simply keep borrowing 
until our credit runs out? Are you truly unable to trim your budget and focus your spending 
priorities? 

We cannot rely on China to pay for roads and bridges in America. 

I am aware that the Administration argues that many of the projects in this budget are actually 
paid for. But these claims rely on a big gimmick. 

This year we will spend $43 billion out of the Highway Trust Fund but take in only $36 billion. 
And over the next ten years, if we just maintain the spending level under the current Continuing 
Resolution, we expect to spend about $140 billion more than comes in. This means the General 
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Fund will have to continue to bail out the Highway Trust Fund, just as it has the past few years. 
Since there is no money for the General Fund, this means more borrowing and more debt. 

So, we can’t even pay for our baseline, but the Administration proposes a huge spending increase 
with no real plan to pay for it. You assume $435 billion in new money over the next ten years in 
magic revenue. You have said this revenue is not from a gas tax increase. Where is it from, then? 

This is the sort of Washington-style accounting that got us in this fix in the first place. So let me 
clear up any confusion: Congress is not going to pass a half-trillion dollar mystery tax increase. 

We need fact-based budgeting, not fantasy budgeting. Frankly, 1 have been troubled by how the 
White House has continued to spin the plain facts. 

Here is how the president described his budget to the American people: 

“What my budget does is to put forward some tough choices, some significant spending 
cuts so that by the middle of this decade our annual spending will match our annual 
revenues. We will not be adding more to the national debt.” 

The reality is the exact opposite: the president’s budget increases spending every single year, 
doubles our national debt, and never once produces a deficit less than $600 billion dollars. 

In fact, so much new debt is accumulated under the president’s plan that our annual debt interest 
payments will rise to $844 billion dollars by the end of the decade. We will be spending seven 
times more on interest than on transportation. These staggering interest payments will crowd out 
all other priorities. By failing to make tough decisions today we are sacrificing the future, not 
investing in it. If we follow the president’s budget we will leave our children — and the world — 
with an America that is weaker and diminished. 

If we want to strengthen America and create jobs, then we will have to restrain government 
spending and climb out from under this mountain of debt. 

It’s not an easy road, but it’s the right road. It’s the road that leads to a better future. 



statement by Senator John Thune 
Budget Committee Hearing to Review the Department of 
Transportation Fiscal Year 2012 Budget 
March 3, 2011 

Mr. Chairman, thank you for holding this important 
hearing. And thank you Secretary LaHood for appearing 
before the Committee this morning, 1 look forward to 
your testimony. 

The Administration's budget for 2012 proposes sweeping 
changes in funding for Department of Transportation 
programs. At the heart of the budget is a six-year $556 
billion surface transportation reauthorization proposal 
that would increase trust fund spending by $115 billion, 
and increase 2012 spending on surface transportation by 
86% over 2010 levels. 

The budget also includes a $50 billion dollar "front 
loaded" transportation infrastructure plan for 2012 that 
sounds very much like another stimulus and the proposal 
that the President outlined last September which we 
never received legislative language on - including how it 
was to be paid for. 
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Unfortunately, the Administration has left unanswered 
the most obvious question: how do we pay for these 
huge increases? 

I am concerned that this proposal will fail to advance the 
dialogue on a needed multi-year surface transportation 
bill, because it does not address critical funding 
solutions. During a time of tight budgets and fiscal 
constraint, any increase in spending must be offset. I 
hope that DOT will share its ideas today, and continue to 
engage Congress as we move forward. 

Beyond the lack of funding for DOT proposals, I have 
several other specific concerns that I hope are addressed 
this morning. 

I am concerned about the creation of a $30 billion 
National Infrastructure Bank as part of the new 
Transportation Trust Fund. I would request a careful 
review of the policy implications of this program before 
proceeding. Frankly, I have great reservations about this 
type of fund, which I believe would principally benefit 
large metropolitan areas and ignore the needs of rural 
states like my own. 
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1 also have concerns regarding the $53 billion plan 
regarding passenger rail investment over the next six 
years based on how the $8 billion in Stimulus high speed 
rail money has been utilized - or not utilized in some 
cases. 

As a member who represents a rural state, the budget 
proposal is very concerning when you look at the much 
faster growth in proposed spending for transit and 
passenger rail investment. Keep in mind, the transit 
programs within the DOT don't contribute to the 
Highway Trust Fund when it comes to user-fees and in 
fact your proposal to allow transit systems to use funding 
for operations and maintenance is very concerning. 

Thank you again, Mr. Chairman, and I look forward to 
today's discussions. 
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Senator Wyden Opening Statement 
Senate Committee on the Budget 




Hearing on the Department of Transportation FY2012 Budget Request 


In his state of the Union, the President discussed the need for investment in transportation. He said, 
"To attract new businesses to our shores, we need the fastest, most reliable ways to move people, 
goods, and information." 

That means roads, bridges and rail. 

You simply cannot have a big league economy with a little league transportation system. 

In the Senate, there is widespread consensus that highways, roads, transit systems, and bridges 
must be fortified. 

Furthermore, transportation projects put people to work, which the construction industry needs. 

But the big challenge, in my view - the outstanding issue - is how will America pay for improving our 
transportation system. With $100 a barrel oil further stressing our economic recovery, raising the 
gas tax is not an appealing option. There haven't been any rallies outside my office for raising the 
gas tax. 

Fortunately, there is a proven way to generate tens of billions of dollars of additional funds for 
transportation on top of what is raised by the gas tax. It's an idea that for years had widespread 
bipartisan support. 

The idea is Build America Bonds. 

So, I want to use this opportunity to walk back through some of what happened with Build America 
Bonds over the years and to talk about how to win bipartisan support once again for federal tax 
credit financing of transportation infrastructure. 

Eight years ago, I put forward a proposal for transportation funding using federal tax-credit bonding 
with our former colleague Senator Jim Talent, a Republican from Missouri. We called it Build 
America Bonds. 

Senator Talent and I thought that we needed to find new, innovative and politically viable ways to 
pay for transportation projects. 

We were struck by the fact that the federal government had never bonded before for transportation 
and sought to work with the private sector to find some way to use federal tax credit bonding to 
leverage private dollars for investment in infrastructure. 
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Over the years a number of colleagues on both sides of the aisle joined in this effort. 

There's a long list of Republicans who have favored using tax credit bonding as a way to pay for 
transportation projects, and who cosponsored our legislation. 

Just so you can get a sense of how bipartisan this effort was; David Vitter, Elizabeth Dole, John 
Thune, Susan Collins, Roger Wicker, Norm Coleman - these are just a few on the Republican side. 

On the Democratic side, Amy Klobuchar, Mark Dayton, Benjamin Cardin, and John Rockefeller are 
just a few of those who supported our efforts. 

There is an old saying that "there are no Democratic or Republican highways." Well, there aren’t 
any Democratic or Republican transportation bonds either. 

In 2009 , Congress decided to test out a version of Build America Bonds. Several details of our 
proposal were changed, but the version included in the American Recovery and Reinvestment Act 
was still a tax-credit bond program to invest in infrastructure. 

The experts estimated that about $10 billion worth of the bonds would be sold. 

I was asked in the Finance Committee to estimate how many bonds would be sold, and I said I 
thought it would probably be 6 to 10 billion dollars worth. 

In fact, it exceeded all expectations. They sold like hotcakes. 

Between April 2009 and the expiration of the program at the end of last year, there were more than 
181 billion dollars in Build America Bonds issuances. Just a little more than 18 times what was 
predicted. 

Unfortunately what was once a thoroughly bipartisan Build America Bonds program is less so today. 
Some folks had concerns, some valid and some not so valid. 

Much of the spending went to non-transportation projects, which was not the original intent of our 
proposal. 

There was also no cap on the number of bonds that could be issued, mostly because no one thought 
they'd be so popular. 

Early on, there were concerns about the fees being charged to issuers, but after a year, the fees for 
Build America Bonds were comparable to any other kind of municipal bond on the market. 

Some folks just thought that spreading out government spending on infrastructure was just not a 
good idea. But any successful business will tell you that some time you have to take on short term 
debt to create long term economic growth. 

What I hope everyone can agree in is that this test of Build America Bonds clearly showed there's an 
appetite in the market for federal tax-credit financing of infrastructure projects. 
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Going to this bipartisan model makes as much sense today as when Jim Talent and I worked on it 8 
years ago. 

I intend to soon introduce legislation based on my earlier, bipartisan work with Senators Thune and 
Talent that would create a federal tax-credit bonding program to fund investment in transportation 
infrastructure. To highlight the focus on transportation, I plan to call the new bond program the 
Transportation and Regional Infrastructure Project or "TRIP" bonds. 

I hope that this legislation, like its earlier counterparts, will be both bipartisan and successful. 

Tm hopeful that the administration and folks on both sides of the aisle will join me in working 
together to come up with new and innovative ways to address the gap we have before us on 
transportation funding. 
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Senate Budget Hearing 
March 3, 2011 

Questions for Secretary LaHood 

QUnSTlONS SUBMI ITHD BY SRNATOR JRFF SESSIONS 

OiiL'slion I. My understanding is that the Build America Bonds (BAB) program is a lax 
subsidy program that increases the deficit and therefore results in more federal borrowing and 
debt and risk in order to allow state and local government transportation programs to 
borrow more cheaply. 

So il'we have to borrow more money to operate the BAB program, how does that help 
increase the amount of revenue into the HTF and reduce its current shortfall? 

Answer. Reauthorizing the BAB program will not increase Highway Frust Fund (HTF) 
revenues - but it will improve the ilnancial prospects ior our stale and local partners who co- 
invest in transportation infrastructure alongside Federal programs that rely upon HI F spending. 
The F’ederal Ciovernmenl help.s transportation agencies in more ways than IITF' spending, which 
accounts for about 4.5 pereem ofcapital investment in transportation nationwide. State and local 
agencies tap many additional funding and Financing sources, including low-cost debt as enabled 
by I'cdcral programs, such as ia,\-exempl bonds and BABs. authorized under tlic Internal 
Revenue Code, and which exist outside of the Department oflraiisportaiion (DO'l). 

Federal tax exemption of interest canted on slate and local (■‘municipal ) bonds has a 100- 
plus-year history. Transportation is only one category of public purposes - others include 
education, health care and water/sewer - for which municipal tax-exempt bonds can be issued. 
Because the Federal Government does not collect income lax on the intere.st earned by 
purchasers of these bonds ("bond holders'’), municipalities can sell them at lower interest rates 
and save substantial local funds. The BAB program gave these same municipal governments the 
option to issue taxable (rather than tax-exempt) bonds and then receive direct Federal 
reimbursement for a portion ol' their interest payments to bond holders. 

And because the market for potential purchasers oftaxable BABs - such as pension kinds -- 
may be different than the market for tax-exempt bond buyers, issuers may benefit Ironi this 
alternative marketplace and may obtain c\’cn lower borrowing costs, rhereforc. since the BABs 
must be repaid by revenue from taxes and tecs, the lower imerest payments let municipal 
governments complement the value of all their funding sources, including the Federal spending 
financed by the FFri-', 
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QUESTIONS SUBMITTED BY SENATOR CORNYN 

Question I. The llFiA program is something \vc can all agree has been a very important 
kick start lor projects around the countrs . It seems that this program might be wandering a\va> 
from its mobility focus and slow ly shilting toward rather undefined project criteria like 
"livability." ■■economic competitit cne.ss." and '■susiainahilily" { understand that instead of 
changing the rules through a public process. I 'SOOT is using internal guidance that is not subject 
to public comment. Can you comment on that? Also, is OS DOT moving avwty from large-scale 
mobililv projects? 

Answx'r. I'ransporlation investment provides a wide range of benef Is. Fhe goal ol the 
TIFIA program is to aceclerale projects of regional and National significance that not only 
enhanee mobility, but also provide environmentally sustainable Ircinsporlation options and 
leverage Federal participation with substantial private co-investment. In recognition ol this, the 
Department has made explicit the consideration of livabilityv environmental sustainability, and 
economic competitiveness, among other iaclors, when considering projects lor receipt o! I IMA 
credit support. In particular, in the Notice of Funding .Availabi!ii>' (NOFA) published in the 
Federal Register in December 2009. the Department clarified flMA's stalutorx' criteria 
(Regional and National Significance. Private Participation. Fnvironmental Benelh.s, t Te of 
1 cchnolog)v and the extent to ^vhich 1 IFIA participation will lead to Project .Acccicralion and 
Reduced ('irant .Assislanee) by explaining how DOTfs livability, economic eompctitix eness. and 
safety strategic obicctix es ft in as considerations under the Regional and Natisma! Signincance 
criterion, and how DOd 's en\ ironntenial sustainability and stale ol good repair strategic 
objccliNcs ft in under the iTtvironmeniai Benef ts criterion, it is also notable that in the most 
i'ceent 1 il'lA NOlvA published in .lanuary 20i i, the Department included the use of tolling and 
pricing to reduce road congestion and manage demand for highsvay travel as pari of the 
Fmvironmental Bencills criterion. TIFl.A continues to advance mobility projects, such as Slate 
Highway 1 61 . a new highway in Dallas C.'ounty. d'exas, which expects to achieve financial close 
in the near future. Capturing livability considerations is consi,stcnt with d IMA's goal to assist in 
fnancing projects of regional and national signillcancc and enhances TIFl.A s role in innovative 
transportation finance solutions like Denver T'nion Station. DO! used its strategic priorities to 
better defnc how FIMA best enhances mobility. Mobility that enhances economic 
competitiveness, access to opportunity, or qualitv’ ol Hie are a good use of taxpayer dollars. 


Question 2. I understand that instead of changing the rules through a public process, USDOT 
is using internal guidance that is not subject to public comment, (.'an you comment on that? 

Answer, Fxtensive information on the flFlA competitive selection process has been issued 
publicly through the Notice of Funding Availability process. In addition, during the summer oi 
2UI0. DSDO'f held a listening session on TIM.A and rcauthorizatioii. Industry participain.s and 
stakeholders were invited to present their perspcclives on how IdF’IA could be enhanced to bctlci 
suj’iporl the delivery of .surface transporiaticin projcei,s. Feedback received at both the listening 
session and through comments submitted in response to the 2010 NOhA has been careluliy 
considered by die Department and incorporated in the subscquenl 201 1 NOI-A as appropriate. 
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Question 3. Also, is USDOT moving away from large-scale mobility projects'.’ 

Answer, 'i'he TIFI.A statute includes a miniimim project size for eligible projecls ,'S5() 
million and Regional and National Significance is one ofllic sialmorv .selection criteria. In 
selecting projcct.s for I’lMA credit a,s.sistancc, IJSlXff lias not dc\ iated from these statutory 
mandates. The four projects that were most recently invited to submit application.s for ’flfl.A 
support ranged in total project size from $.500 million to over $2 billion. In f'Y 2010, rn-'I,\ 
executed five loans totaling almost $2.2 billion in credit assistance for projects repre.senting 
almost $7,5 billion in total investment. 


Question 4. One potent way to stretch limited transportation resources is by finding ways to 
speed up project approvals. Does USDOT- specifically the Federal Highway Adrainistralion- 
have any plans to improve this process? What can USDOT do to streamline project approvals? Is 
there any effort to harmonize and streamline approvals across agencies? 

Answer. The Federal Flighway Administration (FHWA) continues to use various means to 
streamline project approvals and expedite project delivery. This is true for all projects requiring 
environmental review, regardless of whether processed through a Categorical Exclusion (CE), 
Environmental Assessment (EA), or Environmental Impact Statement (EIS). 

The time for environmental review varies for each category. The vast majority of projects 
(approximately 10,000 / year or about 96%) are processed through CEs, with the average time 
being 6 months or less. Approximately 300 projects / year (about 3%) are processed through an 
EA, with the majority being completed in the range of 16 - 48 months. FFIWA estimates that 
approximately 30-40 projects / year (about 0.3%) are processed through an EIS, with the average 
time from Notice of Intent to Record of Decision of 73 months pre-SAFETEA-LU and 43 
months post-SAFETE,A-LU. 

The Administrator’s Every Day Counts (EDC) Initiative incorporates a "Shortening Project 
Delivery Toolkit" to support Stale and local agencies in use of underutilized existing nexibilities 
to minimize duplication and reduce delay. The tools identified in this initiative include the 
following: 

• Planning and Environmental Linkages 

• Legal Sufficiency Enhancements 

• Expanding Use of Programmatic Agreements 

• Use of In-Lieu Fee and Mitigation Banking 

• Clarifying the Scope of Preliminary Design 

• Flexibilities in Right of Way 

• Flexibilities in Utility Accommodation and Relocation 

• Enhanced Technical Assistance on Delayed Environmental Impact Statements 

• Construction Manager ./ General Contractor 

• Design-Build 

Following a series of iO EDC regional summits that occurred this past Fall, State 
Departments of Transportations (DOTs) are developing action plans appropriate to their state for 
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implementation of this initiative. FHWA will be providing the necessary support. Additional 
information on this Initiative is accessible on the FHWA website at 
ht tp:.Vwvvw.thwa.dot.gov/ev'ei'vdavcounts/ . 

In addition to the EDC Initiative, FHWA continues to implement various provisions from 
SAFE'FEA-LU that have improved the environmental review process. These include: 

• Section 6002: Established changes to make the environmental review process more 
efficient and timely including establishing joint lead agency status and identifying 
participating and cooperating agencies, creating a process to resolve interagency- 
disagreements, and adding an option to invoke a 180-day limitation period for filing 
lawsuits challenging highway and public transportation capita! projects. It also 
authorized use of federal funds to support staff at Federal and State resource agencies as 
liaisons to work on expediting transportation project review and delivery. As noted, for 
the 1 8 projects completed under the Section 6002 process, the time from Notice of Intent 
to Record of Decision is an average of 43 months. 

• Section 6004: Allowed assignment to DOTs of responsibility for determining whether 
certain highway projects meet criteria to be classified as categorically excluded from 
requirements to prepare an environmental assessment or environmental impact statement, 
and to carry out other unspecified DOT environmental responsibilities for a project. 

States assigned responsibilities under Section 6004 are Utah, Alaska, and California. 

• Section 6005: Established a pilot program to allow assignment of FFIWA’s 
responsibilities for highway projects under NEPA and other specified environmental 
laws. California is the only state that entered into the Pilot Program. To date, no EIS has 
been initiated and completed under the Pilot though California has suggested time 
savings in the range of 12 to 17 months for about 50 EAs processed. 

• Section 6009: Changed the section 4(0 requirements associated with use of land from 
publicly owned parks, recreation areas, wildlife and waterfowl refuges, or public and 
private historical sites, to allow for a streamlined approval process for projects that have 
de minimis impacts. 



THE REPORT OF THE NATIONAL COMMIS- 
SION ON FISCAL RESPONSIBILITY AND RE- 
FORM 


TUESDAY, MARCH 8, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:03 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Wyden, Nelson, Cardin, Sanders, 
Whitehouse, Warner, Merkley, Coons, Sessions, Enzi, Crapo, 
Graham, Thune, Portman, Toomey, and Johnson. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. I particularly want to welcome our two distinguished wit- 
nesses today: Erskine Bowles and Senator Alan Simpson, the Co- 
Chairs of the President’s National Commission on Fiscal Responsi- 
bility and Reform. Our hearing today will focus on the Commis- 
sion’s plan and how it would address the Nation’s long-term debt 
crisis. 

I want to begin by thanking Erskine and Alan for the really out- 
standing job they did leading the Fiscal Commission. We never 
would have accomplished as much if it would not have been for 
their extraordinarily gifted and determined efforts. They made a 
significant personal sacrifice to come back to Washington to lead 
this Commission, and we owe them deep gratitude. I believe when 
the history of this period is written, their names will ring out as 
being leaders at getting the country back on track. 

I also want to thank them for starting the Moment of Truth 
Project, which they are launching today to continue pushing for a 
bipartisan solution to the debt threat that we confront. The Fiscal 
Commission succeeded in putting this issue in the national spot- 
light. There is now a growing consensus on the need to act, and the 
Commission provided a bipartisan road map for moving forward. 

Now, I believe we need to seize this opportunity. I believe we 
need to act this year. And that is why I have been part of a bipar- 
tisan group of Senators who are trying to turn the essence of the 
Fiscal Commission’s plan into legislation. If we can reach some 

( 1005 ) 
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kind of bipartisan agreement in the Senate, we hope it will provide 
more momentum to move toward a broad agreement this year. 

Here is what Admiral Mullen, the Chairman of the Joint Chiefs, 
said about the debt threat: “Our national debt is our biggest na- 
tional security threat.” That is coming from the Chairman of the 
Joint Chiefs of Staff. 


Admiral Mullen 
on Debt Threat 

“Our national debt is 
our biggest national 
security threat.” 

-Admiral Mike Mullen, Chairman of 
the Joint Chiefs of Staff 
“Tribute to the Troops” Breakfast 
June 24, 2010 


Make no mistake. We are at a critical juncture. We are bor- 
rowing about 40 cents of every dollar that we spend. Spending as 
a share of our national income is the highest it has been in 60 
years. The revenue as a share of our national income is the lowest 
it has been in 60 years. No wonder we have record deficits. 
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If we look at the gross debt as a share of the economy, we see 
that it will reach 100 percent this year, well above the 90-percent 
threshold that many economists regard as the danger zone. Two of 
our Nation’s leading economists. Carmen Reinhart and Kenneth 
Rogoff, studied the impact of debt on economies. They looked over 
a 200-year span at 44 countries, and this is their conclusion: “We 
examined the experience of 44 countries spanning up to two cen- 
turies of data on central government debt, inflation, and growth. 
Our main finding is that across both advanced countries and 
emerging markets, high debt/GDP levels” — above 90 percent gross 
debt to GDP — those levels “are associated with notably lower 
growth outcomes.” So if people wonder what this is about, this is 
about our economic future. This is about opportunity, this is about 
jobs, this is about the economic strength of the Nation. 
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Economists Reinhart and Rogoff 
on Danger of Gross Debt Above 
90 Percent of GDP Threshold 

“We examine the experience of 44 countries 
spanning up to two centuries of data on 
central government debt, inflation and 
growth. Our main finding is that across 
both advanced countries and emerging 
markets, high debt / GDP levels (90 percent 
and above) are associated with notably 
lower growth outcomes.” 

-Carmen M. Reinhart and Kenneth S. Rogoff 
“Growth in a Time of Debt,” American 
Economic Review: Papers & Proceedings 
May 2010 
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This is not just about numbers on a page. This is not just about 
bar charts showing deficits and debt. This is about the economic fu- 
ture of America. And the conclusion of the Reinhart-Rogoff study 
is that when you get a gross debt above 90 percent of GDP, your 
future economic prospects are compromised, are reduced, and re- 
duced substantially. That is why this matters. 

I believe the only way we are going to solve the Nation’s long- 
term fiscal imbalance is by enacting a comprehensive debt reduc- 
tion plan. We need a plan of the size and scope of what was pro- 
posed by the President’s Fiscal Commission. The proposal would re- 
duce the debt by $4 trillion over the next decade. It would put us 
on a course to get the debt stabilized and then brought down as 
a share of GDP so that we would be in a position to handle future 
shocks that none of us can anticipate. 


Where Do Savings Come From 
Under Commission Proposal 
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I believe a plan like the Commission plan must include spending 
cuts, entitlement changes, and fundamental tax reform that sim- 
plifies the Tax Code, lowers rates, and raises more revenue. The 
Commission plan provided such a balanced approach. Its savings 
come roughly equally from non-defense discretionary, defense dis- 
cretionary, mandatory spending, and revenue. It is worth empha- 
sizing that savings from Social Security reforms in the Commission 
plan are used only — and I emphasize “only” — to extend the pro- 
gram’s solvency, not for debt reduction. 

If there is one message I would like to get out there as clearly 
as I can, the savings in Social Security were redirected to Social 
Security to extend its solvency, not for debt reduction. 
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Savings from 
Fiscal Commission 
Social Security reforms 
are used only to extend 
program’s solvency, 


not for deficit reduction. 



This chart highlights the key elements of the tax reform included 
in the plan. The plan eliminates or scales back tax expenditures 
and lowers tax rates. And, by the way, tax expenditures are now 
running over $1.1 trillion a year. Tax expenditures are as big as 
all of regular — that is, non-war related — discretionary spending. 
And it makes the Tax Code more progressive. It promotes economic 
growth and improve America’s global competitiveness. If we are 
going to reform the Tax Code, one thing we have to have in mind 
is the competitive position of the United States. We are no longer 
so dominant that we do not have to worry about the effect of our 
Tax Code on the competitive position of the United States. 
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Tax Reform in Fiscal 
Commission Plan 

• Eliminates or scales back tax expenditures, and lowers rates 

• Promotes economic growth and improves America’s 
global competitiveness 

• Makes tax code more progressive 

• “Illustrative” tax reform plan: 

- Three rates for individuals - 12%, 22%, 28%; 
corporate rate of 28% 

- Capital gains / dividends taxed as ordinary income 

- Reforms mortgage interest and charitable deductions 

- Preserves Child Tax Credit and EITC 

- Repeals AMT 

• Revenues grow to 21% of GDP by 2022 


Notably, the Commission’s report included an illustrative tax re- 
form plan that demonstrates how eliminating or scaling back tax 
expenditures can actually lower rates and produce more revenue. 
Instead of six tax brackets for individuals, the illustrative plan in- 
cluded just three brackets of 12, 22, and 28 percent. The corporate 
rate would be reduced from 35 to 28. Capital gains and dividends 
would be taxed as ordinary income. The mortgage interest and 
charitable deductions would be reformed, better targeting their 
benefits. The child tax credit and earned income tax credit would 
be retained to help working families. And the alternative minimum 
tax would be repealed. 

The Commission’s plan also increases revenue to 21 percent of 
GDP by 2022 and over time actually balances the budget. That is 
the kind of tax reform we will need to adopt. That along with the 
spending reductions and the entitlement reforms are what is re- 
quired to actually succeed. 

Let me just conclude by showing the different paths forward of 
the various plans. You can see the course that we are on is going 
to take us to a debt-to-GDP — and this is publicly held debt now, 
not gross debt; publicly held debt of 233 percent of GDP on the cur- 
rent course. The Ryan road map takes us to a place I do not think 
we want to go because that is over 90 percent of GDP for publicly 
held debt. On a gross debt basis, that would be higher. 

The plan by the Commission takes us to publicly held debt of 30 
percent of GDP. On a gross debt basis, that would be even higher. 
That is to me a responsible target, one which would allow us to 
handle any future shocks that we might experience as a Nation. 
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Debt as Percent of GDP 
Under Commission and 
Ryan Proposals 
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of Congressman Ryan's "Roadmap for America's Future;" Report of the National 
Commission on Fiscal Responsibility and Reform, December 2010 


So that is why we went a little further than just stabilizing the 
debt. We actually brought it down markedly as a share of the econ- 
omy so that we could handle future shocks. 

With that, I am going to turn to my excellent colleague Senator 
Sessions for any opening statement that he wants to make, and 
then we will go to the witnesses. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you, Mr. Chairman, for those wise re- 
marks and our challenge to us all. 
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Senator Simpson and Mr. Bowles, thank you for appearing be- 
fore us and for your very successful report that in a mature, wise, 
and indisputable fashion affirmed the growing consensus that our 
Nation is on an unsustainable path of surging debt. 

We live in an ordered universe, and the laws of finance are as 
immutable as the laws of gravity. Nothing comes from nothing. 
Government debts have the same kind of consequences that indi- 
vidual family debt does. Deficits do matter. They always have and 
always will. Too much debt has always brought destruction, and it 
always will. 

But some of our great minds have thought they knew better. 
They mock the green eyeshade folks who worry about debt until, 
of course, the wolf is at the door, and then they say, well, we did 
not mean that much debt. Now our financial masters say it is all 
Congress’ fault, and it is a lot of Congress’ fault; but you have to 
clean it up. Congress. And we do. But do not be too quick, be care- 
ful, do not go too far, do it just right. For sure do not take any ac- 
tion that might affect my investments or my program or my inter- 
ests that are there. It is the other programs that are wasteful, not 
mine. 

Your Commission rose above that. For the most part, it was not 
without compromise. Your recommendations I think should have 
gone even further. But it was a bipartisan effort, and it left no 
doubt that our debt problem is not imaginary but very real, even 
immediate. 

When former Chairman of the Federal Reserve Alan Greenspan 
told the Wall Street Journal a few weeks ago that our Nation has 
a little better than a 50/50 chance to avoid a debt crisis in 2 to 3 
years, surely we can take the hint that something serious must be 
done. And Moody’s said in December that — warning us that they 
could downgrade our debt in less than 2 years if we do not take 
action. So the Nation and much of the world is in a serious finan- 
cial fix. 

If you read the comments of Wall Street, the fear there is real. 
Anger is real among the Wall Street people. Their words combine 
concern for our Nation’s future and short-term self-interest. But 
our best path I think calls on us to — some of our best people, I 
would say, are producing contradictory ideas for action, and it is 
causing some confusion. You have helped us cut through that con- 
fusion, in my view. 

So the House proposes meaningful spending reductions. Mean- 
while, the President continues to advance his investment agenda, 
declaring against plain fact that his budget calls for us to live with- 
in our means and to begin paying down our debt. What world are 
they living in? Are we now through the looking glass, a post-mod- 
ern world where words have lost all meaning? If so, our beloved 
Nation is in greater danger than many think. But I do not think 
so. 

The American people get it. We can do this. This is not impos- 
sible. Leadership at this time is most precious and in short supply. 
It seems to me that when confusion, uncertainty, hard times, even 
fear abound that good leadership like your report should call us to 
return to the tried and true — first principles, the old verities. We 
are vigorous, healthy people. We can accept the truth and get on 
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with fixing problems. The people know, if not the intelligentsia, the 
bubblized folks in Washington, that the right road will be difficult 
for a while, but that it will lead to prosperity and progress and pre- 
serve our great heritage of freedom and limited Government. The 
current road just leads to debt and decline. 

The first old verity is to start telling the truth, and the truth is 
this budget we have been presented does not live within our 
means, but instead doubles the entire gross debt of the United 
States from $13 trillion to $26 trillion by the end of the decade. It 
assumes no recession, low interest rates, and no new war or mili- 
tary conflict. It cannot stand. It will not stand. 

For the time and effort you have given this cause, we are much 
obliged. You have worked hard, given us clear picture of the danger 
we face and the methods available to overcome that danger. Your 
Nation is once again grateful for your service. 

Thank you. 

Chairman CoNRAD. Thank you so much. Senator Sessions. 

We will now turn to our witnesses: Erskine Bowles, Alan Simp- 
son, two people of real courage and character. And I would say to 
other members, including Senator Crapo who served on the Com- 
mission, as did I. The leadership of these two was really textbook. 
It could not have been done better. And at the end of the day 11 
of the 18 members endorsed the findings — five Democrats, five Re- 
publicans, and one Independent. That is about as bipartisan as it 
can be. And so welcome to the Budget Committee. Thank you for 
your leadership. I do not know who wants to go first. 

Senator Simpson, welcome. 

STATEMENT OF THE HONORABLE ALAN SIMPSON, CO-CHAIR, 

NATIONAL COMMISSION ON FISCAL RESPONSIBILITY AND 

REFORM 

Mr. Simpson. Thank you very much, old friend, and Senator 
Conrad and Senator Sessions. Thank you for your remarks. Thank 
you for, again, explaining it through those wonderful charts that 
we have been watching for many months. You have been very help- 
ful, and you are very informative. And it is a great honor and privi- 
lege to be here, to be in this chamber, in these offices, this Capitol, 
and not be always inspired by the democratic experience. If that 
feeling ever leaves any of you, you want to leave. And it is a great 
forum. 

Erskine and I have left our witness protection program. We 
make sporadic appearances in various locations, as is today, and 
the people are waiting for us to go back into sequester when we 
leave. 

Let me just say this: It is a treat to look around this room and 
see friends of both parties that I thoroughly enjoyed when I was 
here. And over there is Mike Enzi. He replaced me, and people 
said, “Thank God” that he did that. 

[Laughter.] 

Mr. Simpson. It was a selfless effort. And he is an old and dear 
friend, and he and Diana are very dear friends. And this cat over 
here, Portman, was a staffer when I was on the Select Commission 
on Immigration and Refugee Policy. Now look at him: suave, a 
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piece of work. Rob Portman, as I say, Ron over there, Bill, I worked 
with all of them. 

But on with the business. I know that it is 5 minutes or some- 
thing like that. 

This forum is where the most frustrating and irritating and cum- 
bersome and sometimes sloppy work of legislating is performed. As 
an old cowboy said, “It ain’t pretty.” But as another Western rustic 
said, “If you hire on to be a cowboy and you draw a bucking bronco, 
you cannot complain.” And Erskine and I drew that critter. And he 
is a splendid man. He is a remarkable man, a creative and positive 
fellow with great integrity and an absolute joy to work with. And 
we have thoroughly enjoyed our time together, and work is what 
we do. We do work together. 

Folks say to us, “Why are you doing this?” And we say, “We have 
14 reasons.” He has eight grandchildren and I have six. It cannot 
be simplified any more than that. That is where this is. It is about 
my grandchildren and yours. It is not about us. 

It all started for me when I got this cheerful call from Joe Biden 
in January. He said, “Al, I got a real deal for you.” I said, “Thank 
you, Joe. Let me get Ann on the phone so she can laugh along with 
me so that we can get out of this.” He said, “No, no. Listen.” Joe 
and I worked together on many, many things when we were here 
together. 

And so I said, “Well, who is the Co-Chair?” And they said, “Er- 
skine Bowles.” The first call I get is from Elizabeth Dole and Bob, 
my Leader. I was the Assistant Majority and Minority Leader. You 
need to serve in both of those capacities. It is very helpful in legis- 
lating if you are in the minority for a while and you are in the ma- 
jority for a while. It kind of sobers you up. 

Anyway, the Doles called and said, “This is one of the finest men 
we have ever worked with.” And so it is, and so it came to pass. 
But let me tell you, it took us 3 months on this Commission to es- 
tablish trust. Just plain trust. Trust used to be the coin of the 
realm around here. Let me tell you, the coin of trust is severely 
tarnished in this place, which is very sad. I worked with so many 
on the other side of the aisle, Kennedy and Pryor and Bradley and 
Bumpers, and Levin, who is still here. Dear Carl and I came here 
together. And we trusted each other, and I hope that that can come 
back. It came back in our Commission, and once we got through 
the initial hammering, which was who was the biggest spending 
President in the history of the world: George W. Bush, 6-12 years, 
never vetoed a single spending bill. Then this other side would say, 
yes, but your guy has outdone him 3:1. Finally, Erskine and I said, 
“Look, we will just do a two-man report. It will just be the two of 
us, and it will not be mush.” Too much stuff comes out of here 
which is much. 

So off we went, and as they came around, a remarkable group 
of five Democrats, five Republicans, one Independent — Mike there 
was on it and, of course, the Chairman. But 60 percent of the Com- 
mission bought this. That is pretty good; 60 percent is kind of the 
big number around this place. It fits well with the filibuster activi- 
ties, the magic number. 

When we go around the country, we just tell people — I do not use 
charts. This is the numbers guy. You are going to hear from him. 
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And if you have any numbers or percentages that you wish to 
probe, this is your man. I do the color, he does the numbers. And 
it works so far. We still do things together if we can. 

Now, I have one more minute. I yield to myself one other, what- 
ever we did there. 

What I tell people is very simple, and people in America are way 
ahead of all of you. They know what is going on because when you 
say, “Why don’t you go back and think what people are doing at 
their kitchen table?” I will tell you what they are doing at their 
kitchen table. They know that if you spend more than you earn, 
you lose your butt, and they know that if you spend a buck and 
borrow 40 cents of it, you must be stupid. And they have it figured 
out that this Government is stupid, to borrow 40 cents for every 
buck you spend. Forget the charts, forget the GDP and all the rest 
of it. That is where we are. 

The tipping point — I do not know where the tipping point is. Er- 
skine and I would take questions on that. But Durbin kept asking. 
Give Senator Durbin the Medal of Honor. He stepped right in here, 
and at the end of his vote, he said his son called him and said, 
“Thanks, Pop,” because that is what this is about. 

So, anyway, the tipping point, I do not know where it is, but at 
some point it comes when those people that hold our paper say, 
“We thought these guys had the guts to attack Medicare, Medicaid, 
the solvency of Social Security.” Do not swallow this business that 
we are balancing the budget on the backs of poor old Social Secu- 
rity people. That is a fake. It is a phony. It is wrong. It is untrue. 
We are doing it so it will have its own solvency, and your chart 
showed it. 

So I just want to give you a couple of quotes — and let me just 
say about Social Security. Do not throw anything. There are people 
out here. I get that. I have a lot of e-mails that are choice and that 
I will hope never get into the public venue. Social Security is not 
a retirement. It was never intended as a retirement. It was an in- 
come supplement after the Depression. The average age of life was 
63, and that is why they set the retirement age at 65 — the begin- 
ning of the greatest Ponzi of all time. 

Now the life expectancy is 77. There were 16 people paying into 
this system when I was at the University of Wyoming and one tak- 
ing out. Then there were 10 paying in. Today there are three peo- 
ple paying in and one taking out. And in 10 years, there will be 
two people paying in and one taking out. How long do you think 
that kind of thing can be sustained? And the money has not been 
stolen by you greedy people. It is all choice stuff, highly — lots of 
frills and prints on the side, paper. It is paper. They were not going 
to leave that kind of cash, nor did President Roosevelt want it. 
That is why the statute said you could get in there and give full 
faith and credit to take it out. 

So, anyway, if you have to go through the myth and the anguish, 
just remember everything in this place, it was my experience, 
sadly, that you have to use facts, because you are going to have to 
beat back emotion, fear, guilt, and racism. Everything I touched 
was filled with emotion, fear, guilt, or racism, used a death blend 
either way to get it done or kill it. 

Two quotes, and then I will turn it over to the numbers guy. 
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Cicero — ^boy, here is a crazy guy — said in 55 B.C.: “The budget 
should he balanced, the treasury should be refilled, public debt 
should he reduced, the arrogance of officialdom should he tempered 
and controlled, and assistance to foreign lands should he curtailed 
lest Rome become bankrupt.” 

Here is what Ahe Lincoln said as a young man: “At what point 
then is the approach of danger to be expected? I answer, if it ever 
reach us, it must spring up amongst us.... If destruction be our lot, 
we must ourselves be its author and finisher. As a nation of 
freemen, we must live through all time, or die by suicide.” 

And, finally, I do not know where this little baby came up, so I 
do not want any copyright infringement on it. “Gold is the money 
of kings; silver is the money of gentlemen; barter is the money of 
peasants; but debt is the money of slaves.” Go look at Alexander 
Hamilton. Go look at his statue. Look at what it says on there. Ev- 
erything this country has meant had to do with getting rid of its 
debt. And, boy, here is your handful. 

So God bless you. 

[The prepared statement of Mr. Simpson and Erskine Bowles fol- 
lows:] 
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Testimony before the Senate Committee on the Budget 
Co-Chairmen of the President’s Commission on Fiscal Responsibility and Reform 
Erskine Bowles and Senator Alan Simpson 

March 8, 201 1 

Chairman Conrad, Ranking Member Sessions, and Members of the Committee, thank you for 
inviting us to appear today to discuss the recommendations of the National Commission on 
Fiscal Responsibility and Reform. We particularly want to thank Chairman Conrad and Senator 
Crapo for your work on the Fiscal Commission, as well as Senator Warner for the leadership you 
have provided in keeping the Commission’s recommendations at the forefront of the debate in 
Congress. We hope that the hard work and courage that you have shown will lead the way to 
serious action. 

The need for action 


As Co-Chairmen of the National Commission on Fiscal Responsibility and Reform, we spent 
most of 201 0 studying the cold, hard facts concerning our nation’s fiscal situation. Every 
member of our Commission came to the same unavoidable conclusions: The fiscal problems our 
nation faces are real. The solutions will be painful. There is no easy way out. Everything must be 
on the table. And Washington must lead. 

Over the course of our deliberations, the urgency of our mission became all the more apparent. 
The contagion of debt that began in Greece and continues to sweep through Europe shows us 
clearly that no economy will be immune. If the U.S. does not put its fiscal house in order, the 
reckoning will be sure and the devastation severe. 

We believe that if we do not take decisive action our nation faces the most predictable economic 
crisis in its history. The current fiscal path we are on is simply not sustainable. Spending is 
rising rapidly, and revenues are failing to keep pace. As a result, the federal government is forced 
to borrow huge sums each year to make up the difference. In bad economic times, such 
borrowing might make sense in order to soften the blow of a recession. Our concern is not so 
much the record deficits we face today, although they do cause us real worry. Our principle 
concerns are the prospects that borrowing will remain high throughout the decade, and rise 
substantially as time goes on. Under a reasonable set of assumptions, our national debt will 
surpass 90 percent of Gross Domestic Project (GDP) by the end of the decade, a level not seen 
since just after World War 11, and a level most economists find problematic. 

The demographics are not our friend. Over the long run, as the baby boomers retire and health 
care costs continue to grow, the situation will become far worse. By some time next decade, 
revenue will be able to finance only interest payments. Medicare, Medicaid, and Social Security. 
These mandatory payments will squeeze out funding for all other priorities. Every other federal 
government activity - from national defense and homeland security to transportation and 
education - will have to be paid for with borrow'ed money. Unfortunately, these pressures are no 
longer just long-term problems; they are increasingly becoming short- and medium-term issues. 
The Congressional Budget Office reported earlier this year that Social Security outlays exceeded 
revenues last year, and will remain in the red permanently. 


1 
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In addition to our debt problems, we have a budget that focuses too much on consumption at the 
cost of important investments, and a tax code that is grossly inefficient in terms of encouraging 
work, investment, and global competitiveness. This outdated, inefficient and overly complex tax 
system is a drag on economic growth and competitiveness. Reforms must be made in a way that 
would strengthen our competitiveness. 

Continued inaction and short term fixes do no represent viable, sustainable options for our 
country. This kind of uncertainty and avoidance is not an acceptable course of action for a 
responsible government. If not addressed, burgeoning deficits will eventually lead to a fiscal 
crisis, at which point the bond markets will force decisions upon us. If we do not act soon to 
reassure the markets, the risk of a crisis will increase, and the options available to avert or 
remedy the crisis will both narrow and become more stringent. If we wait ten years, CBO 
projects our economy could shrink by as much as 2 percent and spending cuts and tax increases 
needed to plug the hole could nearly double what is needed today. 

Predicting exactly what a debt crisis would look like or the precise level of public debt that 
would trigger such a crisis is difficult, but the consensus of the experts we met with was that the 
risk will grow as our debt does - particularly if we have no plan to bring it back down, as a share 
of the economy, in future years. 

Summary of Commission Plan 

In establishing the Fiscal Commission, President Obama gave us a two-part mission: to bring the 
budget into primary balance (balance excluding interest costs) by 2015, and to meaningfully 
improve the long-run fiscal outlook. Our recommendations accomplish both of these goals 
through an aggressive, fair, balanced, and bipartisan proposal - a proposal as serious as tbe 
problems we face. 

The Fiscal Commission put forward a comprehensive fiscal plan that included over sixty specific 
recommendations for reforms of spending programs and the tax code, and many other illustrative 
options. The plan would achieve nearly $4 trillion in deficit reduction through 2020, more than 
any effort in history, by going after every sacred cow, while protecting the most vulnerable and 
prioritizing investments in education, infrastructure, and high value-added R&D. The plan would 
stabilize the debt beginning in 2014, one year earlier than tbe President’s goal, and reduces debt 
to 65 percent of GDP by 2020 (and 60 percent by 2023). It cuts our deficit in half by 201 5 to 2.3 
percent of GDP, surpassing the goal of 3.0 percent. By 2020, our plan cuts the deficit by three- 
quarters to 1.2 percent of GDP. Over the long-run, the plan makes additional reforms to ensure 
lasting solvency for Social Security and put in place tools to control federal health care cost 
growth. Though long-term projections are always far less accurate than short-term ones, we 
estimate the commission plan would balance the budget and bring the debt down to 40 percent of 
GDP by 2035. To tbe extent our plan results in faster than projected economic growth, we could 
reach a balanced budget sooner. 

The plan is built on six responsible, balanced, bipartisan principles: 

1) We wanted to make sure we did not do anything that would adversely affect a very 
fragile economic recovery. Growth is essential to restoring fiscal strength and balance. 
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That is why we delayed getting spending hack to pre-crisis levels until 2013, when 
spending in our plan returns to 2008 levels in real terms. 

! i2.> We wanted to make sure we protected the truly disadvantaged, We must ensure * 

that this nation has a robust, affordable, fair, and sustainable social safety net. That is 
why we focused benefits on those who need them the most through policies such as an 
increase in the minimum benefits under Social Seci,B-ily and a twenty year bump up in 
Social Security for the very old and long-term disabled. And we did not recommend any 
fundamental policy changes to income support programs for the most disadvantaged, 
such as unemployment compensation, food stamps and SSI... 

I-43J We wanted to make sure we keep the nation secure. But both our nation's 

economic and national security depend on us putting our fiscal house in order. Admiral 
Mullen, Chairman of the Joint Chiefs of Staff, has said that our debt is our greatest 
national security problem. We do not believe this country can continue to spend more 
than the next fourteen largest countries combined on defense. 

4) As President Obama said in his State of the Union Address, our nation must continue to 
invest in education, infrastructure and high value research if we are to compete in a 
knowledge based economy, We should cut red tape and unproductive spending that 
hinders growth and job creation, while at the same time investing in those areas that will 
help create Jobs and keep us globally competitive. Du! these investments must he done in 
the context of a fiscally responsible plan. iTiat is why we recommended a 15 cent a 
gallon increase in the gas tax to pay for transportation spending. It is also why we called 
for a cut and invest committee to provide resources for education and high value 
research- 

5) The lax code must be reformed to broaden the base, lower rates for individuals and 
employers and reduce the deficit. We need to refex-m the corporate tax system to make 
America the best place to start and grow a business and create jobs. This can be done by 
eliminating or significantly reducing lax expenditures which are often nothing more than 
inefficient spending in the tax code. Tax reform should be done through a “zero based 
budgeting” approach which starts with all tax expenditures wiped out and dramaticaily 
lower rates, forcing advocates of certain tax expenditures to justify why they should be 
added back and how to increase rales to pay for them. If we eliminated all tax 
expenditures, vve could eliminate the Alternative Minimum Tax, bring individual income 
tax rates down to 8 percent, 14 percent, and 23 percent and the corporate rate to 26 
percent while reducing the deficit by $80 billion in 2015. 

6) We must end redundant, wasteful, and ineffective federal spending wherever we find it, 
while demanding productivity in Washington. We must cut spending we cannot afford, 
with no exceptions, All the talk so far has focused on domestic non-security discretionary 
spending. Wc could eliminate all non-security discretionary spending this year and still 
have a deficit of over $1 trillion. Clearly we must reduce all excess spending — including 
defense, emitlemenl spending, and spending in the tax code as well as domestic 
programs. 

The above means that the plan has six major technical components; 

❖ Discretionary spending caps to force budget discipline and impose significant cuts in both 
security and non-security spending by cutting low-priority programs and streamlining 
government operations, plus illustrative examples sufficient to save $200 billion in 2015. 
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❖ Tax reform which wipes out or restructures nearly all tax expenditures in order to 
dramatically lower corporate and individual tax rates and reduce the deficit at the same 
time. 

<♦ Concrete health care reforms which ask for greater contributions from doctors, lawyers, 
drug companies, and beneficiaries in the medium term, as well as a measure to put 
federal health spending in a global budget after 2020. 

❖ Other savings from reforming the military and civilian retirement systems, reducing farm 
subsidies and other mandatory spending, along with a technical correction to provide 
more accurate indexing of all government programs and the tax code. 

❖ Social Security reform which achieves 75-year sustainable solvency while reducing 
poverty by establishing a new minimum benefit equal to 125 percent of poverty in 2017 
for a full career worker and providing a twenty year bump up in benefits for the old-old 
and long term disabled. We increased the eligibility age for full benefits to 68 by 2050 
and 69 by 2075, with a hardship exemption for those who are in manual labor jobs who 
need to retire early, We also make progressive changes to the benefit formula and 
gradually increase the amount of wages subject to payroll taxes back to 90 percent of 
total wages. 

❖ Tough budget process reforms to ensure the debt remains stable as a share of the 
economy. 


Discretionary Spending 

In order to bring down the deficit, Washington will have to rein in discretionary spending. Every 
aspect of the discretionary budget must be scrutinized, no agency can be off limits, and no 
program that spends too much or achieves too little can be spared. The federal government can 
and must adapt to the 2 1 century by transforming itself into a leaner and more efficient 
operation. Like its citizens, like the businesses that provide those citizens with jobs, like every 
state and local government, our federal government must also be willing to do more with less 
and live within its means. 

Any serious attempt to reduce the deficit will require deliberate, planned reductions in both 
domestic and defense spending. The government will not be able to protect those in need or 
invest to achieve our nation’s long-term potential growth if Washington squanders taxpayer 
dollars on duplicative or marginal programs with no measurable results. 

The proposal we put forward would set limits for discretionary spending that would have a 
freeze in 2012, a 5 percent cut in 2013, followed by growth at about half inflation through 2020. 
We applied the same approach to security and non-security. We also required the President to 
propose limits on war spending consistent with the projected needs under current policies, with 
the spending levels in the CBO troop drawdown scenario as the starting point. 

The Commission proposed locking in those savings by establishing strict, enforceable limits on 
all discretionary spending. In the 1990s, discretionary spending caps played a large role in 
bringing the budget into balance. By establishing formidable boundaries to guide spending in 
future years, Congress and the Administration will be forced to eliminate waste and excess in 
agency budgets, better target funding toward programs that demonstrate real results, and reduce 
duplication throughout the federal bureaucracy. 
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The Commission’s proposal would create separate caps for security and non-security 
discretionary spending so that they would be treated the same. Firewalls ensure that both sides of 
the discretionary budget are subject to scrutiny and cuts so that neither party can avoid looking 
for savings in one side of the budget by cutting the other side deeper. 

The spending path recommended by the Commission is more than simply numbers on a page. It 
is a vision for our future reflecting the values and priorities of the American people. We must 
continue to invest in our future, but must not undermine those investments by leaving 
generations yet to come with a debt they cannot repay. The Commission’s spending limits will 
necessitate a more efficient government that invests wisely, spends Americans’ precious tax 
dollars well, is transparent and accountable for every dime, and makes hard choices as to what 
government should and shouldn’t do. 

We put together an illustrative list of spending cuts totaling $200 billion in savings in 2015 to 
show how the savings required by the caps could be achieved without undermining our national 
security or Jeopardizing investments in our future. We also recommended a “Cut and Invest” 
committee to identify low priority or duplicative programs that could be eliminated in order to 
free up funds for high priority investments. Last week the Government Accountability Office 
issued the report required by the Coburn Amendment identifying 34 areas of duplication, overlap 
or fragmented services where reforms could potentially save billions of tax dollars annually and 
help agencies provide more efficient and effective services. The report also identified another 47 
areas where agencies or Congress could take action to either reduce the cost of government 
operations or enhance revenue collections for the Treasury. This report provides further evidence 
that Congress and agencies will be able to find cost savings in order to comply with spending 
limits while still meeting key priorities. 

The Commission also recommended several reforms of discretionary spending to improve the 
transparency and accountability of spending. We proposed budgeting for disaster spending, , 
placing greater restrictions on the use of emergency founds and establishing strict criteria for war 
supplementals. Finally we proposed making spending from transportation trust funds mandatory 
spending, limited to actual dedicated revenues collected by the trust fund in the prior year, and 
proposed a 15 cent increase in the gas tax to make the trust funds whole. 

Comprehensive Tax reform 

America’s tax code must be reformed. In the quarter century since the last comprehensive tax 
reform, Washington has riddled the system with countless tax expenditures, which are simply 
spending by another name. These tax earmarks - amounting to about $1.1 trillion a year of 
spending in the tax code - not only increase the deficit, but cause tax rates to be too high. 

Instead of promoting economic growth and competitiveness, our current code drives up health 
care costs and provides special treatment to special interests. 

Rather than tinker around the edges of the existing tax code, the Commission proposed 
fundamental and comprehensive tax reform that would lower tax rates, reduce the deficit, 
simplify the tax code, reduce the tax gap, and make America the best place to start a business and 
create jobs. 
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The Commission proposed a “zero based budgeting” approach to tax reform of starting with a 
clean tax code that didn’t have any tax expenditures and had much lower rates and then deciding 
which tax expenditures should be added back and which rates should be increase to pay for them. 
We estimated that if all tax expenditures were eliminated we could eliminate the Alternative 
Minimum Tax, bring individual income tax rates down to 8 percent, 14 percent, and 23 percent 
and reduce the corporate rate to 26 percent while achieving $80 billion in deficit reduction in 
2015 and $160 billion in 2020 

We realized that it would be impractical to completely eliminate all tax expenditures. However, 
we concluded that starting with a completely clean tax code and forcing advocates of various tax 
expenditures to justify why they should be added back and how the costs should be offset would 
result in a much simpler, efficient tax code than would be possible if we started with the status 
quo. 

The Commission proposed establishing a fast track process for consideration of tax reform, with 
a tax expenditure haircut that would take effect beginning in 2012 if Congress failed to act. We 
said that tax reform must reduce the size and number of these tax expenditures, lower marginal 
tax rates for individuals and corporations and reduce the deficit while maintaining or increasing 
the progressivity of the tax code. The Commission members agreed that we need to protect the 
disadvantaged, so we started with the assumption that Congress would add back the EITC and 
the Child Tax Credit. The commission also agreed that tax reform should preserve some tax 
incentives to promote work, home ownership, charitable giving, retirement savings, etc. - but in 
a simplified and better targeted manner, while keeping the top marginal rate at or below 29 
percent. 

Although we decided that the precise details of tax reform and exact transition rules should be 
developed by the relevant congressional committees and the Treasury Department with expertise 
in the tax code, we produced a modified version of the “zero plan” that preserved certain tax 
expenditures in a modified form while still reducing rates and achieving deficit reduction. The 
illustrative plan developed by the commission demonstrated that it is possible both to reduce 
rates dramatically and to achieve significant deficit reduction if tax expenditures are eliminated 
or scaled back and better targeted. The illustrative plan would set rates at 12 percent, 22 percent, 
and 28 percent, create a 12 percent credit for mortgage interest and charitable giving, 
consolidates and limits the size of retirement accounts and gradually phase out the health 
exclusion, among other changes. The illustrative plan would preserve the EITC and child credit 
in their current form or an equivalent alternative. The result of this illustrative plan is a tax 
reform package that is more progressive than current law and achieves the deficit reduction 
targets in the Commission plan while dramatically reducing marginal tax rates. 

The Commission also recommended corporate tax reform to make America the best place to start 
a business and create Jobs. The current tax code saps the competitiveness of U.S. 
companies. Additionally, the tax code should help U.S.-based multinationals compete abroad in 
active foreign operations and in acquiring foreign businesses. The Commission recommended 
corporate tax reforms which would eliminate all tax expenditures for business, establishing a 
single corporate rate at the same level as the top individual tax rate (between 23 and 29 percent) 
and provides for a competitive territorial system, thus making America a globally competitive 
place to start and grow a business and attracting billions of dollars back to the country. 
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Health care cost containment 


Federal health care spending represents our single largest fiscal challenge over the long-run, and 
presented one of the biggest challenges for our Commission as well. There are very serious 
philosophical differences about the health care bill enacted last year that need to be debated, but 
the Commission wasn’t going to be able to resolve that debate. We decided it would be far more 
productive for us to discuss ways that we could build on the cost saving and cost control 
elements that were in the health care reform bill and look for other ways to achieve savings that 
w'ere not included in the bill. Our proposal set out a few broad parameters to do that. 

The Commission recommended reforming both the formula for physician payments (known as 
the Sustainable Growth Rate or SGR) and the Community Living and Support Services Act and 
finding savings throughout the health care system to offset their costs, with additional savings for 
deficit reduction. The Commission said that the cost of any “doc fix” - must be fully offset, and 
recommends enforcing this principle by eliminating its exemption in statutory PAYGO. 

We proposed paying for the “doc fix” by asking doctors, other providers, lawyers and individuals 
to share responsibility for controlling costs. That means a doc fix that is a little less generous 
than what doctors have been receiving but one that provides a better system for paying doctors. It 
also means getting savings from drug companies and other providers beyond what was included 
in health reform, changing cost sharing rules to reduce overutilization of care and enacting 
medical malpractice reform. 

We also called for repealing the CLASS Act - the Community Living And Support Services Act 
- unless reforms are enacted to make the program financially sustainable. Since the CLASS Act 
would actually bring revenues in over the next decade before starting to pay out benefits, we 
recommend additional health care savings of $76 billion to replace those revenues. In addition, 
we recommend additional reforms to reduce federal health spending and slow the growth of 
health care costs more broadly. 

In total, the commission proposed over a dozen very specific policies to achieve savings in 
Medicare and Medicaid - totaling over $400 billion - in order to fully finance the “Doc Fix,” pay 
for a potential repeal of the CLASS Act, and provide additional funds for deficit reduction. 

Among the largest of these reforms is a very specific reform to Medicare cost sharing rules 
which calls for a “a single combined annual deductible of $550 . . . along with [a] 20 percent 
uniform coinsurance ... [and] catastrophic protection for seniors by reducing the coinsurance rate 
to 5 percent after costs exceed $5,500 and capping total cost sharing at $7,500” and an equally 
specific restriction of MediGap. These two policies were estimated by CBO to save $1 10 billion 
over ten years. 

In addition, the commission recommended comprehensive reforms of medical malpractice rules, 
extending Medicaid drug rebates to dual eligibles, reducing payments for graduate (and indirect) 
medical education, limiting the ability of States to manipulate their federal Medicaid matches by 
taxing providers, turning FEHB into a premium support program, and making a number of 
specific payment reforms and other changes. 
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The Commission also called for aggressive implementation of the demonstration projects in 
Medicare for new delivery systems and payment reforms that have potential for savings. In some 
instances CMS has the authority to expand the pilot projects if they are successful, in other areas 
Congress would need to act. We propose shifting the presumption toward going forward with 
reforms by requiring the Secretary to implement any pilot projects that have shown success in 
controlling costs without harming the quality of care by 2015, and we proposed expanding them 
to Medicaid and potentially into the exchanges. We also recommended elimination of the 
provider carve outs from IPAB, the Independent Payment Advisory Board to broaden the scope 
of payment reforms IPAB could implement. 

Over the longer term (2020 and beyond), the Commission recommended setting targets for the 
total federal budgetary commitment to health care, limiting growth to one percent above GDP 
growth and requiring further structural reforms if federal health spending exceeds the program- 
specific and overall targets. We recognize that controlling federal health spending will be very 
difficult without reducing the growth of health care costs overall. To that end, the Commission’s 
recommendations on tax reform regarding reducing and potentially eliminating the exclusion for 
employer-provided health insurance will help decrease growth in health care spending, according 
to virtually all health economists 

If the recommendations made by the commission combined with the new policies enacted by 
Congress do not slow the rate of growth in the federal budgetary commitment to health care to 
the rate of GDP plus one percent, more drastic measures have to be considered, such as a 
premium support plan, increases in the age of eligibility for Medicare, block grants for Medicaid, 
a robust public option, an all payer system, or giving Medicare the authority to be a more active 
purchaser of health care services. 

Mandatory Savings 

Outside of health care and Social Security, the commission also applied scrutiny to other 
mandatory programs - programs which are not subject to the scrutiny of the annual 
appropriations process. 

Our goal in this area was to reduce low priority or wasteful spending, including subsidies that are 
poorly targeted or create perverse incentives. We felt that income support programs for the most 
disadvantaged, such as unemployment compensation, food stamps, and Supplemental Security 
Income (SSI), should not be touched. These programs provide vital means of support for the 
disadvantaged, and the commission did not recommend any fundamental policy changes to these 
programs. 

We identified approximately $225 billion in mandatory savings outside of Social Security, health 
care and safety net programs. Much of this came from reforms to the military and civil servant 
retirement systems. We heard time and time again that these defense and non-defense 
“entitlements” are draining money away from the fundamental priorities of government, and so 
recommended a number of innovations and cost-saving techniques to bring them more closely in 
line with similar retirement programs from the private sector. 
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In addition, we proposed reforms to student loan programs and the Pension Benefit Guarantee 
Corporation (PBGC) - both of which were included in the President’s budget proposal. We also 
recommended reductions in agriculture subsidies, along with a large number of smaller cuts. 

The Commission also recommended a technical change in indexing federal programs and tax 
provisions by adopting the “chain-weighted” Consumer Price Index for Urban Consumers (C- 
CPI-U) for all provisions that are currently indexed to CPI-U and CPI-W. The Commission did 
not propose a change in indexing of government programs, but simply recommended using a 
more accurate measure to implement current policy. This is a technical correction that experts 
from both sides of the aisle agree on, and the overestimation in the current CPI is something that 
is costing us a lot of money across the budget. 


Social Security Reform 

The most popular Social Security reform plan in Washington is the do-nothing plan - a plan 
which effectively recommends a 22 percent across-the-board benefit cut for all current and future 
beneficiaries in 2037. That is woefully unacceptable and easily preventable if we act now. 

We wanted to make sure the system is sustainable over the long term - to make sure it can 
continue to provide the foundation for a secure retirement not just for old guys like us, but for 
our kids and our grandkids. That’s why we have focused on 75-year sustainable solvency for 
Social Security, 

Saving Social Security will require shared sacrifice. Those at the top will have to contribute the 
most, both through higher payroll taxes and lower-than-scheduled benefits. Middle income 
workers will also have to contribute, but can do so primarily by working a little longer, to the 
extent they are able. Those who are most vulnerable should actually receive additional 
protections, in order to make sure Social Security is fulfilling its fundamental mission to keep 
seniors out of poverty. 

The plan developed by the Commission would achieve sustainable solvency - meaning we 
would continue to have balance in the 75"’ year - in a way that phases in changes quite gradually 
while providing greater poverty protections than current law and making the program more 
progressive. We did not propose reforms of Social Security to reduce the deficit; the Social 
Security plan would have very little impact on the budget in the near term and we did not count 
any of those effects in meeting our deficit reduction targets. Rather, we proposed reforms of 
Social Security to ensure that the program remains strong and financially viable for future 
generations and to meet our mandate of making recommendations to “meaningfully improv(ing) 
the long run fiscal outlook,” 

The Commission’s Social Security plan had six basic elements: 

First, the plan would index the retirement ages - both early and norma! - to account for increases 
in life expectancy. Effectively, this means the retirement age (which is scheduled to reach 67 
under current law in 2027) will reach 68 in about 2050 and 69 in about 2075, Just after our 
grandchildren have retired. Even with this change, future retirees will spend more time in 
retirement receiving benefits than current beneficiaries. We address the concern for workers who 
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truly can’t continue to work past age 62 because of physical limitations by directing the Social 
Security Administration to establish a hardship exemption and setting aside money to 
accommodate such a provision. 

Second, we made progressive changes in the benefit formula by creating an extra bendpoint at 
the 50’*' percentile of wages. Under this change, hy 2050, the Social Security replacement factors 
would go from 90 percent, 32 percent, and 15 percent under current law to 90 percent, 30 
percent, 10 percent, and 5 percent. Even with our recommendations, nearly all retirees (including 
high earners) will receive higher benefits than retirees today do -- even adjusted for inflation. So 
it is hard to talk about these as benefit cuts. 


Third, we increased the amount of income subject to the payroll tax by gradually raising the 
“taxable maximum.” In the 1980s, this taxable maximum was high enough to cover 90 percent of 
wages, but under current law it is projected to cover only 82.5 by the end of the decade. We 
proposed slightly speeding up the wage-indexed increases in the taxable maximum so that it 
would again cover 90 percent of wages by 2050. 

Fourth, we also included newly hired state and local workers in the Social Security program after 
2020. This would give affected workers stronger retirement security, and make the system more 
efficient; it also makes sense from an honest budgeting perspective, because the most likely 
outcome is that over time the federal government may be called on to aid ailing state systems. 

We also switched the measure of inflation used to calculation cost of living adjustments 
(COLAs) from tlie CPI to the more accurate chained-CPI. This was a technical correction which 
we applied government-wide to a number of tax and spending provisions. 

And finally, we provided new protections for vulnerable workers in two ways. First, we created a 
robust minimum benefit which would guarantee a base benefit equal to 125 percent of the 
poverty line for someone who had worked for 30 years, and would index that level to wages so it 
becomes more generous over time. In addition, we created a benefit bump up, equal to 5 percent 
of the average wage, for the very old and the long-time disabled. 

Budget Enforcement 

The Commission proposal included recommendations that would achieve enough savings to 
more than restore primary balance and stabilize the debt under current projections. Flowever, 
members of the Commission thought that it is important for Congress and the President to 
remain vigilant to ensure the budget remains on a course to primary balance and a stable debt to 
GDP ratio. We therefore recommended an enforcement mechanism to ensure the budget 
achieves primary balance by 2015 and the debt is stabilized thereafter. 

The Commission’s proposal would require action by the President and Congress on budget 
stabilization legislation if the budget (excluding interest costs) is projected to be out of primary 
balance in 2015, or if the debt held by the public has not stabilized thereafter. The debt 
stabilization process would include fast-track procedures to facilitate changes in law necessary to 
protect the fiscal health of the federal budget. 
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Previous budget enforcement mechanisms that placed limits on the deficit failed because they 
attempted to use budget process as a substitute for the tough choices needed to reduce the deficit. 
By contrast, this proposal provides a failsafe ensuring the fiscal goals envisioned by the 
Commission’s recommendations actually materialize in the future. 

The debt stabilization process recommended by the Fiscal Commission reflects a new standard 
for the President and the Congress to react in a timely manner to fiscal imbalance. Requiring the 
President to provide detailed legislative changes in law with his budget, coupled by the 
enactment of the Congressional budget resolution with directives to committees of jurisdiction to 
act by a date certain, will provide accountability and transparency to the federal budget process 

Lessons from Fiscal Commission 


Our experience in the commission provided several lessons which should help policymakers 
grapple with the challenges they will face with their votes on the debt limit, with necessary 
appropriations to keep the government running, and with making the budget process work this 
year. 

First, a fiscally responsible plan must be bold and comprehensive, It must restrain spending 
across the federal budget, reform the tax code, bring down health care costs, and make Social 
Security solvent and strong for the next 75 years and beyond. 

A comprehensive approach is necessary not only to match the magnitude of the problem, but to 
allow for the tradeoffs and balance necessary to reach a bipartisan agreement. Our strong belief 
is that there would have been less support on the Commission for a less comprehensive plan that 
avoided making some of the politically sensitive and difficult choices we had to make to really 
bring the deficit down and eventually achieve balance. Commission members were willing to 
accept painful choices in parts of the budget that they cared about only if there were equally 
painful choices in other parts of the budget important to other members. Taking tax reform or 
Social Security off the table, for example, would have undermined prospects for agreement. 

Second, Washington must lead the way. A realistic plan will require shared sacrifice by all but 
the most vulnerable in society. In order to ask for such sacrifices, we need to create a more 
efficient and cost-effective government, and root out waste wherever we find it. 

Third, revenues need to be part of the solution, but as part of fundamental tax reform that moves 
beyond the zero sum argument about the Bush tax cuts that both parties have been fighting for 
and against over the last decade. The answer instead should focus on reforming revenues through 
a more efficient tax code that promotes economic growth. Today, we spend over $1.1 trillion a 
year on “tax expenditures” - credits, deductions, loopholes and exclusions which are really Just 
spending by any other name. If we reform or eliminate these tax breaks, we can dramatically 
reduce personal and corporate tax rates, improve economic growth, and at the same time reduce 
the deficit. 

Fourth, a plan to reduce the deficit must therefore promote economic growth and not undermine 
the economic recovery. In order to avoid shocking the fragile economy, the Commission 
recommended waiting until 2012 to begin enacting programmatic spending cuts, and waiting 
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until fiscal year 2013 before making large nominal cuts. In addition, revenue changes would not 
begin until calendar year 2013, after spending cuts are already well underway. 

A number of economists have argued that putting into place a credible plan to reduce future 
deficits can have a positive effect on the economy. This so-called “announcement effect” could 
help to prevent interest rate increases and also mitigate uncertainty among individuals and 
businesses. In addition, stabilizing the debt will improve the country’s long-term growth 
prospects by reducing the “crowd ouf’ of private investment and by forestalling a potential fiscal 
crisis. 

Finally, and perhaps most importantly, reaching an agreement will require a serious effort on the 
part of the leaders in Congress and the administration to develop real trust and mutual respect. 
Building this trust and mutual respect is the critical first step in working together to reach a 
principled compromise that makes the tough, smart, fiscally responsible choices necessary to 
achieve real fiscal reform and responsibility. We are hopeful that the discussions being led by 
Vice President Biden with Congressional leaders in both parties over the appropriations for the 
remainder of the year will help develop that trust and can serve as a model for work on a broader 
fiscal package. 

Conclusion 


None of us likes every element of our plan, and each of us had to tolerate provisions we 
previously or presently oppose in order to reach a principled compromise. We were willing to 
put our differences aside to forge a plan because our nation will certainly be lost without one. 

We surely do not pretend to have all the answers, and none of the commission members who 
voted for the plan supports every element of that plan. We fully expect there to be arguments that 
we went too far in some areas or not far enough in others. That is a debate Congress should have. 
All we ask is that the debate be guided by the “Becerra Rule” we followed in the Commission - 
“don’t shoot down an idea without putting forward a better idea in its place.” 

In the weeks and months to come, countless advocacy groups and special interests will try 
mightily through expensive, dramatic, and heart-wrenching media assaults to exempt themselves 
from shared sacrifice and common purpose. The national interest, not special interests, must 
prevail. The nation desperately needs broad, bipartisan agreement based on shared sacrifice, not 
politics as usual. Americans are counting on us to put politics aside, pul! together not pull apart, 
and agree on a plan to live within our means and make America strong for the long haul. 

The political system, by its very nature, moves slowly and sloppily. But this country does not 
have a lot of time to act if it is to avert fiscal calamity. The American people must join us in 
demanding that the President and leaders of both parties in both Houses begin the honest 
negotiations needed to ensure enactment of a comprehensive bipartisan fiscal reform plan by 
year’s end. The Fiscal Commission’s plan can serve as the starting point; the ending point must 
be something equally ambitious, with broad support from both parties to ensure passage. 

We believe neither party can fix this problem on its own, and both parties have a responsibility to 
do their part. The American people are a long way ahead of the political system in recognizing 
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that now is the time to act. We believe that far from penalizing their leaders for making the tough 
choices, Americans will punish politicians for backing down - and well they should. 

Thank you again for inviting us to appear today. We look forward to your questions. 
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SUMMARY OF COMMISSION RECOMMENDATIONS 
Discretionary Spending Cuts 

1.1: CAP DISCRETIONARY SPENDING THROUGH 2020. Hold spending in 2012 equal to or 
lower than spending In 2011, and return spending to pre-crisis 2008 levels in real terms in 2013. 
Limit future spending growth to half the projected inflation rate through 2020. (Saves $133 
billion in 2015, $1, 760 billion through 2020) 

1.2: CUT BOTH SECURITY AND NON-SECURITY SPENDING. Establish firewall between 
the two categories through 2015, and require equal percentage cuts from both sides, 

1.3: ENFORCE CAPS THROUGH TWO MECHANISMS - POINT OF ORDER AND 
SEQUESTRATION. Require a separate non-amendable vote in House and 60-vote point of 
order in Senate to waive spending beyond the caps. Impose across-the-board sequester by the 
amount appropriations exceed the caps. 

1.4: REQUIRE THE PRESIDENT TO PROPOSE ANNUAL LIMITS FOR WAR SPENDING. 

Create a separate category above the caps for Overseas Contingency Operations (OCO), 
proposed by the President to reflect the projected needs of war policy. 

1.5: ESTABLISH A DISASTER FUND TO BUDGET HONESTLY FOR CATASTROPHES. 

(Costs $11 billion per year, $99 billion through 2020) 

1.6: STOP THE ABUSE OF EMERGENCY SPENDING. 

1.7: FULLY FUND THE TRANSPORTATION TRUST FUND INSTEAD OF RELYING ON 
DEFICIT SPENDING. Dedicate a 15-cent increase in the gas tax to transportation funding, and 
reduce spending to match the revenues the trust fund collects each year. 

1.8: UNLEASH AGENCIES TO BEGIN IDENTIFYING SAVINGS. 

1.9: ESTABLISH CUT-AND-INVEST COMMITTEE TO CUT LOW-PRIORITY SPENDING, 
INCREASE HIGH-PRIORITY INVESTMENT, AND CONSOLIDATE DUPLICATIVE FEDERAL 
PROGRAMS. 

1.10: ADOPT IMMEDIATE REFORMS TO REDUCE SPENDING AND MAKE THE FEDERAL 
GOVERNMENT MORE EFFICIENT. fSaves $50+ billion) 

1.10.1 Reduce Congressional & White House Budgets by 15 Percent ($0.8B) 

1.10.2 Impose Three-Year Freeze on Member Pay 

1.10.3 Impose Three-Year Pay Freeze on Federal Workers and Defense Department 
Civilians ($20.4B) 

1.10.4 Reduce Size of the Federal Workforce Through Attrition ($13.2B) 

1.10.5 Reduce Federal Travel, Printing, and Vehicle Budgets ($1.1B) 

1.10.6 Sell Excess Federal Property ($0.1B) 

1.10.7 Eliminate All Congressional Earmarks ($16B) 
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Tax Reform 

2.1: ENACT FUNDAMENTAL TAX REFORM BY 2012 TO LOWER RATES, REDUCE 
DEFICITS, AND SIMPLIFY THE CODE. Eliminate all tax expenditures, dedicate a portion of 
the additional revenue to deficit reduction and use the remaining revenue to lower rates and add 
back necessary expenditures and credits, 

2.1.1 Cut rates across the board, and reduce the top rate to between 25 and 29 
percent. 

2.1.2 Dedicate $80 billion to deficit reduction in 2015 and $180 billion in 2020. 

2.1.3 Simplify key provisions to promote work, homes, health, charity, and savings 
while increasing or maintaining progressivity. 

2.2: ENACT CORPORATE REFORM TO LOWER RATES, CLOSE LOOPHOLES, AND 
MOVE TO A TERRITORIAL SYSTEM. 

2.2.1 Establish single corporate tax rate between 25% and 29%, 

2.2.2 Eliminate all tax expenditures in the corporate code. 

2.2.3 Move to a competitive territorial tax system. 

2.3: PUT FAILSAFE IN PLACE TO ENSURE SWIFT PASSAGE OF TAX REFORM. 


Health Care Savings 

3.1: REFORM THE MEDICARE SUSTAINABLE GROWTH RATE. Reform Medicare 
Sustainable Growth Rate (“doc fix") for physicians and require the fix to be offset. 

(Saves $3 billion in 2015, $22 billion through 2020, relative to a freeze) 

3.2: REFORM OR REPEAL THE CLASS ACT. (Costs $11 billion in 2015, $76 billion through 
2020) 

3.3: PAY FOR ‘DOC FIX' AND CLASS ACT REFORM. Enact specific health savings to offset 
the costs of the Sustainable Growth Rate (SGR) fix and the lost receipts from repealing or 
reforming the CLASS Act. 

3.3.1 Increase authority and funding to reduce Medicare fraud. (Saves $1 billion in 
2015, $9 billion through 2020) 

3.3.2 Refonn Medicare cost-sharing rules. (Saves $10 billion in 2015, $110 billion 
through 2020) 

3.3.3 Restrict first-dollar coverage in Medicare supplemental insurance. (Medigap 
savings included in previous option, additional savings total $4 billion in 2015 and $38 
billion through 2020) 

3.3.4 Extend Medicaid drug rebate to dual eligibles in Part D, (Saves $7 billion in 
2015, $49 billion through 2020) 
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3.3.5 Reduce excess payments to hospitals for medical education. (Saves $6 billion in 
2015, $60 billion through 2020) 

3.3.6 Cut Medicare payments for bad debts. (Saves $3 billion in 2015, $23 billion 
through 2020) 

3.3.7 Accelerate home health savings in ACA. (Saves $2 billion in 2015, $9 billion 
through 2020) 

3.3.8 Eliminate state gaming of Medicaid tax gimmick. (Saves $5 billion in 2015, $44 
billion through 2020) 

3.3.9 Place dual eligibles in Medicaid managed care. (Saves $1 billion in 2015, $12 
billion through 2020) 

3.3.10 Reduce funding for Medicaid administrative costs. (Saves less than $260 million 
in 2015, $2 billion through 2020) 

3.3.11 Medical malpractice reform. (Saves $2 billion in 2015, $17 billion through 2020) 

3.3.12 Pilot premium support through FEHB. (Saves $2 billion in 2015, $18 billion 
through 2020) 

3.4; AGGRESSIVELY IMPLEMENT AND EXPAND PAYMENT REFORM PILOTS. Direct 
CMS to design and begin implementation of Medicare payment reform pilots, demonstrations 
and programs as rapidly as possible and allow successful programs to be expanded without 
further Congressional action. 

3.5: ELIMINATE PROVIDER CARVE OUTS IN IPAB. Give the Independent Payment 
Advisory Board (IPAB) authority to make recommendations regarding hospitals and other 
exempted providers. 

3.5: ESTABLISH LONG-TERM GLOBAL BUDGET FOR TOTAL HEALTH CARE COSTS. 

Establish a global budget for total federal health care costs and limit the growth to GDP plus 1 
percent. 

Other Mandatory Savings 

4.1: REVIEW AND REFORM FEDERAL WORKFORCE RETIREMENT PROGRAMS. Create 
a federal workforce entitlement task force to re-evaluate civil service and military health and 
retirement programs and recommend savings of $70 billion over ten years. 

Use the highest five years of earnings to calculate civil service pension benefits for new 
retirees (CSRS and FERS) rather than highest three years prescribed under current law, 
to bring the benefit calculation in line with the private sector standard. 

Savings in 2015: $500 million. Savings through 2020: $5 billion. 

Defer COLA for retirees in the current system until age 62, including for civilian and 
military retirees who retire well before a conventional retirement age. In place of annual 
increases, provide a one-time catch-up adjustment at age 62 to increase the benefit to 
the amount that would have been payable had full COLAs been in effect. 

Savings in 2015: $5 billion. Savings through 2020: $17 billion. 
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Adjust the ratio of employer/employee contributions to federal employee pension plans 
to equalize contributions. 

Savings in 2015: $4 biliion. Savings through 2020: $51 billion. 

4.2; REDUCE AGRICULTURE PROGRAM SPENDING THROUGH 2020. Reduce net 
spending on mandatory agriculture programs by $10 billion from 2012 through 2020 with 
additional savings to fund an extension of the agriculture disaster fund and allow the Agriculture 
Committees to reallocate funds as necessary according to their priorities in the upcoming Farm 
Bill. Savings in 2015: $1 billion. Savings through 2020: $10 billion. 

4.3; ELIMINATE IN-SCHOOL SUBSIDIES IN FEDERAL STUDENT LOAN PROGRAMS. 

Eliminate income-based subsidies for federal student loan borrowers in favor of better targeted 
hardship relief for loan repayment. Savings in 2015: $5 billion. Savings through 2020: $43 
billion. 

4.5; GIVE PENSION BENEFIT GUARANTEE BOARD AUTHORITY TO INCREASE 
PREMIUMS. Savings in 2015: $2 billion. Savings through 2020: $16 billion. 

4.6; ELIMINATE PAYMENTS TO STATES FOR ABANDONED MINES. 

4.7: EXTEND FCC SPECTRUM AUCTION AUTHORITY. 

4.8: INDEX MANDATORY USER FEES TO INFLATION. 

4.9: RESTRUCTURE THE POWER MARKETING ADMINISTRATIONS TO CHARGE 
MARKET RATES. 

4.10: REQUIRE TENNESSEE VALLEY AUTHORITY TO IMPOSE TRANSMISSION 
SURCHARGE. 

4.11: GIVE POST OFFICE GREATER MANAGEMENT AUTONOMY. 

4 . 6 - 4.11 Savings in 2015: $1 billion. Savings through 2020: $8 billion. 

Social Security Reform 

5.1: MAKE RETIREMENT BENEFIT FORMULA MORE PROGRESSIVE. Modify the current 
three-bracket formula to a more progressive four-bracket formula, with changes phased in 
slowly. Change the current bend point factors of 90%|32%|15% to 90%|30%|10%|5% by 2050, 
with the new bend point added at median lifetime income, 

5.2: REDUCE POVERTY BY PROVIDING AN ENHANCED MINIMUM BENEFIT FOR LOW- 
WAGE WORKERS. Create a new special minimum benefit that provides full career workers 
with a benefit no less than 125 percent of the poverty line in 2017 and indexed to wages 
thereafter. 

5.3: ENHANCE BENEFITS FOR THE VERY OLD AND THE LONG-TIME DISABLED. Add a 

new “20-year benefit bump up” to protect those Social Security recipients who have potentially 
outlived their personal retirement resources. 
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5.4; GRADUALLY INCREASE EARLY AND FULL RETIREMENT AGES, BASED ON 
INCREASES IN LIFE EXPENCTANCY. After the Normal Retirement Age (NRA) reaches 67 in 
2027 under current law, index both the NRA and Early Eligibility Age (EEA) to increases in life 
expectancy, effectively increasing the NRA to 68 by about 2050 and 69 by about 2075, and the 
EEA to 63 and 64 in lock step. 

5.5: GIVE RETIREES MORE FLEXIBILITY IN CLAIMING BENEFITS AND CREATE A 
HARDSHIP EXEMPTION FOR THOSE WHO CANNOT WORK BEYOND 62. Allow Social 
Security beneficiaries to collect half of their benefits as early as age 62, and the other half at a 
later age. Also, direct the Social Security Administration to design a hardship exemption for 
those who cannot work past 62 but who do not qualify for disability benefits. 

5.6: GRADUALLY INCREASE THE TAXABLE MAXIMUM TO COVER 90 PERCENT OF 
WAGES BY 2050. 

5.7: ADOPT IMPROVED MEASURE OF CPI. Use the chained CPI, a more accurate measure 
of inflation, to calculate the Cost of Living Adjustment for Social Security beneficiaries. 

5.8: COVER NEWLY HIRED STATE AND LOCAL WORKERS AFTER 2020. After 2020, 
mandate that all newly hired state and local workers be covered under Social Security, and 
require state and local pension plans to share data with Social Security. 

5.9; DIRECT SSA TO BETTER INFORM FUTURE BENEFICIARIES ON RETIREMENT 
OPTIONS. Direct the Social Security Administration to improve information on retirement 
choices, better inform future beneficiaries on the financial implications of early retirement, and 
promote greater retirement savings. 

Budget Process Reforms 

6.1: SWITCH TO A MORE ACCURATE MEASURE OF INFLATION FOR INDEXED 
PROVISIONS. Rely on chained CPI to index all CPI-linked provisions across government. 

6.2: ESTABLISH A DEBT STABILIZATION PROCESS TO ENFORCE DEFICIT REDUCTION 
TARGETS. Establish a debt stabilization process to provide a backstop to enforce savings and 
keep the federal budget on path to achieve long term targets. 

6.3: GIVE THE PRESIDENT THE POWER OF EXPEDITED RESCISSION. 

6.4: ALLOW CAP ADJUSTMENTS FOR PROGRAM INTEGRITY EFFORTS. 

6.5; CONDUCT REVIEW OF BUDGET CONCEPTS TO MORE ACCURATELY REFLECT 
GOVERNMENT LIABILITIES. 
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Chairman CONRAD. Thank you, Senator Simpson. 

Erskine Bowles, good to have you here. 

STATEMENT OF THE HONORABLE ERSKINE BOWLES, CO- 
CHAIR, NATIONAL COMMISSION ON FISCAL RESPONSIBILITY 

AND REFORM 

Mr. Bowles. Thank you, sir. I spent a long time trying to get 
here. I sometimes thank God for unanswered prayers. 

[Laughter.] 

Mr. Bowles. I want to thank Senator Conrad, and he is not here 
but Senator Gregg. Without their leadership none of us would be 
here today to talk about this, so I thank you for having the cour- 
age, you and the group that stood up some years ago and said we 
are not going forward unless we have some Commission to deal 
with this. It simply would not have happened without you. 

Senator Sessions, thank you for meeting with us this morning 
and thank you for your kind words. 

I also want to thank Senator Crapo, Senator Coburn, and Sen- 
ator Durbin for having the courage to support what is a politically 
very, very difficult plan to support. And I want to thank Senators 
Warner and Chambliss for your yeoman’s work in trying to turn 
what is a 67-page plan in plain English into legislative language 
and bring together a bipartisan group to make this happen. 

I am not going to use any notes today. I am just going to talk 
to you. And I am really concerned. I think we face the most predict- 
able economic crisis in history. A lot of us sitting in this room did 
not see this last crisis as it came upon us, but this one is really 
easy to see. The fiscal path we are on today is simply not sustain- 
able. This debt and these deficits that we are incurring on an an- 
nual basis are like a cancer, and they are truly going to destroy 
this country from within unless we have the common sense to do 
something about it. 

I was with former Senator Kerrey, Bob Kerrey, about a year ago 
exactly, and he said, “Erskine, look at the Nation’s current income 
statement, and let me tell you what you will see. You will see that 
100 percent of the revenues that this Nation produces today are 
being consumed by our mandatory spending and the interest on the 
debt.” That means that every single dollar that we spend today on 
these two wars, on our military, on national security, on homeland 
security, on education, on infrastructure, on high-value-added re- 
search is borrowed, and half of that is borrowed from foreign coun- 
tries. That is a formula for failure. And if we do nothing, if we just 
take the ostrich theory in this room, then we will be spending $1 
trillion a year in interest costs alone by the year 2020. 

Think about that. That is $1 trillion that will not educate our 
children. It is $1 trillion that will not build a highway or will not 
bring broadband infrastructure to rural South Carolina. That is $1 
trillion that will not create the next new thing in this country. It 
is $1 trillion that is going to create the next new thing somewhere 
over there from the people we are borrowing money from. It is 
crazy. 

And this is not a problem we can grow our way out of You could 
have double-digit growth for the next two decades and not solve 
this problem. So do not think we can grow our way out of it. 
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And this is not a problem we can tax our way out of. Raising 
taxes does not do a darn thing to slow the rate of growth of health 
care or to change the demographics of the country. And, in fact, if 
you want to try to solve this with just taxes, you will have to raise 
the highest marginal rate to around 70 percent, the corporate rate 
to 80 percent, the capital gains and dividends rate to 50 percent. 
And what kind of country will we have? You are not going to have 
any businesses started or businesses growing with that kind of tax 
structure. So we cannot simply tax our way out. 

And we cannot simply cut our way out of this problem. You 
know, when I see people go on the Sunday shows and they say, 
“Oh, look, we are going to cut our way out of this problem, but we 
are not going to touch Medicare and we are not going to deal with 
Medicaid and we are not going to mess with Social Security, and 
for sure we have to stay safe and secure so we are not taking a 
dollar out of difference, and, oh, by the way, we have to pay the 
interest on the debt — well, you know, if we exclude all those things, 
you have to cut everything else by 65 to 75 percent. That is not 
going to happen. That is not a realistic world. 

So what A1 and I tried to do was to present a realistic plan, a 
balanced plan, a plan that turned out to be a bipartisan plan. And 
it is based on six basic principles. 

The first is we did not want to do anything that would disrupt 
a very fragile economic recovery, and the economy is in a recovery. 
This growth is real today. But, boy, we can lose it and lose it quick- 
ly- 

So when we looked at cutting spending, as Senator Crapo knows, 
most of our spending cuts come in 2013. That is where we get back 
to 2008 levels in real terms to the pre-crisis level, which I believe 
we can do. 

Now, I expect that the Republicans will be for getting back to 
2008 levels in 2012. We simply were afraid to do that because we 
did not want to disrupt what is a very fragile economic recovery. 
We have real cuts in 2012, but we get back to 2008 levels in real 
terms in 2013. 

Second principle, we did not want to do anything that would 
harm the truly disadvantaged, and that is why if you look at the 
cuts we made in mandatory spending, we did not touch things like 
food stamps or unemployment or SSI. We left that off the table, the 
income supplement plans. And when you look at Medicare, we did 
a couple of things that made our job more difficult. We increased 
the minimum payment up to 125 percent of poverty to protect the 
truly disadvantaged, and we gave that 1-percent bump-up a year 
to what is called the “older old,” people between 81 and 86. Both 
of those cost money, and in our plan we paid for that. But we want- 
ed to do the right thing. And when we, yes, raised the retirement 
age, we did put in a hardship provision to protect those people that 
had those back- breaking jobs, those manual labor jobs, that really 
cannot work as long as we raised the retirement age. So we really 
did — our second principle, we tried to protect the truly disadvan- 
taged. 

Third, we do want to keep this country safe and secure. Now, I 
am not personally one that believes we can afford to be the world’s 
policeman. But I will put it in more basic terms. I do not think this 
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country can afford to spend more on national defense than the next 
14 largest countries combined — and have enough money to invest 
in education, infrastructure, and high-value research, which we 
have to do in order to he competitive in a knowledge-based global 
economy that we all compete in today. 

Fourthly, I do think we have to make these investments in edu- 
cation, infrastructure, and high-value-added research. It does not 
mean we have to spend money willy nilly. I just finished 5 years 
as president of the University of North Carolina. It is a 17-univer- 
sity system, and so I saw where some of your research dollars go. 
Today we have 375,000 research projects that you all are funding 
on 3,000 separate university campuses. Now, all of that is not great 
research. Some of it keeps us from going down a lane and, you 
know, it ends up dying, but it is good research because it keeps you 
from making a bad decision. And some of it actually ends up in 
something that is great. But some of it is not high-value research. 
In a time of limited resources, we have to spend our money more 
wisely. 

Fifth, for God’s sake, let us reform the Tax Code. The Tax Code 
is archaic. It was created when America dominated the world. We 
live in a global economy today. You saw it every day when you 
were at USTR. It is a fact. What we proposed was broadening the 
base, simplifying the Code, eliminating or greatly reducing these 
tax expenditures, bringing down rates, and using some money to 
reduce the deficit. 

We went to what is called a “zero-based plan,” and if you elimi- 
nate all of these $1.1 trillion worth of tax expenditures — I call them 
“tax earmarks.” You all have been so bold to get rid of the $16 bil- 
lion of earmarks in the spending part of the budget. But we have 
$1.1 trillion that we are spending in the Tax Code, and it is just 
spending by another name. But if you eliminate those, you could 
actually take rates to 8 percent up to $70,000, 14 percent up to 
$210,000, and a maximum rate of 23 percent, you could take the 
corporate rate to 26 percent, and you could go to a territorial sys- 
tem which will bring all of those trillions of dollars or billions of 
dollars back to the country that are captured overseas and create 
jobs over here. So I hope we will reform the Tax Code. 

Last, we, too, have to cut spending, and we have to cut spending 
wherever we find it. We cannot just deal with domestic discre- 
tionary spending. You know, the Democrats, as near as I can tell 
from reading the paper or talking about cuts of $10.5 billion in dis- 
cretionary spending and the Republicans are basically talking 
about $61 billion worth of cuts. Well, let me tell you something. 
Sixty-one billion dollars out of a $3.7 trillion budget is 1.6 percent. 
I can cut my budget 1.6 percent tonight, by tomorrow morning. I 
took $625 million out of a $3 billion budget at the University of 
North Carolina. The 1.6 percent is nothing. The problem is that 
you all are focusing on taking 1.6 percent out of a very narrow part 
of a budget, out of 12 percent of a budget, so some of the cuts are 
having a disproportionately adverse effect on certain groups of peo- 
ple. But if you are talking about the gross amount of $61 billion, 
hey, it is nothing. You know, we take $1.7 trillion out of discre- 
tionary spending, we take $430 billion out of health care spending, 
we take $215 billion out of other mandatory spending, and we get 
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Social Security solvent for 75 years. Our plan reduces the deficit 
by $4 trillion. It takes the debt-to-GDP ratio to 65 percent by 2020 
and to 60 percent by 2023. It cuts the deficit in half by 2015 to 2.3 
percent of GDP. The President asked us to get to 3 percent of GDP. 
And it takes us to 1.2 percent of GDP by 2020 and eventually to 
balance. 

I came here today simply to ask you to act. I know these cuts 
are politically difficult, but this is not a decision we can postpone. 
We have to act and we have to act now. And if we do, the future 
of this country has never been brighter. We can compete with any- 
body. But we have to get our fiscal house in order. 

Thank you, Mr. Chairman, for allowing me to come. 

Chairman CONRAD. Thank you. I think you have made the case 
about as clearly and persuasively as it can be made. And I want 
to thank you both for, again, the leadership that you have pro- 
vided. 

Let me ask you this: What happens if this does not get done? In 
other words, Erskine — and I did not give all the bona fides of Er- 
skine Bowles when I introduced him, but this is a man who was 
Chief of Staff to the President of the United States, headed the 
Small Business Administration, has been the administrator for the 
college system, the university system in the State of North Caro- 
lina. A pretty good set of bona fides. And at every place he has 
served, he has produced results. 

Let me ask it again. So what happens in your judgment to the 
United States if we fail to get an agreement in the range of what 
the Commission concluded was necessary? 

Mr. Bowles. Hearing what he said about me reminds me of 
when my Uncle Sam died in North Carolina, and the obituary edi- 
tor of the Greensboro Daily News called up to ask about him. And 
my aunt kind of went on and on about all the things he had done, 
and finally he said, “Now, Mrs. Bowles, you do know we now 
charge $5 a word for every word we put in the paper.” She said, 
“Oh, no, no. I did not know that.” She said, “In that case just put 
in there ‘Sam died.’ ” 

[Laughter.] 

Mr. Simpson. I thought you were going to say the one about look 
in the casket and see if that really is your old man. 

[Laughter.] 

Mr. Bowles. You know, A1 said and I used to say that I got into 
this thing for my grandchildren. I have eight grandchildren under 
5 years old. I will have one more in a week. And my life is wonder- 
ful and it is wild. But this problem is going to happen long before 
my grandchildren grow up. This problem is going to happen like 
the former Chairman of the Fed said or Moody’s said, this is a 
problem we are going to have to face up to. It may be 2 years, you 
know, it may be a little less, it may be a little more. But if our 
bankers over there in Asia begin to believe that we are not going 
to be solid on our debt, that we are not going to be able to meet 
our obligations, just stop and think for a minute what happens if 
they just stop buying our debt. What happens to interest rates? 
And what happens to the U.S. economy? 
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The markets will absolutely devastate us if we do not step up to 
this problem. The problem is real, the solutions are painful, and we 
have to act. 

Chairman CoNRAD. Alan, do you want to add to that? 

Mr. Simpson. I would just say — and I know it is repetitive — if 
you can understand here what the people of America — as we travel 
around and we do stuff, we go to the business councils, we go to 
the conservative group in Dallas, the policy institutes, the Panetta 
Institute, the Economic Club of New York, and wherever we go 
people get it. And then we tell them that if they just draw, pick, 
go to the Internet and go www.fiscaIcommission.gov, it is 67 pages. 
If we leave that out, they will never read it, you see, because they 
will say, oh, my God, they worked for a year, must be as high as 
this box. It is not. And it was not written for pedants or politicians 
or panderers. It was written for the American people, and I uses 
terms like “going broke” and “shared sacrifice.” 

Let me tell you what was stunning for us. There has never been 
any sacrifice required of the American people since World War II — 
except for our military, God bless them, and that is the sacrifice. 
And they chose to do it. They are volunteers. 

And so when someone says, well, you cannot use that word, well, 
the American people are using that word. It is called “shared sac- 
rifice.” And it is a puzzling thing. It is the right and the left. They 
are not involved in social issues deeply. Now this has risen to No. 
1: jobs, very important, and this No. 1 or No. 2 is the debt. They 
understand debt, because in their own home they have been wiped 
out by debt. 

The first thing that anyone did during this crash that had any 
brains at all was to gather their loved ones around and say, “We 
have to get out of debt.” That is first. And you know my wife, Ann, 
and Lucy has saved you many times. She said, “Pay it off, Al. You 
guys from Cody are on credit cards. In Grable, we paid cash.” So 
I said, “OK, it is a deal.” 

I think it will come before 2 years. I think that when the people 
that hold this paper look around and all you have done is cut 
waste, fraud, and abuse, foreign aid. Air Force One, Pelosi’s air- 
craft, and all this and Congress pay, that they know that you did 
not get anywhere. You got to 5 or 6 percent of the whole, and they 
are going to say, ‘You did not do it.” And then, of course, when the 
debt limit extension comes up, you have about 85 guys over there 
saying, “Hey, I am never voting for that under any circumstances.” 
And they say, “Wait a minute,” and then you will hear the cracking 
of knuckles and elbows as they say, “If you do not do this, you are 
going to impair the full faith and credit of the U.S. and might even 
have to shut the Government.” And some of them are going to say, 
“That is why I came here.” And at that point, there will be a sound 
of bone against flesh. But at that point, too, if they — I cannot imag- 
ine shutting the Government. Our party tried that once. It was just 
about the biggest disaster that I have ever seen. 

So I am just saying that at some point, I think within a year, 
at the end of the year if they just thought we were playing with 
fluff, 5, 6, 7 percent of this whole, they are going to say, “I want 
some money for my paper.” And if there is anything money guys 
love, it is money. And the money guys, when they start losing 
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money, panic. And let me tell you, they will and it will not matter 
what the Government does. They will say, “I want my money. I 
have a better place for it.” Who knows? Stabilize the euro, do this, 
do that, whatever. I am just saying, to me it will not be a year. 

Mr. Bowles. You know, I do not see how we cannot face up to 
it. You showed a chart. Senator Conrad, from Admiral Mullen. Ad- 
miral Mullen says it is our greatest national security problem. 
Think about that. You know, if you believe in investing in edu- 
cation and infrastructure and high-value research to be competitive 
in today’s global marketplace, if you do not want those people cre- 
ating that next new thing over there but creating it over here, 
there is not going to be any money for it. And if you are a business 
guy like me, you know, small businesses cannot grow and cannot 
create jobs without money. And, you know, they will be starved for 
capital if this budget continues to grow as it is today. 

Chairman CONRAD. Thank you. My time has expired. 

Let me just say we are going to go to 5-minute rounds, make an 
exception for Senator Sessions, but 5-minute rounds because of the 
number of people we have. 

Senator Sessions. Well, the remarks you have just made are 
very sobering. It goes beyond the academic or theoretical to a warn- 
ing of an immediate and dangerous threat that is before us. The 
language you used in your written statement, I noticed that it was 
pretty stark, and you used it, Mr. Bowles: “We believe that if we 
do not take decisive action, our Nation faces the most predictable 
crisis in history.” 

And I really, I cannot dispute that. The more I read about it, the 
more I believe that is true, and, therefore, I believe we need to take 
action. 

Let me ask you to just share with us your thoughts about the 
President’s budget, if you have had a chance to see it and if you 
think that is sufficiently decisive to alter the trajectory we are on. 

Mr. Bowles. I guess you want me to do that. 

Mr. Simpson. I do, I do. 

Mr. Bowles. The president’s budget, I think, on the domestic 
discretionary spending does a pretty good job if you look at it over 
an 8-year period. It has some gaps in it, like they talk about invest- 
ing in transportation, but they do not tell you how they are going 
to pay for it. We said you have even got to cut transportation 
spending back to the level of income coming in, or if you are going 
to spend to the level you are today, then we proposed a 15-cent gas 
tax to pay for it. Your choice. 

The total deficit reduction in the President’s plan is somewhere 
between $1 and $2 billion. It is hard to tell. We propose $4 billion 
worth of cuts, so it was much less than what we proposed. 

Chairman CONRAD. Trillion. 

Mr. Bowles. Trillion, excuse me. And I think that is about the 
minimum amount that should be done. 

If you look at health care, we cut health care spending by $430 
billion. His budget cuts it by $310 billion, but only $50 billion of 
that is specifics; the other is $250 billion worth of unnamed cuts. 
But I do not know where it is coming from. We did say how we 
would pay for all $430 billion of our cuts. 
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On other mandatory spending, we had about a $215 billion cut 
or 11.2 percent over that time period. In his cuts, he has about $60 
billion for waste, fraud, and abuse, and we could not find anybody 
who could support more than $20 billion for that. So I do not know 
where that other $40 billion is going to come from. 

On Social Security, we have a real plan that leads to 75-year sol- 
vency, and they talk about us doing something for solvency and 
also making sure that we up the minimum payment and we protect 
the basic payment and we get it solvent in the long run. And, of 
course, our plan does exactly that. 

And on revenue, they, too, eliminate some tax expenditures, but 
they spend the money that they create by eliminating those tax ex- 
penditures. We take those tax expenditures, and the vast majority 
of it we use to reduce rates and to lower the deficit. So the overall 
effect of the President’s plan I think falls short of what the country 
needs to do right now. 

Now, I think the President has done a lot of good things. I think 
appointing this Commission was a bold step. I think in the State 
of the Union he showed us a little leg of some of the things he 
would cut. I think in the budget he went a little bit further. My 
hope is that he will show strong support to what Senators 
Chambliss and Warner are now trying to do. But we have to do 
more, and it is going to take the leadership of both Houses of Con- 
gress; it is going to take it from both parties; and it is going to take 
it from the President. 

Senator Sessions. Well, the way we calculate it, it is not a $4 
trillion reduction as you propose, but one basically as the President 
declares, and then we think that is incorrect scoring, and CBO will 
probably score the budget as not having reduced spending at all. 
So I really think it is insignificant there. 

With regard to discretionary, I just want to push back a little bit. 
The $61 billion, we have calculated this out over — reducing the 
baseline $61 billion over 10 years plus the interest saved, assuming 
some steady growth or no growth or however you calculate it, but 
taking that baseline down 60 would result in a save of $850 billion, 
pushing $1 trillion. You proposed $1.7 trillion. I notice you shared 
with me the rather significant reductions you had to undertake at 
the University of North Carolina, 30 percent or some figure such 
as that. The $61 billion would amount to, as you noticed, 1.6 per- 
cent of the overall budget. And if you take it only on discretionary, 
it is about 6 percent. So I do not think that is harsh or extreme, 
especially in light of the fact that the administration has achieved 
a 23-percent increase in discretionary spending baseline in the last 
2 years. 

So I believe you are on the right track. I believe you are sharing 
with us the fundamental truth of the financial condition we are in. 
I do believe that the American people who benefit from Social Secu- 
rity and Medicare want to see us bring the wasteful Washington 
spending under control, too, that it should not be off the table. It 
should he on the table, and it results in real trillions of dollars in 
savings if we work at it. And if you combine that with the entitle- 
ment reforms that could take place, we would do pretty well, I 
think, in altering the trajectory. 

Thank you, Mr. Chairman. 
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Chairman CONRAD. Thank you, 

Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. 

Mr. Bowles, you correctly say that you cannot do serious deficit 
reduction just by cutting, and you cannot do serious deficit reduc- 
tion just by taxing. What I want to do is make sure that as part 
of this debate we see that to really drive the deficit down, you have 
to do some serious growing. And to me, that is what the tax reform 
debate is all about. 

In the 2 years after the 1986 tax reform bill was passed, we cre- 
ated 6.3 million non-farm jobs, twice as many as were created be- 
tween 2001 and 2008. So we are clear — and you all have done an 
excellent job — isn’t the heart of your interest in tax reform, that it 
will help us create more good-paying jobs and it is key to growth? 

Mr. Bowles. Unequivocally, yes. As you know, our plan has been 
called “Reagan on steroids.” It was modeled after the Wyden-Gregg 
bill. And I b^elieve that if we take such steps and we get rid of some 
of the inefficiencies in the Tax Code and bring down rates and re- 
duce the corporate rate and get rid of this — get to a territorial sys- 
tem, then I think we have a chance to really create a lot of jobs 
in this country. 

Senator Wyden. Let me ask the two of you a technical question, 
and I am very appreciative of all the work that you have done with 
Senator Gregg and myself You all propose an important budget en- 
forcement mechanism — this is something I have talked about with 
the Chairman and colleagues in the past — but you did not include 
a mechanism that would keep us from backsliding on tax reform. 
And what concerns me is when you go back and look at the history 
of 1986, practically as soon as the ink was dry, as soon as Demo- 
crats and Ronald Reagan came to this historic kind of compromise, 
what you saw is the lobbyists went back to work and they kept 
packing in break after break after break, and pretty soon it added 
up to 15,000 new breaks added to the Tax Code between 1986 and 
2005. 

Do the two of you agree that this time as part of tax reform it 
is going to be important to have a mechanism in place to no longer 
have this easy backsliding so that a few years after you have put 
in place major historic tax reform you are not back in the same 
boat? I will let either one of you take a crack at that. 

Mr. Simpson. Well, I agree with that totally. Senator Wyden. It 
has been so interesting to talk to people about the Tax Code, and 
we have people who — one person came and testified that Ronald 
Reagan was his hero, and I said, “Well, that is good because he is 
kind of my hero, too.” And I knew him very well. This man was 
Grover Norquist. He has a job to do, and he does it beautifully. 

I said, “Well, Ronald Reagan raised taxes 11 times in his 8 
years.” He said, “I did not like that at all.” I said, “It is not wheth- 
er you liked it or not. Why do you think he did it?” “Well, I do not 
know, but I am very disappointed.” I said, “He did it to make the 
country run.” 

Now, we have to put triggers in there. We have to do things. But 
let me tell you what happened. People were talking about a VAT 
tax. I cannot understand how distorted things can get as if we were 
going to put a VAT tax on top of the present Tax Code, and that 
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is the word. That was the word, the Bihle said. They are talking 
about a VAT tax on top of this atrocity. If you did a VAT tax, you 
have to scrub everything off the board. 

It was very difficult to deal with a VAT tax when the U.S. Sen- 
ate, by a vote of 84-15 or something, said there will never be a 
VAT tax in the history of the world. The Rivlin-Domenici group 
talked about a VAT tax, and they probably get hammered a lot on 
that. But at some point these — we found that only 2 percent of the 
American people, the wealthiest in America, the connected, are 
using these 180 tax expenditures. That is who is using them. The 
little guy does not even know what they are. If he does a standard 
deduction, he has no concept of — well, I will mention this. I mean, 
bombs will fall: oil depletion allowance, mine land reclamation. I 
am from Wyoming. You know, if we were a country, we would be 
the largest coal-producing country in the world. 

So we all took a terrible bite out of our ankles, and we are here. 
But unless you do something, these things are like the zombies 
that rise from the graves because this city is lined with people who 
make big bucks to go get it back. But this time they will not be 
bringing home the bacon. The pig is dead. 

Senator Wyden. Thank you. 

Mr. Bowles, a mechanism to make sure that we have essentially 
tax enforcement from backsliding like we are going to do on budg- 
ets. 

Mr. Bowles. Absolutely. If you do not, you will end up right back 
where we are today. The top 400 taxpayers in the country pay a 
marginal rate of 16 percent. You know, Warren Buffett talks about 
he pays a lower rate than his secretary does. That is what will hap- 
pen. The people that benefit from these tax expenditures are, by 
and large, people in the upper-income brackets. 

Senator Wyden. Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. 

Senator Enzi. Thank you, Mr. Chairman. It was about 37 years 
ago that Senator Simpson told me that I needed to put my money 
where my mouth was on this leadership stuff and get into politics, 
and I ran for mayor as a result of that. And God has winked a 
number of times, and I wind up here. He has been a tremendous 
mentor to me over the years, and I appreciate that both he and Mr. 
Bowles were willing to take on this task. And I appreciate the re- 
sults that they haveten and the way that they have promoted it 
across the country. It needed to be done. 

I was one of the cosponsors of the Conrad-Gregg bill and thought 
that that was essential and was disappointed when that did not 
pass and was elated when the President decided to do it anyway, 
and I thought that was a good step. 

I have to say I was a little disappointed when the President 
missed the opportunity in the State of the Union speech to say ex- 
actly what you have been saying here today, to inform the people 
of this country of just how desperate the situation is so that we 
could take some positive action on it. And I was disappointed when 
the budget proposal came out because I think that was another op- 
portunity for him to show exactly what you have been saying and 
to put some of those things into effect. And the biggest thing he 
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did in there was take the tax expenditures and use them for new 
programs instead of reducing the corporate debt. 

The American people have figured it out with your help, and 
they are getting it clearer and clearer every day. We have to get 
Congress to catch up. But, yes, there is a question in there some- 
where. 

[Laughter.] 

Senator Enzi. My question is: You broke your recommendations 
into six areas: discretionary, taxation, health care, mandatory 
spending, process reforms, and Social Security. Now, I know that 
your task was to have a single vote on all of that, but given the 
fact that Congress has trouble doing comprehensive legislation, 
well, would it make sense for us to break that into six areas sepa- 
rately? Or do you think we have to do it in one big piece of legisla- 
tion? 

Mr. Bowles. Alan can probably speak to that better than I can. 
What I can tell you is based on what our experience was. Before 
I do that, I want to address one of the things you said, that we had 
shown how desperate the situation is. It is only desperate if we do 
not act. If we do act, the future of this country is so bright, I cannot 
believe it. So if we just have the guts and the courage to stand up 
and do something that is real today in all six of those areas, then 
the future could not be brighter. 

We originally started out thinking that one of the easiest things 
to do, since it was part of the President’s request, was Social Secu- 
rity because you can kind of figure out how to get it to 75-year sol- 
vency and make it safe over the next 75 years. And we thought 
that was morally important. 

Second, we thought we could do some of the discretionary stuff 
and thought we could make some progress there. 

But as we went on through this process, we found that the bipar- 
tisan group really did coalesce around doing something that was 
comprehensive, and we got more support rather than less support 
when we were bolder and did something more comprehensive rath- 
er than trying to break it up into individual pieces. 

Mr. Simpson. I think that we also felt that — you know, it is 
tough to keep anything together here. I remember that so well. But 
if we could just stabilize the situation, just stabilize things so that 
they know that it is just not on automatic pilot, that alone would 
be worth everything. I know that is — you would not challenge that, 
would you? No, I do not think. Of course you would not. You would 
try. But you would not. 

Let me just say this: If you cannot get Social Security solvent for 
75 years and this Congress cannot do that, you can forget every- 
thing. You will never get to Medicare, Medicaid, and defense. You 
will have failed what we see is the easiest thing to do, which is to 
restore solvency of Social Security for 75 years. Very clear what we 
do. We do not privatize it. We are not stealing from the old people. 
We are not putting people — throwing bedpans out of hospitals. 
That is not what we are doing. And people who use that are in- 
volved in massive fakery, at worst. And I do not use those words. 
I have many, many other words. Just as salty as Bernie can be. 
I have always respected him. I hope he comes back and asks some 
questions. We want to answer his questions about Social Security. 
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But if you cannot solve that, you are gone. Forget the rest of it. 
It will not work. It just will not work. It will not touch it with a 
stick. 

Senator Enzi. I did appreciate your comments in the report about 
when we were doing the tax reform to have transition rules in 
there. I think that will make it possible to get it done. I am anxious 
to work on all of the ideas that you put forward and see a way to 
get them done. 

Mr. Bowles. But if we only do Social Security, we have not come 
close to solving the problem. It is just like if we only do domestic 
discretionary spending, you can get rid of all domestic discretionary 
spending, and you have still got a $1 trillion deficit this year. You 
really do have to do a comprehensive look at it. And I think you 
have to look at both revenue and spending in order to really solve 
the problem we face. 

Senator Enzi. I think we do have to do all of them, but I still 
think we will have to do them kind of one at a time with agree- 
ment to do all of them so that we can get the trust of the American 
people. They do not think we are going to do anything. 

My time has expired. 

Mr. Simpson. But, Mike, with your skills at bipartisan work — 
and I saw how you worked with Ted Kennedy. You two did about 
35 or 40 pieces of legislation. Nobody realized that. You always 
worked with the other side. Your gifts will be heavily called upon. 

Senator Enzi. Thank you. 

Chairman CoNRAD. I thank the Senator. I first thank Senator 
Enzi because he has been a key ally in trying to advance a Com- 
mission approach. So, too, has Senator Nelson. In fact, after Judd 
and I lost the vote on our proposal — we got 53 votes, but we needed 
60, and I was called to the Vice President’s residence to negotiate 
the Executive Order Commission. Bill, Senator Nelson, volunteered 
to go with me, and I readily accepted. And I just want to say we 
would not haveten the Executive Order Commission without Bill 
Nelson’s hanging in there and being tough. Also, I will forever be 
grateful for his assistance in negotiating the Executive Order Com- 
mission because that was a pretty tough negotiation as well. 

Senator Nelson. 

Senator Nelson. Well, thank you, Mr. Chairman. 

Senator Enzi, the problem is that if we try to do these things one 
at a time, we will not get it done. You have to take that com- 
prehensive approach. And I do not know how bad it has to get be- 
fore we can get everybody to the point of being all willing to pull 
up and hitch up their belts to do a comprehensive approach. 

Now, let me give you an example. You mentioned the six things, 
the six major components. Well, you know, one of them was health 
care cost containment. Well, you know, why should Medicare be 
paying the premium price for drugs instead of the discounts that 
the U.S. Government gets in the drugs for Medicaid? Well, we 
know why. 

Why are there royalty payments that are not being paid for the 
extraction of oil from the Gulf of Mexico? That is a tax expenditure. 
Well, we know why. 
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So if you try to take individually items on, you are not going to 
be able to get — ^you are going to get beat because the powerful in- 
terests are there that can always beat you on an individual basis. 

Now I want to ask a question. You all have put Social Security 
as part of this overall reform, and I agree that it has to be. But 
you also are quick to point out that nothing in the way of Social 
Security savings here goes to help the deficit. So other than the 
symbolic value of tackling Social Security for the long term, which 
is a notable goal — and which, by the way, was one of the finest 
achievements of the U.S. Government back in 1983 when Social Se- 
curity was down to about 6 months before going into cardiac arrest. 
Everybody came together in a bipartisan way, and two old Irish- 
men, one named Reagan and one named O’Neill, got it done. 

My question is: Other than Social Security, why does that have 
to be so much a part of it since it is not actually helping the def- 
icit — which is what we are trying to get to right here — other than 
the symbolic value? 

Mr. Bowles. I think it is a lot more than symbolic. First of all, 
we had no choice. If you look at the President’s two-part mandate, 
the second part of that mandate required us to look at the long- 
term entitlements and the effects they have on the country. 

In addition, we really felt like we had a moral obligation to face 
up to Social Security. You know, we are not making this up. Social 
Security really does — the trust fund is exhausted — all of the inter- 
est earned on the trust fund for the funds that are lent to the gen- 
eral fund are exhausted in 2037 — probably before that now because 
of what we did at the end of last year. And benefits will have to 
be cut by 22 percent. That is under current law. That is not some- 
thing that we made up. It happens. 

In addition, it is a fact that — I think I will just leave it at that. 
You know, we have made promises as a country that we cannot 
meet, and what we tried to do was to restore the solvency of Social 
Security for 75 years while protecting the most disadvantaged and, 
in fact, giving them a higher benefit so they could have some kind 
of quality of life. 

Mr. Simpson. I think, too, that we have seen — at least I saw in 
my 18 years here — sometimes for budgetary purposes or, you know, 
gimmick figures, they will use the $2.5 trillion of Social Security 
as not counting it against the budget. And then sometimes they 
will count it. And when you have a figure of $2.5 trillion in surplus 
and people are saying that you stole it and all the drama that goes 
with that, it just seemed to us to let people know that if you do 
nothing and the howling and shrieking by these interest groups — 
and do not think we did not believe we would be savaged — sav- 
aged — in this country by what we propose by groups, and I will 
name only one. I was not the only living person that ever had a 
hearing on the AARP. They are still looking for me. But you cannot 
play games with it unless you just want to go up to all these tough- 
ies on the other side who are saying, “You rotten finks, you are 
going to touch my precious Social Security.” Great, pal. Waddle up 
to the window. Your relatives in the year 2037 get 22 percent less 
and downhill the rest of the way. And there is no way to avoid 
that — you can appeal, you can pull out the Constitution — because 
it pays only payable benefits. It will not pay scheduled benefits. 
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And if everybody can wake up and figure that the thing they get 
from the Social Security, when you are 65, here is your scheduled 
benefit, it will not be there because you did nothing. 

Chairman CoNRAD. I thank the Senator. 

Senator Graham. 

Senator Graham. Thank you both. I really do appreciate what 
you have done for the country, and if we are wise, we will take 
some parts of what you have done, add it with some of our wisdom, 
if we can muster any, and do something. And if we are politicians 
who are not wise, we will all get beat. I think America really, real- 
ly wants us to do something. 

Can you imagine a budget being generated by a Republican or 
Democrat that does not have meaningful entitlement reform and 
that would be a serious effort to solve our financial difficulties? 

Mr. Bowles. No. 

Senator Graham. Can you imagine any scenario where we can 
save Social Security from impending massive cuts, 30 percent in 
2037 or maybe more, or any entitlement program without adjusting 
the age for eligibility? Is there any sensible way to do it without 
adjusting the age? 

Mr. Bowles. You can do it without adjusting the age mathemati- 
cally, so yes. But we thought you should adjust the age. 

As you know, you are not eligible for Social Security at 65 today. 
You are eligible at 66. And under current law it goes to 67 in 2027. 

Senator Graham. Senator Simpson, can you imagine any sce- 
nario of saving Social Security and Medicare or getting our debt 
situation in better standing without adjusting the age of eligibility? 

Mr. Simpson. Well, I think it is impossible. The average age is 
77. It is going to go to 80. As I say, 63 was the life expectancy and 
65 was the retirement. Now you can retire at — you used to be able 
to retire on Social Security and you might live 3 or 4 years. Now 
you retire on Social Security and you may live 20. So how is that 
supposed to be when there were 16 people paying in and now there 
are only two people paying in, in 10 years. 

I tell people, read the trustees’ report on Social Security. It has 
been done by Democrats and Republicans for years. 

Senator Graham. Now let us build on this. Can you imagine a 
scenario of saving Social Security from bankruptcy or major cuts 
without some forms of means-testing of benefits? 

Mr. Bowles. Again, arithmetically, you can do it, but it is not 
what we would recommend. 

Senator Graham. Now, both of you talk about sacrifice. The one 
thing we like around here is patting ourselves on the back, how 
brave we all are. I would argue that nobody in this room, including 
both of you all, is doing anything near like going to Afghanistan. 
So let us put this in perspective. 

All we are asking people to do is to do things that make sense. 
The sooner you do it, the better off we all are, because if you do 
it sooner, that means the solutions are not as draconian. So let us 
talk about means-testing and sacrifice. 

If you took an idea that said that if you make $50,000 or less 
in income, including Social Security, you would not have your bene- 
fits adjusted, what would that mean for the people that make over 
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$50,000? You would have to have your benefits reduce somewhat. 
Is that correct, Mr. Bowles? 

Mr. Bowles. You would probably have to slow the rate of growth 
win the benefit. 

Senator Graham. Right. For a guy like me 

Mr. Bowles. You really would not have to have the benefits re- 
duced. 

Senator Graham. You know, when I was 21 my mom died, when 
I was 22 my dad died. My sister was 13. Social Security Survivor 
benefits came to my sister. It made the world of difference. I am 
55. I do not have any kids. I am making 170,000 bucks a year. I 
am going to have a military retirement, hopefully a congressional 
retirement. What would it mean for someone in my income level in 
actual — the difference between what is being promised and what 
would be paid? Do you have any idea how much it would affect my 
benefits if we did a means test for people in my income level? 

Mr. Bowles. I do not know exactly. 

Senator Graham. Would it be $100 a month, $200 a month? 

Mr. Bowles. I cannot tell you exactly. 

Senator Graham. Could you get me that number? 

Mr. Bowles. Sure. 

Senator Graham. Because I believe it is going to be very small. 

Mr. Bowles. And one of the things I can tell you is that your 
benefit actually would not be cut. The rate of growth in your ben- 
efit would be at a slower rate. 

Senator Graham. So means-testing is not cutting anything. It is 
paying people what you actually can afford. 

Mr. Bowles. Yes. What it does, it grows it at the rate of inflation 
rather than at a higher rate. 

Senator Graham. So you have a progressive price indexing. 

Mr. Bowles. Yes. 

Senator Graham. Senator Simpson, do you think that is a smart 
idea for us to embrace? 

Mr. Simpson. Well, I think anything — what I tell people is this: 
I am 79, and so I see these people in the room, you know, with 
their signs and all sorts of activity. I say, “Wait a minute, pal.” I 
put $5 bucks in it when I was 15 and worked at the Cody Bakery. 
I was in the army, and you did put it in when you were in the 
army. Not now. And for the most productive years of my life prac- 
ticing law in Cody, I never put in over 874 bucks a year and nei- 
ther did any other guy in the United States. This is fakery. Then 
I got stuck for $1,200, $1,400, $2,000, $4,000, $5,000, finally on up. 
But let me tell you, you are going to get it all back. In 1983, we 
found that the guy who got out got everything back plus 6 percent 
interest in 3-1/2 years. 

Senator Graham. Would both of you urge the Congress to take 
up Social Security reform as part of this effort to bring about fiscal 
sanity? 

Mr. Simpson. Without question. 

Mr. Bowles. Absolutely, unequivocally, yes. 

Mr. Simpson. Got to. 

Senator Graham. Thank you. 

Chairman CONRAD. I thank the Senator. I thank him for respect- 
ing the time as well. I appreciate that very much. 
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Senator Cardin. 

Senator Cardin. Well, thank you, Mr. Chairman, and let me 
thank both of you for your work. 

I think you have the right formula, and each element will be con- 
troversial. We understand that. So let me deal, in the limited time 
that I have, with the one dealing with the revenues. And I know 
that you have already had some discussion in regards to consump- 
tion taxes, but I want to carry it to — make a point here. 

We get around to tax reform, if we are lucky, about every 25 
years, so it is important we get this right and that we have a goal 
in your report to have revenues equal to about 21 percent of our 
economy. That is a revenue goal that could be achieved through the 
reforms in the income tax that you have outlined, or it could be by 
using some consumption taxes as well as using our income tax. But 
the revenues would be the same. 

Now, I mention that because since we passed the last major tax 
reform in 1986, our Chairman frequently points out that there are 
now 140 provisions in the Tax Code that have been added, that 
have been added temporarily and need to be reviewed for exten- 
sions on a regular basis. 

My concern is that if we were to pass the recommendations of 
the Commission, it is unlikely that that would stand for very long 
before Congress would once again, for reasons of political expedi- 
ency, us the Tax Code rather than the revenue code in order to 
carry out some policy. I think we are safer if we use less income 
tax revenues and we have more consumption revenues to equal the 
dollars that we want to bring in. 

And I also point out the realities of competitiveness and the fact 
that during the best of times this Nation did not save enough, and 
our policies need to reward savings. Senator Portman and I worked 
together in the House to try to encourage more savings for Ameri- 
cans, and our Tax Code certainly has not been terribly helpful in 
rewarding savings. 

And, last, we know that the income taxes, the corporate income 
taxes are not border-adjusted, whereas the consumption taxes are 
border-adjusted in international trade, which puts American manu- 
facturers and producers at a disadvantage. 

The argument I hear the most against consumption taxes is pro- 
gressivity, but we can make a consumption tax progressive, and we 
have ways of doing it. One of my goals is to make sure that at the 
end of the day we bring in revenues in a more progressive way, not 
a less progressive way, than we currently bring in the revenues of 
this Nation. 

So having said all that and knowing full well that you all really 
did your best to put forward the policy objectives that this Nation 
needs, we are certainly realistic to know that your proposals are 
going to be politically controversial wherever you went. 

Could you just share with me why we should not be considering 
as a matter of policy less reliance on income and more on consump- 
tion, knowing full well the history of Congress in changing the Tax 
Code? 

Mr. Bowles. I will be glad to do that. Let me tell you why it is 
not in our plan. It is pretty simple. About a week before we started. 
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the U.S. Senate voted I think 85-14 and it did not look to me like 
the odds were too great we were going to have a consumption tax. 

Second 

Senator Cardin. Well, you know, I am going to stop you on that 
because a lot of us were tempted to put in similar resolutions on 
Social Security, similar resolutions on every one of your proposals, 
and I daresay we could haveten 85 votes on the floor of the Senate 
on each one of those individual recommendations. I think it was 
terribly irresponsible for the Senate to take up that resolution. 

Mr. Bowles. I am just telling you why we did not do it. 

Senator Cardin. I understand. 

Mr. Bowles. There was no opposition on the Commission, as 
near as I could tell, to a VAT tax or a consumption tax in theory. 
In theory. Most people believe that it is much better to tax con- 
sumption if you can do it on a progressive basis than it is to tax 
wages or investments or savings. You have to make it progressive, 
but there was not a lot of opposition in theory on either side of the 
aisle. 

Where there was enormous concern was that we would end up 
with two engines of revenue. We would end up with an income tax 
that would escalated, and we would end up with a consumption 
tax, and you would have two engines out there fueling revenue and 
fueling the tax rate. And that is why there was not support for it 
in our Commission. It was not the theory that it is better to take 
consumption. 

Senator Cardin. Well, I feel better getting that explanation be- 
cause — and I would just conclude on this point. We want the best 
policy objectives. Future Congresses are going to act regardless of 
what we do in this Congress on these recommendations. I just 
think we are safer having a Tax Code that is less likely to be 
changed in the future for social reasons than we currently do under 
the income tax. 

Mr. Simpson. I think take a good look at the Domenici-Rivlin re- 
port because they had the courage to put that out there. And we 
talked together, we visited with them, but we felt because of that 
resolution in the Senate we were just ramming our heads into the 
wall. 

Chairman CONRAD. Let me just say on this point, exercise the 
privilege of the Chair for a minute. I argued strenuously for a VAT 
tax or a consumption tax in whatever form to be part of the pack- 
age. And I do so in part based on the recommendations the Com- 
mission received. We brought in the best tax experts in the coun- 
try, Republicans and Democrats, progressives and conservatives. 
Their recommendation to us was to go to a hybrid system — part in- 
come tax, part consumption tax — not layer one on top of the other 
in the sense of adding additional revenue as a result, but dis- 
placing part of the income tax system so that we could lower rates, 
especially corporate rates, to help America be more competitive. 
And we had the proposal from Mr. Graetz to adopt a hybrid system 
with part of it being consumption tax and to take 100 million 
Americans off of income tax rolls completely. A hundred million 
people no longer would have to file income tax returns at all, and 
you would achieve the same amount of revenue that is in the Com- 
mission plan, but you would do it with a hybrid system. 
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So, look, we understand the politics of it, but I did want to take 
this moment to explain the position that at least I took. 

Senator Portman. 

Senator Portman. Thank you, Mr. Chairman, and I want to 
thank both of you for your service on behalf of the people I rep- 
resent in Ohio and on behalf of our country. You know, most Com- 
mission reports end up collecting dust on a shelf somewhere, and 
there is an opportunity here for this to be a seminal report, to real- 
ly change the direction of our country. It depends on what Con- 
gress does. And you have given us the opportunity to make these 
necessary changes. 

To Alan Simpson, he mentioned that I worked for him at one 
point. He inspired me to take a shot at elected office, which means 
you are going to be blamed for even something additional now. 

Mr. Simpson. Both of you now. 

Senator Portman. That witness protection program will have to 
be even better. And, Erskine, thank you for your service. When you 
were Chief of Staff at the White House, we worked closely together. 
Ben Cardin and I did some work on increasing savings and helping 
in retirement, and I do not think it ever would have been enacted 
into law without your intervention. I recall that and your willing- 
ness to step out of the partisanship and into solutions. And that 
is what you have done in this report, so thank you. 

Because you always spent so much time on this, I have three 
quick questions for you, just to get your thinking on it. Two we 
have already discussed briefly — tax reform and Social Security — 
but just on tax reform quickly, do you think from all the testimony 
you heard that the proposals that you have will not just have the 
impact that CBO and the Joint Committee on Taxation would indi- 
cate from the scoring but also will make our economy competitive? 

Mr. Bowles. Yes, no question. 

Senator Portman. So that is an intangible that is really not rep- 
resented in the numbers that you are providing which can help to 
grow the economy and, therefore, to grow revenues. 

On Social Security, we will hear later today, I am sure, and we 
have heard all along that Social Security is not adding a dime to 
the deficit and it is in good financial condition. Do you agree with 
that? 

Mr. Bowles. Well, it is $45 billion cash negative today, and it 
is expected to stay cash negative for the foreseeable future. 

Senator Portman. That is based on the Congressional Budget 
Office report recently? 

Mr. Bowles. Yes, sir. What people sometimes forget is that when 
somebody my age goes to collect on their Social Security, I want 
money, cash. And I go to present that obligation to the Social Secu- 
rity Trust Fund, and it does not have cash. What it has is the Gov- 
ernment lOUs there, which are as good as gold. But the Govern- 
ment has to go out into the marketplace and borrow the money. 

Senator Portman. Borrow the money. 

Mr. Bowles. And so it increases the national debt. So, in es- 
sence, what we are doing, since half the money is borrowed from 
foreign countries, at least half the money I am getting is coming 
from some foreign country to pay my Social Security. 
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Senator Portman. That is a very good way to put it. I think that 
is the reality. I am glad you addressed the issue in the report and 
also talked about it today because it is adding to our debt. 

The final one is the toughest one of all, which is: What is the eco- 
nomic impact of all this? There are some folks out there, as you 
know, who study this who have said recently that if we reduce dis- 
cretionary spending it will result in job loss. It is called a Keynes- 
ian model where Government spending being reduced equals a cer- 
tain amount of less economic activity, therefore job losses. These 
are the same folks, you will recall, who looked at the stimulus 
package and said that roughly $800 billion — over $1 trillion when 
you add interest on the debt that had to be paid for because we 
had to borrow money for it. But those folks said that our unemploy- 
ment would be 8 percent last year and would be 7 percent this 
year. Now, that has not happened, but now they are saying that 
if we reduce spending by the 1.6 percent that you mentioned ear- 
lier, Erskine, there would be a great loss of jobs. 

You have looked at this carefully, and earlier you talked about 
the potential of financial crisis. You talked about small businesses 
being starved for capital if we do not do something. What do you 
think the economic impact would be of reducing spending along the 
lines that you have recommended? 

Mr. Bowles. I am not an economist and do not want to pretend 
that I am. What I am is a pretty decent business guy, and what 
I can tell you from a career as a business person and from heading 
the Small Business Administration, small businesses cannot grow 
and cannot create jobs without money. And if we do not tackle this 
fiscal mess that we have today, then small businesses will be 
crowded out of the marketplace, and there will be fewer jobs, not 
more jobs. 

If you are really concerned about jobs, then we have to tackle 
this fiscal problem at home. 

Mr. Simpson. And we did realize throughout the fragile nature 
of an emer^ng economy which seems to be happening, except, of 
course, the jobs do not meet the expectations. But people, I do not 
think, when you are all through with what we have done, will say 
that this was a failed Commission like all Commissions, because 
you. Senator Portman, were involved deeply with the Select Com- 
mission on Immigration and Refugee Policy, and we did two major 
pieces of legislation — legal immigration and illegal immigration — 
and with that bill brought 2.9 million people out of the dark to ob- 
tain legal status in America. 

I was on the Iraq Study Group. That was not a failure. This last 
administration did not accept maybe four or five but 50-some of 
those 79 recommendations have been adopted. These are not feck- 
less things. And this one ain’t going away. This is a stink bomb in 
the garden party. 

Senator Portman. Thanks for your good work. 

Chairman CoNRAD. Senator Merkley. 

Senator Merkley. Thank you very much, Mr. Chair, and thank 
you all for your work on the Commission. 

I wanted to ask some questions about an area I do not think any- 
one has touched on. If they have, I apologize. But addressing really 
the health care provisions and the steady elimination of the deduct- 
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ibility for businesses of the costs they spend on health care. I be- 
lieve the way you have laid it out is that the deductibility be lim- 
ited to the 75th percentile in 2014, stay steady for 4 years, and 
then be phased out over the following 20 years. 

The first concern I have is that I can imagine immediate re- 
sponse in which employers say. Well, we are going to reduce the 
size of our package down to the area that is tax deductible, and to 
do that we are going to have employees pick up a lot higher co- 
pays, a lot higher share of their insurance and so forth, which 
sounds an awful lot like an immediate, very regressive tax on 
working Americans. And so I just wondered if you all could touch 
on that for a moment. 

Mr. Bowles. I do not think that is the case. What I think you 
will see is, first of all, every business in the world, whether it is 
a small or large business, has raised the deductible, raised the co- 
pay, reduce the benefits in order to offset the increased costs. And 
that is a fact of life that we have all had to live with during the 
last — ^you know, at least as long as I have been in the business 
world. And I do not know any business that has wanted to do it 
but it has been forced to do it. So I think if we do nothing and we 
take the ostrich theory, then I think you will see that continue into 
the future. 

Health care is the biggest single problem that we face from a fis- 
cal viewpoint. If you just look at Medicare and Medicaid and the 
CHIP program, it is about 6 percent of GDP today, and it is going 
to go to 10 percent before you know it. And that does not even 
count the $276 billion it takes to do the doc fix or the $76 billion 
to fix the CLASS Act. 

We think we are going to have to stand up to that, and we have 
proposed some pretty aggressive proposals as it relates to Medi- 
care, Medicaid, to the tax deductibility, as you mentioned, that we 
felt were responsible in order to meet the fiscal challenges that the 
Nation faces. The problem is we have made promises we just can- 
not deliver on. 

Senator Merkley. Well, I am not sure you have really made me 
feel any better about this, because I think what I have described 
is kind of the reaction of a normal business. If you increase the cost 
of providing that particular benefit to their workers, they are likely 
to decrease it. And the way that they have done that is to increase 
the co-pays and the share that is being picked up by the employees. 

But the other reason I am very concerned about this is that, in 
the context of health care reform, there was a premise of compa- 
nies continuing to provide health care. And if indeed you set up a 
situation where employers say, hey, without the tax deductibility 
of these benefits, we are simply going to shut that down; we will 
provide benefits to our employees in other ways, that results in a 
huge cost shift from the private sector to the public sector, actually 
increasing the size of the deficit. 

So I am wondering if you have modeled this out into the future, 
because it sure looks like something that is going to increase public 
deficits and public debt into the future rather than reducing them. 

Mr. Simpson. Senator, let me wade in. This was a monster, and 
we could not even wrap our arms around it. That is where health 
care is. All you have to do is think of things in your own family 
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or in the family down the street where, in the last 10 years of life, 
there is air flight, there is hospice, and maybe in 2 weeks you can 
run up a bill for $400,000. That is just Cody, Wyoming. 

There is a way to do this. You cut providers and you reduce phy- 
sicians’ fees, you increase co-pays for patients, and you begin to af- 
fluence test those. And you get one set of books in a hospital in- 
stead of tow, and you do tort reform by the use of health courts. 
And we have recommended all those things. Now, is that tough. 
You will not want any of that. But let me tell you, leave it like it 
is and it will eat a hole through everything you love in the discre- 
tionary budget. 

Senator Merkley. My time is up, but I will just mention that 
there are a number of concepts, including the House-passed bill, to 
get rid of the exemption from antitrust that health care currently 
employs. There was a lot of discussion of a public option. A public 
option in Oregon in workers’ comp decreased the costs by half, and 
my colleague from Rhode Island said that when they adopted it in 
Rhode Island it had the same impact. The ability to negotiate the 
prices of drugs in Medicare on the same rhythm that we do in vet- 
erans would save $60 billion over 10 years. So there are many, 
many approaches other than a short-term transfer onto the work- 
ing Americans of health care costs. 

Thanks. 

Chairman CoNRAD. I thank the Senator. 

Senator Thune. 

Senator Thune. Thank you, Mr. Chairman, and I want to thank 
you, Mr. Bowles, and. Senator Simpson, welcome back. You did a 
terrific service with your work, and although I did not agree with 
every piece of it, the body of work I think was exceptional, and I 
think you gave us, if we want to follow it, at least a pathway to 
start to get this fiscal situation under control. And because you 
were attacked by both the right and the left, I assume you were 
trying to find the spot right there in the middle that might be able 
to attract a level of support that would be necessary to actually 
enact something around here. 

I do want to ask a couple of questions — and I think it has been 
talked about a little bit already, but maybe get you to elaborate a 
little bit on it. If we were to adopt — the President’s budget this 
year did not address what many of us thought it should have, and 
that is, some of these issues of entitlement reform. If we were to 
adopt the President’s budget, how does that address the long-term 
structural issues and problems that you have identified in your 
work and seem to be — some of the recommendations that were in- 
cluded in your work seem to be absent from the President’s pro- 
posals? 

Mr. Bowles. I can answer that pretty straightforwardly. First of 
all, I do not think anybody on our Commission agreed with every 
part of the Commission report. I sure did not; A1 did not. I know 
that the Chairman did not. So we all kind of held our nose and 
swallowed some of the things that are in the Commission report for 
the good of the country. 

The President’s budget, again, as I said earlier, I think does a 
relatively good job of dealing with the domestic discretionary 
spending cuts, but it does not step up to, nearly to the extent I be- 
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lieve it should, the defense cuts that are necessary or the cuts that 
are needed in health care or reforming Social Security so it is sol- 
vent for the next 75 years. 

Mr. Simpson. I think, Senator Thune, it is much like the Repub- 
lican response, which both of them are just light budget efforts. 

Senator Thune. I do not know if this has been mentioned, but 
former Fed Reserve Chairman Greenspan recently said the U.S. 
could face a bond market crisis if politicians do not act soon to start 
cutting the Nation’s debt. And he remarked that the probability of 
that happening in the U.S. in the next 2 to 3 years is 50 percent. 
Do you agree with that assessment? 

Mr. Bowles. I do not know what the percent is, but let me just 
tell you how crazy our situation is today. We have this treaty 
where we are supposed to — if China were to attack Taiwan, we are 
supposed to support Taiwan. The only problem is we would have 
to borrow the money from China in order to do it. 

You know, this is a real mess we are in today, and we can either 
take the ostrich theory and put our heads in the sand, or we can 
decide we are going to step up and do something about. But I can 
tell you, bankers are not going to continue to finance something 
that they are not sure they are going to get paid back. And the less 
sure they are, the more they are going to charge you at first, and 
then they are going to cut you off. And we are borrowing half of 
our money from foreign countries. 

Senator Thune. How do we translate that — and a lot of times 
when we talk about these things here, we talk about it sort of in 
the abstract. How do we translate that, the American people per- 
sonalize it so that they in their personal lives or family lives under- 
stand what the implications and impacts of our not acting are? Be- 
cause I think in many cases they respond to the attacks that are 
made that this program is going to be cut or this program is going 
to be cut, and it is hard, once you focus on the specifics, to get the 
kind of support that you might get when you are talking in the 
general term about the need to reduce spending and debt. 

How do we translate this into terms? What does this mean to the 
average American family if we do not take steps to fix this mess? 

Mr. Simpson. Senator Thune, they have already got it, because 
here on this level we or you or I used to talk and say. How are 
the people handling this at the kitchen table. Well, I will tell you 
how they are handling it. They do not need any charts, nothing. 
They just say if you spend more than you earn, you lose your butt; 
and if you spend a buck and borrow 40 cents of it, you must be stu- 
pid. And that is what they know, and that is why they are with 
us. 

When we travel this country, they understand this because that 
is all you have to say. You are borrowing 40 cents for every buck 
you spend. And they know that if they did that in their own home, 
they are out, you know, in the bow wows. It is over. I do not know. 
They get it. 

Senator Thune. All right. My time has expired, Mr. Chairman. 
Thank you. 

Chairman CoNRAD. Thank you. Senator Thune, and thanks for 
respecting the time. 

Senator Whitehouse. 
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Senator Whitehouse. Thank you, Chairman. Thank you, gentle- 
men. 

Back to health care for a minute, health care consumes about 18 
percent of America’s GDP right now, and the closest country is at 
about 12 percent, the worst. So we are half again as bad as the 
worst country in terms of the efficiency with which we deliver 
health care. We do not get better outcomes for it. The rate of in- 
crease is — it is not just going up. The rate is accelerating. So it 
strikes me that we have a real problem on our hands in health 
care, and it is not just an entitlement problem. It is a health care 
system problem, because the cost increases in our health care sys- 
tem are clobbering the private sector just as strenuously as they 
are clobbering the public programs. 

And so I do not think we can entirely fix the health care system 
just by trying to cut benefits in the health care programs that Gov- 
ernment supports. There is an underlying cost problem in our 
health care system that I think has a lot to do with our sort of 
Rube Goldberg design of the health care system, although it is 
worse because Rube Goldberg’s was kind of accidental. In this Rube 
Goldberg diagram, every party has a motive. 

So I think there is a lot of work being done to try to correct and 
reform the system as it goes. The areas that are obvious are the 
quality improvement movement that is out there. We spend $2.5 
billion a year treating what should be completely avoidable hos- 
pital-acquired infections. You could zero that out if you could get 
rid of those. If we could figure out which prevention methods actu- 
ally save money, we could invest in those and that would save costs 
overall. A really robust information technology platform can make 
a huge difference and, frankly, generate new private industries. We 
can start paying doctors better for results instead of just for amass- 
ing as many procedures as possible. And the overhead can be driv- 
en down a lot. There is a great deal of overhead that goes into the 
totally unproductive warfare between insurers and doctors over 
getting paid. They now have armies of consultants and staffers who 
fight with each other over getting paid. That is all on the health 
care system, and it does not provide a nickel’s worth of health care 
value. 

You stack all of those up, there is quite a lot going on. And there 
are some very big outfits that are pursuing this stuff and have a 
lot of confidence in it — Kaiser, Geisinger, Intermountain, 
Gundersen Lutheran, Mayo — and they are seeing real cost reduc- 
tions, and they are seeing real quality improvements. 

If you look at the President’s Council on Economic Advisers re- 
port, they have calculated that the savings available from this is 
about $700 billion a year. New England Health Care Institute puts 
it at $850 billion a year. Secretary O’Neill, working with the Lewin 
Group, has calculated it at $1 trillion a year. Do we know the exact 
number? But it looks like it is a really, really big number. 

So if you agree with that, I would urge you, as you are discussing 
this issue, to really focus on this question of delivery system reform 
and the win-win that is possible from improved care, improved effi- 
ciency, and improved experience of care, all lowering costs. It has 
one big flaw, and that is that CBO and 0MB cannot predict it be- 
cause it is a process of learning and experimentation, as Dr. 
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Gawande has said. We know there is good stuff to he done out 
there. We can have confidence in our ability to get there, but we 
cannot predict the dollars. 

So when you get down to a budget discussion, my fear is that 
this incredibly significant opportunity gets shoved off the table be- 
cause nobody says, ah, I can put this dollar figure at it, and you 
all in generating your reports need to be able to put a dollar figure 
on it. 

So I guess my appeal is do not give up on that just because it 
is not cost-able. It is probably the biggest and the best thing that 
we can do for our worst and most severe long-term budget problem, 
which is the health care piece of the system. And, unfortunately, 
I do not see as much as I would like to about that in your report. 
Even if you put it in as a footnote saying, look, we cannot measure 
this, we understand why we cannot measure this, but it has a huge 
potential, and we should focus on that potential, because it worries 
me we are not getting that. 

Probably one of the best people in the world on this is act Don 
Berwick, and yet he is under constant attack right now because he 
did not come here and get confirmed properly. Well, fine, but we 
have a national emergency in this area. We have the chance for a 
huge win-win by reducing the costs in these big numbers. Let us 
not throw that baby out with the bath water just because we do 
not have a number. And the more you ignore it, the more things 
like attacking Don Berwick begin to seem like an OK idea instead 
of a really suicidal step. So I urge you to consider that as you go 
forward. 

I am sorry to speechify during the question time, but I just think 
it is so important and so frequently overlooked, and it is a constant 
frustration, and I hope, if you agree, you will give it a little bit 
more air time. 

Mr. Bowles. I actually do agree, and I have actually done it. 

Mr. Simpson. I do, too. 

Mr. Bowles. I was vice chairman of Carolinas Medical Center, 
the seventh largest publicly held hospital company in the country. 
After that, I headed the University of North Carolina’s public 
health care system, the largest provider. What you are saying is ex- 
actly right. It is not, unfortunately, scorable, and that is why it is 
not in our report. 

Senator Whitehouse. Thank you. 

Mr. Simpson. And when I was here. Senator, we had a bipartisan 
group of John Chafee and John Breaux and Nancy Kassebaum and 
Dave Pryor, and we worked for months, and the problem was — and 
it is a terrible thing to say, but nobody ever understood it. And that 
is why it is like this. You go to the floor, and you do an amend- 
ment, and it is something good. Somebody sticks it on and nobody 
understands the impact. But I agree with what you are saying. You 
have gone to the core of it. I think those figures are correct, 4800 
billion. But, wow, we — there are people who use terms hoping that 
you will feel inferior enough not to ask any questions. 

Chairman CoNRAD. Senator Johnson. 

Senator Johnson. Thank you, Mr. Chairman, and I would like 
to thank both of you for putting forward a serious proposal. I think 
it is absolutely essential that we mobilize the American public so 
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they understand how urgent the problem is. And I think one of the 
ways we do that is — and we hear this term “debt crisis” all the 
time. Can you describe in layman’s terms what a debt crisis is 
going to feel like? How is it going to affect a family, an individual? 
Not just in theory but in layman’s terms, what is that going to do 
to a family? 

Mr. Bowles. Their interest costs in every single thing they have 
are going to rise and rise relatively rapidly. The quality of edu- 
cation that they can provide their schools is going to erode. Their 
university systems are going to — the research they do is going to 
evaporate, and, therefore, the likelihood of that creativity creating 
the next new thing here rather than somewhere overseas is less, 
so, therefore, less likelihood that there will be a new job, even if 
you are trained for that new job down the road, less likelihood that 
the training funds will be there to train them. Their roads, their 
bridges, their highways will be less. There will be fewer cops on the 
street. It will affect them in every way possible. 

Senator Johnson. It is not going to be pretty. 

Mr. Simpson. And, excuse me. Senator, the guy who gets hurt 
the worst will be the little guy that everybody always talks about. 
That is who is going to get hammered when that happens. 

Senator Johnson. I do not think we can make that point loudly 
enough. 

You touched on one question I wanted to ask in terms of how do 
we redeem these Social Security bonds. I mean, we talk about the 
system is solvent to 2037, but that is by redeeming these bonds. 
In your fix, did you fix that on a cash-flow basis? Or how is the 
$2.5 trillion that we are either going to have to tax the American 
people again for or borrow from China, how is that accounted for? 

Mr. Bowles. We did a couple of things. On the revenue side, we 
raised the minimum payment that somebody would be taxed upon. 
Today it is capped at $106,800. Naturally it will grow to $168,000 
by 2020. We took it to $190,000 by 2020. So you would pay that 
tax on the differential, on $22,000. And we reduced the rate of 
growth in benefits being paid to people at the higher levels because 
we changed what is called the BIN rate, and we changed the eligi- 
bility age, and we also changed the rate of inflation to what is 
called chained CPI, which is a slightly lower rate of inflation than 
the regular CPI. 

Senator Johnson. So, again, you did account for the fact that 
$2.5 trillion needs to be raised in some way, shape, or form, and 
you have accounted for that dollar amount? 

Mr. Bowles. Yes. It has to be. 

Senator Johnson. OK. You know, you are projecting or you are 
proposing that we increase revenue to 21 percent of GDP. In the 
President’s 2012 budget, we have only — we have never hit 21 per- 
cent of GDP in terms of revenue. We have hit it close three times: 
in 1944, in 1945, and I think the year 2000. I kind of subscribe to 
Hauser’s Law that says no matter what the tax rates are, we are 
going to get about 18.8 percent of GDP in terms of revenue. How 
do you overcome that? Again, I am kind of a reality-based guy. You 
know, I am one who looks at real factors and figure. 

Mr. Bowles. Me, too. I looked at the forecast. I saw that revenue 
was forecast in 2020, I think, to be approximately 19 percent of 
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GDP. Spending was about 25 percent of GDP. That was 6-percent 
gap. I have had to figure out how in the world are we going to close 
this gap. I wanted to close the vast majority of it on the spending 
side, so we took somewhere between two-thirds and three quarters 
out of spending. Therefore, we had to — I wanted to get to a bal- 
anced budget. I had to do some on the revenue side. Historically, 
we have balanced the budget always, you know, as you said, at a 
level below 21 percent of GDP. And so I thought that was the max- 
imum level we could get to, and I also thought it was probably one 
of the lowest levels we could get spending down to. 

Senator Johnson. But no matter what the rates we have taxed 
people at, we have never raised on average more than about — well, 
never raised 21 percent. 

Mr. Bowles. Right. That is why we said that ought to be the 
maximum level, I think is what our report says. 

Senator Johnson. OK. I guess one final question. I do not sub- 
scribe to the theory that it has to be comprehensive reform. I mean, 
I think the American people want single-issue bills. They want to 
be able to understand what we are trying to do here. So with that 
in mind, did you make any attempt to prioritize the components of 
this in terms — you know, obviously Social Security is No. 1, I think, 
in your book. But did you prioritize the other recommendations if 
we did this in a piecemeal fashion? 

Mr. Bowles. We did Social Security separately because we 
thought we were doing that not for deficit reduction but for 75-year 
solvency to save Social Security. We did not prioritize the others. 
We looked at it in a comprehensive basis, because I believe you 
have to do all of it, you know, not just one little bit of it, if, in fact, 
you are going to deal with this $1.6 trillion deficit in a fiscally re- 
sponsible manner. 

Senator Johnson. Thank you. 

Chairman CoNRAD. Thank you. Senator Coons. 

Senator Coons. Thank you, Mr. Chairman, and I just want to 
start, as has every other member of this panel, by thanking you for 
your service to the country in previous administrations and in the 
Senate and for your willingness to take on this thankless task, but 
one that, as you said at the outset, you took on for your grand- 
children, for your communities, for our country. I think all of us 
agree that we are in a debt and deficit crisis and one that I would 
welcome your elucidating a little bit further just what the con- 
sequences would be for, as you put it. Senator, the little guy, be- 
cause I am convinced that if we do not tackle this in the next 2 
years, the consequences for the American economy, for our competi- 
tiveness, and for our long-term future are drastic. 

I want to commend you for tackling six different significant areas 
and for your core principles, with which I agree. And Tax Code re- 
form is the piece that I am going to focus on and that I am inter- 
ested in. It is my hope that part of your assumption is that if we 
made this significant changes, the zero-based budgeting approach 
to sort of scraping clean all the tax expenditures, lower the rates, 
that there would be greater growth and some possibility of higher 
receipts than the 18.8 percent referenced by Senator Johnson. 

Please tell me, if you would, three things. First, give us a picture 
in a little more detail about how it might unfold if we fail to take 
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these steps. How would it unwind that rates would go through the 
roof and the consequences for the average folks of America would 
be felt? And how do we stay on top of a sense of when that is going 
to happen? Because my sense is it may happen very suddenly and 
without a great deal of warning. First. 

Second, we talked earlier about the need for a long-term mecha- 
nism to restrict not just growth in spending but to also prevent the 
re-emergence of a lot of tax expenditures, doing all the hard work 
of fixing the Tax Code, some mechanism that would prevent it from 
then being undone. Any suggestions in that field would be wel- 
come. 

And then if we have a minute or two left, something about the 
health reform ideas. You have a significant amount of cuts here, 
more than $430 billion, that have not been touched on in the two 
previous senators who have asked specifically about the health por- 
tion of it, if you would. 

Mr. Simpson. Well, Senator, let me just address the tipping 
point, because your colleague, our colleague — I think it was a col- 
league, he was of ours — in the Commission, Senator Durbin — kept 
asking. Where is the tipping point? And we kept saying. We do not 
know. But some say 2 years, some say three. 

I happen to say it all depends on how far the Congress goes in 
getting to the meat of reducing a $14 trillion, which will be $300 
billion, $14 trillion $300 billion debt, and the deficit of $1.6 trillion 
or $1.7 trillion. It depends on that, because the people who hold our 
paper are not going to be patient and they are going to say. You 
did not have the guts to do anything, you romanced the stone 
again, you did not do what you are supposed to do, and we want 
some money for our paper. 

It is my experience that big guys take care of themselves and 
they will take care of themselves. That is how we got in this huge 
slosh of a recession. The fat cats took care of themselves, and the 
little guy will get stung. That is all I know and that is what I keep 
talking about. It does not make any sense to anybody when you 
talk about getting the paper for the money, but that is what it is, 
and the bondholders are not just gentle people. 

Senator Coons. And what kind 

Mr. Simpson. And he can handle the tough question. 

Senator Coons. What kind of mechanism might we put in place 
to keep tax expenditures from ballooning once again? 

Mr. Bowles. We did a couple things. We put a fail-safe in there 
on the tax side that said if Congress does not act by 2012, then you 
have an automatic, across-the-board reduction in tax expenditures. 
I think that would get you to move. 

We also had another fail-safe in there that if the deficit to GDP 
was greater than what is called primary balance, which is 3 per- 
cent, that the President had to submit a proposal to get it to 3 per- 
cent. This was by 2015. That was his date he picked, so that is why 
we went with that. Or if the debt became unstabilized, after that 
it began to grow again, then the President would have to act. 

On health care cuts, we have, in our plan — we did not just willy 
nilly say that there ought to be cuts in health care. We have every 
single cut absolutely spelled out for and paid for. Again, I had to 
gore my own opportunities to do this. I did cut the funds that go 
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to hospital for medical education, but again, I thought it was one 
of the areas we could. 

We took away some of the trickery and gaming that goes on in 
Medicaid. One of the things you can see that some of the states do 
is they will raise the cost of a tax that they have on providers, and 
then the providers will then be allowed by the state to raise their 
fees. 

So it is kind of a wash for the provider. But, oh, by the way, 
when the providers can raise their fees, then the feds have to 
match it, the taxpayers, two to one. It ends up costing us, over that 
same time period, about $44 billion. We cut out that kind of gam- 
ing. 

Senator Coons. I see I am over my time. I just want to close by 
thanking you again for your very hard work, and I am hopeful, 
with the leadership of the Chairman and Ranking Minority Mem- 
ber, that this Committee will step up to the task. Thank you. 

Chairman CoNRAD. Senator Sanders. 

Senator Sanders. Thank you very much, Mr. Chairman, and 
thank you. Senator Simpson and Mr. Bowles for being with us. 
Five minutes is not a whole lot of time, so I just want to make a 
few points and then maybe ask a few questions. 

I think one of the problems that we have when we just focus on 
deficit reduction, as significant an issue as it is, we lose the broad 
context of what is happening in this country, which is not just def- 
icit reduction. The other reality that is happening in this country 
is that for many years the middle class has been collapsing. Pov- 
erty has been increasing. 

We now have, by far, the most unequal distribution of wealth 
and income of any major country. So while the middle class shrinks 
and poverty increases, the wealthiest people for many years have 
become much wealthier. So that you now have a situation, if you 
can believe it, where the top 400 families in America own more 
wealth than half of the families in America. Where you have the 
top 1 percent earning more income than the bottom 50 percent. 

So when you talk about moving toward deficit reduction, which 
we all appreciate is an important issue, the question is, well, on 
whom should that burden fall? Should we really, as our Republican 
friends have recently suggested, throw 200,000 children off of 
Headstart? Should we cut back on the Social Security Administra- 
tion? Should we cut back on Pell grants with middle class families 
finding it harder and harder to be able to afford college? How do 
you deal with that? 

So to my mind, the first question that I would ask, and I am 
going to have to request very brief answers because I want to get 
to Social Security, I want to get to health care as well. At a time 
when we have such a grotesquely unequal distribution of income 
and wealth, where over a recent 25-year period, 80 percent of all 
income in this country went to the top 1 percent, why, in your pro- 
posal, did you suggest that three-quarters of the movement toward 
deficit reduction come from spending cuts, only 25 percent from 
revenue? 

Why didn’t you ask the wealthiest people in this country to start 
paying — I know you did some of it — but in a much more significant 
way their fair share of taxes? 
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Mr. Bowles. First of all, I think we have a significant spending 
problem in this country. Second, I think we did exactly what you 
said. In every single case, we tried to protect the truly disadvan- 
taged. If you look at all of our cuts in the other mandatory cat- 
egory, which is about 20 percent of the other mandatory category, 
we did not touch a single one of those. 

Senator Sanders. I would respectfully disagree with that. 

Mr. Bowles. It is a fact we did not touch food stamps, we did 
not touch unemployment, we did not touch SSI. We left them all 
alone. If you look at 

Senator Sanders. But answer my question. Answer my question. 
If you are earning 

Mr. Bowles. I am answering your question and I will continue 
to. 

Senator Sanders. We do not have a lot of time. 

Mr. Bowles. Well 

Senator Sanders. How 400 people in this 

Mr. Simpson. We will take some more time. 

Mr. Bowles. That is because the tax expenditures actually go to 
those people. Those are the people who benefit from this. The top 
400 people pay an average tax of about 16 percent. 

Senator Sanders. That is correct. 

Mr. Bowles. Why do they do that? Because they have all these 
tax expenditures. We got rid of tax expenditures. That is why of 
a rate of increase the taxes of the top 1 percent or the top 1/lOth 
of 1 percent is about 155 times what it is for somebody at the bot- 
tom. That is the right thing to do. 

Senator Sanders. But Mr. Chairman, at the end of the day, in 
your movement toward deficit reduction, three- quarters of your 
plan talks about cutting spending. And I ticked off, how do you feel 
about throwing 200,000 kids off of Headstart? That is a cut in 
spending. Good idea? 

Mr. Bowles. I do not think we recommended that, sir, so I do 
not believe 

Senator Sanders. I know, but this is the result. When you talk 
about cuts in spending. Pell grants and so on — all right. Let me go 
on. We do not have a whole lot of time and I apologize. 

Mr. Simpson. What about your President offering to cover 
LIHEAP at 50 percent? 

Senator Sanders. Terrible idea. 

Mr. Simpson. I did not do that. 

Senator Sanders. And it was a terrible idea, no question about 
it. But let me go to Social Security. Social Security, to my mind, 
has been an enormously successful program for the past 75 years, 
taken a whole lot of elderly people out of poverty, people with dis- 
abilities, widows and orphans, paid out every nickle owed to every 
eligible American. 

Now, I found it interesting. You just made a point, which I think 
is right, Mr. Bowles. You said. When we dealt with Social Security, 
we did not do it from a deficit reduction perspective. We did it to 
try to strengthen Social Security. 

President Obama, during his campaign, also had an idea. His 
idea was to raise the taxable income level at $250,000. Remember 
that? People earning more than $250,000, that cap would be re- 
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moved. I thought that was a pretty sensible idea. What do you 
think about it? 

Mr. Bowles. I am on the record. I have said many, many times 
that I did not think that people in my income bracket needed a tax 
cut. 

Mr. Simpson. I was part of a group of Dave Pryor and Jack Dan- 
forth that met years ago with Paul Simon and agreed to take that 
lid completely off. That is me — 

Senator Sanders. Is that your view today? 

Mr. Simpson. You can do anything you want. I am not 

Senator Sanders. No, not what I could do, but do your rec- 
ommend to the Congress that we 

Mr. Simpson. I do not know. You are the guy 

Senator Sanders. Well, I agree with President Obama, that at 
$250,000 or more that cap be removed. Do you agree with that pro- 
posal from the President? Any comments? You guys just did a long 
report. 

Mr. Bowles. I have already said, you know, I did not believe 
that the top 2 percent of taxpayers need a tax cut. 

Senator Sanders. I asked a fairly simple question. Do you agree 
with President Obama, that above $250,000 we should remove the 
cap? Yes or no? 

Mr. Bowles. Should remove what cap? 

Senator Sanders. The cap on taxable income for Social Security. 

Mr. Bowles. Well, actually 

Senator Sanders. Right now it is at $106,000. 

Mr. Bowles. $106,800. We actually did raise that. 

Senator Sanders. I know you did, I know you did. But the Presi- 
dent went a lot further than you did. 

Mr. Bowles. No. I believe what we recommended, we took it to 
90 percent, which was what it originally was. 

Senator Sanders. But you are not 

Mr. Bowles. Which means when, in 2020, instead of going to 
$168,000, it goes to $190,000. 

Senator Sanders. The President said 

Mr. Bowles. Or you will pay taxes on an additional 22 percent. 

Senator Sanders. But the President said we should start very 
shortly by removing the cap for people over $250,000. I am not 
hearing your opinion on that. 

Mr. Bowles. No, no, I am happy to give you my opinion. My 
opinion is what we would recommend. 

Senator Sanders. So you do not agree with the President? 

Mr. Bowles. I do not. 

Senator Sanders. OK, that is fine, that is fine. In terms of 
health care 

Mr. Simpson. I do not think you would ever agree with us either, 
so it does not make much difference. 

Senator Sanders. In terms of health care, at the end of the day, 
the United States spends almost twice as much per capita on 
health care as any other nation. We are the only nation in the in- 
dustrialized world that allows private insurance companies to play 
a significant role in health care. Other countries have national 
health care programs without private insurance companies. Would 
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you suggest that one way to get below the cost of health care is 
to 

Chairman CoNRAD. Senator, Senator, in fairness to colleagues, 
you have now gone over 

Senator Sanders. You are right. 

Chairman CONRAD [continuing]. Well over, so I think we have to 
end it there, in fairness to colleagues. 

Senator Sanders. All right. 

Chairman CoNRAD. When there is a flow of a conversation, I 
have permitted both sides to go up to a minute over, but now we 
are at 2 minutes. So honestly, I do not think it is fair. 

Let me go to a point that Senator Johnson raised, because I 
think it is a critically important point and we discussed this in the 
Commission. If we just use the historical average for revenues, at 
no time in the last 40 years would we have balanced the budget, 
not one time. 

So I do not think that is going to work. If we look at the five 
times the budget has been in surplus, what has been the revenue? 
And there you can see, every time we have actually balanced the 
budget, revenue has been nearly 20 percent of GDP. In 1969, 19.7. 
1998, 19.9. 1999, 19.8. 2000, 20.6. 2001, 19.5. 

And we have a different circumstance we are dealing with and 
the different circumstance we are dealing with is the baby boom 
generation, which is going to double the number of people that are 
eligible for these programs. 

So when we looked at that, and we are at 25 percent of GDP on 
spending now, we decided, and I wish Senator Sanders was still 
here, that we had to do more on the spending cuts side of the ledg- 
er, substantially more, but that we also had to do something on the 
revenue side if we are going to bell this cat in some kind of fair 
way, because we are borrowing 40 cents of every dollar we spend. 

If we did that all on the spending side, we would have to cut 
every single thing. The Federal Government spends 40 percent 
across the board. Social Security, 40 percent. Medicare, 40 percent. 
Defense, 40 percent. I do not think that is reasonable. There has 
to be some revenue in this equation. 

Now, some will say. Well, revenue is going to return to the norm. 
Right now revenue is about 15 percent of GDP, the lowest it has 
been in 60 years. In fact, very close to being the lowest it has been 
in 80 years. Now, as the economy recovers, we will get back to close 
to the average, because we know that in economics, there is a re- 
turn to the mean. We see it in the markets all the time, a return 
to the mean. 

We can expect that here, too. But the reality is, a return to the 
mean is not going to balance this budget. It is not going to balance 
this budget. And so, we concluded we have to have some revenue, 
although much more of it has to be done on the spending side of 
the equation. 

I want to just end my questioning without a question, to again 
say thank you. I know that, Alan, you could have been out there 
with Ann in Wyoming, and for those that do not know, Alan mar- 
ried up. His wife is spectacular. Of course, she is tough on him, too. 
She does not cut him a wide swath. You took on a tough assign- 
ment and we appreciate it. 
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Erskine, I will tell you, there are very few people I have more 
confidence in to deal with something like this than I have con- 
fidence in you. And, boy, you proved it in spades, the two of you 
working together on this Commission, because I think the result — 
look, there are all kinds of things in here I dislike intensely. If I 
were going to do this, I would do this very differently. 

Dick Durbin called me the night before the vote. He said, Kent, 
what are you going to do? I said, I am voting yes. He said. Well, 
why? I said. The only thing worse than being for this is being 
against it, because the country is in deep, deep trouble. I do not 
know what could be more clear. This thing is headed for the cliff. 

And we say. Well, we do not know when we are going to hit the 
cliff. That is true. There is not a single person that can honestly 
tell you they know with certainty when we are going to hit the cliff. 
The one thing we know for sure is we are hurdling toward it. That 
is one thing we know with certainty. 

So I would say to colleagues, please, whatever your ideology, 
whatever your philosophy — I will tell you, I put mine on the back 
burner because I deeply believe we have to do something like this, 
and the only plan out there I see that has bipartisan support is 
this one, as much as I dislike it, and I do dislike it. I would do this 
very differently. 

But hey, what matters to the country is getting a result, because 
failure is not an option. Senator Sessions. 

Senator Sessions. Thank you. We appreciate your work and we 
will continue to pursue bringing this Government to fiscal sanity. 
I have no doubt that we need to start cutting this year. I do not 
think $61 billion out of $3.7 billion is going to put us in an eco- 
nomic slowdown. I know politically the Administration is opposing 
any of those kind of cuts, but I think that they can be done and 
can be done wisely and will add up to over $800 billion if we were 
to execute it. 

So I am saying, let’s get busy now. And I do not shut the door 
on entitlement reform because obviously they are unsustainable. 
There are on an actuarially unsound basis and when you have 
that, you have just got to face up to it. It goes without saying, I 
think the world financial markets and our own economy would re- 
spond if we put ourselves on a sound course rather than an un- 
sound course. 

You have given us good suggestions. Many of them, I think, are 
within the realm of achievability and let’s see if we can’t make 
some progress, Mr. Chairman. I look forward to working with you 
and thank you for your leadership. 

Chairman CONRAD. Thank you. I thank all of the colleagues who 
participated here today, and special thanks to the witnesses. 
Thanks for your contribution. You have done something very im- 
portant. I hope the country is paying close attention. I especially 
hope my colleagues are. 

Mr. Simpson. Mr. Chairman, let me just say thank you for your 
consistency. You came here when I was here, you stuck right with 
your guns on the budget all the way. I thank Mike Enzi and Sen- 
ator Sessions, and if we can just remember one thing, one thing. 
We are Americans first, not Republicans or Democrats, and if we 
cannot get out of that rut, we will never get out of the rut. 
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Chairman CONRAD. Amen. Thank you both. 

[Whereupon, the committee was adjourned at 12:20 p.m.] 
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Questions for the Record 
from Senator Wyden 
for Chairmen Bowles and Simpson 

Report of the National Commission on Fiscal Responsibility and Reform 
March 7,2011 
Senate Budget Committee 


Question #1 : 


In the last year, Secretary Gates has made some progress in eliminating unwanted or inefficient 
weapons systems, and eliminating some redundancies. But most folks acknow'ledge that far 
more needs to be done. 

Military spending accounts for a larger percentage of the budget than all discretionary spending 
combined. It is nearly impossible to meaningfully reduce the deficit without reforming military 
spending. 

In your recommendations, you suggest reducing persoruiel deployed at overseas bases in Europe, 
replacing servicemembers performing clearly commercial jobs with much cheaper civilians, as 
well as other initiatives to find staffing efficiencies. However, you do not directly advocate for a 
reduction in military end strength. 

Question #1 : 

• The Bipartisan Policy Center recently issued a report that called for reducing active-duty 
end strength by 275,000. Do you think a reduction of that size is appropriate? 

Oue.stion #2 : 


Do you think that by increasing the end strength of the National Guard, which has much 
lower lifetime costs, we could further reduce active-duty end strength? 
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Questions for the Record 
from Senator Wyden 
for Chairmen Bowles and Simpson 

Report of the National Commission on Fiscal Responsibility and Reform 
March 7, 2011 
Senate Budget Committee 


Question #1 : 


In the last year, Secretary Gates has made some progress in eliminating unwanted or inefficient 
weapons systems, and eliminating some redundancies. But most folks acknowledge that far 
more needs to be done. 

Military spending accounts for a larger percentage of the budget than all discretionary spending 
combined. It is nearly impossible to meaningfully reduce the deficit without reforming military 
spending. 

In your recommendations, you suggest reducing persotmel deployed at overseas bases in Europe, 
replacing servicemembers performing clearly commercial jobs with much cheaper civilians, as 
well as other initiatives to find staffing efficiencies. However, you do not directly advocate for a 
reduction in military end strength. 

Question #1 : 

• The Bipanisan Policy Center recently issued a report that called for reducing active-duty 
end strength by 275,000. Do you think a reduction of that size is appropriate? 

Question #2 : 


Do you think that by increasing the end strength of the National Guard, which has much 
lower lifetime costs, we could further reduce active-duty end strength? 
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Responses to Questions Submitted For The Reeord By Senator Ron Wyden 
Erskine Bowles and Alan Simpson 


Question 1 The Bipartisan Poliey Center reeently issued a report that ealled for redueing 
active duty end strength by 275,000. Do you think a reduction of that size is appropriate? 

Answer; We strongly agree that military spending reforms must be part of a serious deficit 
reduction effort. One of the Commission's guiding principles is that everything must be on the 
table. The ability of the United States to keep our country secure over time depends on restoring 
fiscal restraint today, and that restraint must apply to defense spending along withal other parts 
of the budget. As the Chairman of the .loint Chiefs of Staff, Admiral Mike Mullen, has noted, the 
most significant threat to our national security is our debt. 

The final report of the Commission stated that, “In order to achieve real spending discipline, 
Congress and the President must be willing to cut excess spending wherever they find it.” In 
order to enforce that principle, the Commission recommended discretionary spending limits with 
firewalls between security and non-security spending in 2015 and required equal percentage 
reductions in each category. 

The Commission did not make specific recommendations about how to achieve the reduetions in 
discretionary spending necessary to comply w'ith those caps, because those decisions will be 
made by Congress and the President in the annual appropriations process. Setting strict limits on 
how much can be appropriated, how'ever, will force policymakers to review all government 
programs and activities and make tough decisions to set priorities. 

Neither of us, nor the Commission as a whole, had the expertise necessary to make 
recommendations about our nation’s defense strategy, nor did we believe it would have been 
appropriate for us to do so. Therefore w'e did not make recommendations regarding force 
structure or our overall military posture as the Domenici-Rivlin report issued by the Biparti.san 
Policy Center did. Decisions about our defense strategy and the appropriate force structure 
should he made by Congress and the President based on recommendations from military 
commanders. How'ever, the decisions about our defense strategy and the missions we give to our 
military must be made with recognition that wc have limited resources and must set priorities. 

We believe that America cannot afford to be the world’s policeman. We must evaluate our 
military commitments and missions to focus on those that are vital to our national security and 
keeping our nation strong and secure. A reduction in active duty end strength may very well be 
the result of such an evaluation, but we are not in a position to say what the appropriate reduction 
would be. 
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Question; Do you think that by increasing the end strength of the National Guard, which has 
much lower lifetime costs, we could tiirther reduce active-duty end strength. 

Answer: As we said in response to the previous question, we do not have the expertise to make 
recommendations about the best structure for our military forces and did not attempt to do so in 
the report. However, the Commission did find that the defense entitlements such as lifetime 
health and pension costs associated with active duty personnel after they retire are one of the 
fastest growing parts of the defense budget and are placing increasing pressure on the defense 
budget. Therefore we believe that a greater emphasis on the National Guai'd, which does not 
involve the same degree of long term financial obligation as active duty personnel, could be an 
important part of meeting our military needs in a more cost effective manner, along w'ith reforms 
of defense entitlements. 
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Robert Grecnstein’s Answers to Senator Begich’s questions for the record: 


1) I believe three metrics are particularly useful; economic efficiency, equity, and deficit reduction. 
As the Congress turns to tax reform in the context of long-term deficit reduction, tax 
expenditures that are “upside down” stand out as an area in need of reform. 

These tax expenditures are designed to promote activities that provide benefits not just to the 
specific taxpayer but to communities and society generally. For example, incentives for 
retirement savings, if successful, boost national savings and help fund productive investment. 

The value of many of these tax expenditures, which tend to come in the form of deductions or 
exclusions from taxable income, is tied to a taxpayer’s marginal rate. This means that high 
income households receive a larger tax incentive or subsidy, even they often would have taken 
the desired action (e.g., putting aside some income for retirement) with or without the tax 
incentive and are likely to be people on whom the incentive has only a small effect. 

Consider how the tax code affects two differently-situated households with respect to their 
decisions to purchase a new home. An affluent investment banker who lives in a large house, 
has a SI million mortgage, and pays S40,000 in mortgage interest each year will receive a housing 
subsidy of SI 4,000 annually. In other words, the banker pays 65 cents of evety dollar of 
mortgage interest, with taxpayers, in effect, picking up the remaining 35 cents. A typical middle 
class family, by contrast — say a welder or a nurse making $60,000 a year — might pay $10,000 
a year in mortgage interest on their more modest homes. They would receive housing subsidies 
worth just 15 percent of their $10,000 interest payments, or $1,500 annually. 

There is no reason to believe that the banker requires a larger subsidy to be enticed to become a 
homeowner — if anything, one would expect the opposite to be true. Further, it is doubtful that 
society benefits more from the banker’s ow^ning a home than from the nurse or welder doing so. 
For these reasons, the design of this tax subsidy is economically inefficient. (It also scores low 
on equity grounds.) 

The tax code includes many similarly structured provisions that are quite costly. Guided by the 
metrics of efficiency, equity, and budget any savings, many tax expenditures are ripe for reform. 


2) The United States is on an unsustainable fiscal path. It is essential, therefore, that any tax reform 
contribute significandy to deficit reduction. Addressing our long-term fiscal imbalances will 
teejuire difficult changes in federal programs, but our budget math cannot be solved on the 
spending side alone. 

This is a widely shared view. Bipartisan majorities on each of the major recent deficit reduction 
panels — the Bowles-Simpson commission, the Rivlin-Domcnici commission, and a panel 
convened by the National Academy of Sciences — agreed that a balanced approach consisting 
of both program and Kix reforms, each of which contribute to deficit reduction, wnll be required 
to restore long-term fiscal balance. This has been done before: the last big bipartisan deficit- 
reduction agreement signed into law — the 1990 budget agreement reached by President George 
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H.W. Bush and Congressional leaders of both parties — was a balanced mix of program 
reductions and new tax revenues. 

This means that while the 1986 Tax Reform Act represented sound tax policy, its bottom line of 
revenue-neutrality is not one we should seek to replicate now. By broadening the tax base, tax 
reform will remove many deficit-reduction targets from the tax code, likely making it harder to 
secure revenue contributions to deficit reduction in the future. It thus is essential that tax 
reform done now make a significant deficit-reduction contribution. Ciiven our fiscal situation, 
we cannot afford to do otherwise. 


2 



DISTRIBUTION AND EFFICIENCY OF 
SPENDING IN THE TAX CODE 


WEDNESDAY, MARCH 9, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Wyden, Sanders, Whitehouse, Begich, 
Sessions, Thune, Portman and Johnson. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Today we are going to focus on spending in the Tax Code, 
or tax expenditures, as they are known. These are the countless 
credits, deductions, and exclusions that riddle and complicate the 
Tax Code. Specifically, we will examine the distribution of benefits 
and the efficiency of tax expenditures. 

Our distinguished witnesses today are: Robert Greenstein, the 
president of the Center on Budget and Policy Priorities; Robert 
McIntyre, the director of Citizens for Tax Justice; and Scott Hodge, 
the president of the Tax Foundation. Thank you all for being here. 
We look forward to your testimony. 

Our Nation is at a critical juncture. We are borrowing about 40 
cents of every dollar that we spend. Spending is at the highest 
level as a share of our economy in more than 60 years. Revenue 
is the lowest it has been in 60 years as a share of the economy. 
Both sides of the ledger are part of the problem, I believe, and both 
have to be part of the solution. 
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Historical Average for Revenues 
is Not a Useful Benchmark 



Source; CBO 
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Looking at revenues in isolation has led some to argue that reve- 
nues should he held to the historical level over the past 40 years, 
about 18 percent of GDP. But revenues at that level would not 
have produced a single balanced budget in 40 years. In fact, on the 
five occasions when the budget has been balanced or in surplus 
since 1969, revenues have ranged between 19.5 percent and 20.6 
percent of GDP. It is this higher level of revenue that provides, I 
believe, a more useful guidepost for what is needed if we hope to 
dig ourselves out of this fiscal hole and set the budget on a sustain- 
able path. 


Last Five Times Budget in Surplus, 
Revenues Near 20% of GDP 



Source: 0MB 


Unlike in previous years, the country now faces an unprece- 
dented demographic challenge which will put a tremendous added 
strain on the budget going forward. I believe that tax reform has 
to be part of the solution to addressing our fiscal problems coupled 
with spending cuts. The current state of the Tax Code is simply in- 
defensible. Our Tax Code is out of date and hurting U.S. competi- 
tiveness. It is hemorrhaging revenue to offshore tax havens and 
abusive tax shelters. The Tax Code is riddled with expiring provi- 
sions. This creates enormous uncertainty for citizens and busi- 
nesses alike, making it very difficult for them to plan ahead. 
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The Need for Tax Reform 

• Tax system out of date and hurting U.S. 
competitiveness 

• Hemorrhaging revenue - tax gap, tax 
havens, abusive shelters 

• Expiring provisions create uncertainty 

• Simplification and reform keep rates low 

• Long-term imbalance must be 
addressed 


If we took steps to simplify and reform the Tax Code, we could 
reduce tax rates below where they are today, and tax reform would 
also allow us to raise more revenue to help address the very seri- 
ous debt threat hanging over America. 

Eliminating or scaling back tax expenditures should be at the 
heart of any tax reform we consider. This year, we will spend $1.1 
trillion on tax expenditure. That is as much as all of domestic 
spending, including defense. That is roughly equivalent to the size 
of our deficit. The deficit this year is going to be $1.5 trillion; the 
tax expenditures are $1.1 trillion. It is a staggering sum by any 
measure, and these tax expenditures receive far too little scrutiny. 
I am a member of the Finance Committee, and I can tell you, as 
a member of that Committee, the tax expenditures have not re- 
ceived the attention that they deserve. 
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Economist Feldstein on Need 
to Reduce Tax Expenditures 

“Cutting tax expenditures is really the best way to 
reduce government spending.... [E]liminating tax 
expenditures does not increase marginal tax rates or 
reduce the reward for saving, investment or risk- 
taking. It would also increase overall economic 
efficiency by removing incentives that distort private 
spending decisions. And eliminating or 
consolidating the large number of overlapping tax- 
based subsidies would also greatly simplify tax 
filing. In short, cutting tax expenditures is not at all 
like other ways of raising revenue.” 

- Martin Feldstein 

Professor of Economics at Harvard University 

Chairman of Council of Economic Advisers under President Reagan 

“The Tax Expenditure’ Solution for Our National Debt,” 

Wall Street Journal 
July 20, 2010 


Here is how well-known conservative economist Martin Feldstein 
described tax expenditures in a recent op-ed in the Wall Street 
Journal. He said, and I quote: “Cutting tax expenditures is really 
the best way to reduce government spending.” 

Let me repeat that: “Cutting tax expenditures,” according to 
Martin Feldstein, “is really the best way to reduce government 
spending. Eliminating tax expenditures does not increase marginal 
tax rates or reduce the reward for saving, investment, or risk tak- 
ing. It would also increase overall economic efficiency by removing 
incentives that distort private investing and spending decisions. 
And eliminating or consolidating the large number of overlapping 
tax-based subsidies would also greatly simplify tax filing. In short, 
cutting tax expenditures is not at all like other ways of raising rev- 
enue.” That is from an economic perspective and from a conserv- 
ative economist. 





Effective Tax Rate for 400 
Wealthiest Taxpayers 


35 % 


(percent) 


29 . 9 % 

in 1995 



Effective Tax Rate 
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Source: IRS 


As we consider ways to reform the Tax Code, it is important to 
keep in mind who is benefiting from the status quo. In recent 
years, the effective tax rate for the wealthiest in this country, the 
rate actually paid after factoring in exclusions, deductions, credits, 
and other preferential treatment, has fallen dramatically. In fact, 
the effective tax rate for the 400 wealthiest taxpayers fell from al- 
most 30 percent in 1995 to 16.6 percent in 2007. 
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Effective Tax Rate of 
NYC Janitor vs. Park Avenue 
Building Residents 


(porcent) 



$1,167,708 


Source. IRS 

Note: As cited in Tax Notes by Wlartin Sullivan, February 22, 2011 . 


This trend was highlighted in a recent article in Tax Notes by 
tax expert Martin Sullivan. The article uses IRS data to compare 
the average effective tax rates for the residents of one Park Avenue 
building in New York City where the average income is more than 
$1.1 million. They compared that to the average effective tax rate 
for a typical New York City janitor, someone who might work in 
that very building, with an average income of $33,000. The data 
show that the average effective tax rate for the building residents 
was 14.7 percent — those are the people with an average income of 
$1.1 million — while the rate for the janitor was 24.9 percent; his 
income, $33,000. 

I do not know how anybody can defend or justify that kind of tax 
burden. It is not right. 

The reason for this disparity, of course, is that almost all of the 
janitor’s income comes from wages, which are taxed at the regular 
income and payroll tax rates. The Park Avenue building residents, 
however, receive almost two-thirds of their income from invest- 
ments, which are taxed at lower capital gains and dividends rates. 
In addition, the Park Avenue building residents receive a greater 
benefit from tax breaks because they itemize their deductions. 
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Increase in After-Tax Income 
from Tax Expenditures 

{dollars) 

$150,000 


$100,000 


$50,000 


Lowest Second Middle Fourth Top Top 

Quintile Quintile Quintile Quintile Quintile 1% 

Source; SBC calculations using data from Tax Policy Center 
Note: Reflects estimates for 2009 tax year. 


Tax expenditures are clearly worsening the disparity between 
how the wealthy are taxed compared to everyone else. If we look 
at the increase in after-tax income from tax expenditures, we can 
see the top 1 percent received more than $142,000 from tax ex- 
penditures in 2009. The middle quintile received less than $2,800. 


Tax Reform in Fiscal 
Commission Plan 

• Eliminates or scales back tax expenditures, and lowers rates 

• Promotes economic growth and improves America’s 
global competitiveness 

• Makes tax code more progressive 

• “Illustrative” tax reform plan: 

- Three rates for individuals - 12%, 22%, 28%; 
corporate rate of 28% 

- Capital gains / dividends taxed as ordinary income 
Reforms mortgage interest and charitable deductions 

- Preserves Child Tax Credit and EITC 

- Repeals AMT 

Revenues grow to 21% of GDP by 2022 
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The President’s Fiscal Commission included the kind of tax re- 
form I believe will be needed. It demonstrated that by eliminating 
or scaling back tax expenditures, we can simplify the Tax Code, ac- 
tually lower rates, and still raise more revenue. Here are the key 
elements of tax reform that were included in the Commission’s 
plan: 

One, it eliminates or scales back tax expenditures and lowers tax 
rates. It promotes economic growth and improves America’s com- 
petitive position. It makes the Tax Code more progressive. Under 
the Commission’s illustrative tax reform plan, instead of six tax 
brackets there are three: 12 percent, 22 percent, and 28 percent. 
The corporate rate would be reduced from 35 to 28. Capital gains 
and dividends would be taxed as ordinary income. That would raise 
the effective tax rate of those people in the Park Avenue building 
because they are paying an effective tax rate of 16 percent. They 
would go up to 28 percent. 

The mortgage interest and charitable deductions would be re- 
formed, better targeting their benefits. The child tax credit and the 
EITC would be preserved to help working families. And the alter- 
native minimum tax would be repealed. The Commission’s plan 
also increases revenue to 21 percent of GDP by 2022. 

We simply will not be able to solve our Nation’s long-term fiscal 
and economic problems without fundamental tax reform — tax re- 
form that improves our economic efficiency while also bringing in 
more revenue. And addressing tax expenditures has to be the heart 
of that tax reform. 

With that, we will turn to Senator Sessions, my able colleague, 
for his opening comments, and then we will turn to our excellent 
panel, really outstanding panel, for their comments. And then we 
will open it to questions from our colleagues. 

Senator Sessions. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Mr. Chairman, I do think the Commission’s 
report on tax reform is very valuable, and it has a lot of sugges- 
tions that are critical that we could make and take and make our 
economy more productive and make the tax system more effective 
in producing a fair source of revenue. I would note that one reason, 
I assume, that the top 400 taxpayers have seen a major drop in 
their income, one reason is — in their taxes that they pay is because 
they are making less money. We have skewed the tax rate to very 
high income taxpayers whose incomes are volatile. They are not 
certain. And when you depend on that for your income, that is how, 
I think, we are down to 14.9 percent of GDP in income, is because 
the profits are not there, and if you do not make profits, you do 
not pay taxes. If you sell your stock or your real estate properties 
for a loss, you take losses instead of show incomes. And I do think 
that is a factor in the problem we have with having a steady source 
of income. 

Mr. McIntyre thinks that is funny. Maybe I am wrong on that. 
Maybe upper-income people are making as much in the last 2 years 
as they were during the boom period. I do not think so. 

I will just note this with regard to the actual share of wealth 
being paid in taxes: The top 20 percent pay 70 percent of the taxes 
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in America, all taxes — payroll, excise, corporate, income taxes. Ac- 
cording to CBO, between 1979 and 2007, the average tax rate for 
Federal taxes combined declined for all interest groups. The aver- 
age rate declined for all. The average income tax rate also declined 
over those years. The largest decrease occurred for the fifth of the 
population with the lowest income. They got the biggest reduction. 
Those taxpayers in the top income quintile, the top 20 percent, in 
2007 paid an average tax rate of 25 percent, a rate 6 times higher 
than those in the bottom quintile. The top 1 percent earned 19 per- 
cent of the Nation’s income but paid nearly 30 percent of the Na- 
tion’s Federal taxes. 

According to CBO, in 2007 households in the highest quintile 
earned 55 percent before-tax income — they earned 55 percent, the 
top 20 percent, before-tax income and paid almost 70 percent of the 
Federal taxes. For all other quintiles, the share of Federal taxes 
was less than their share of the national income. 

In comparison to the tax rates in effect under President Clinton, 
low-income earners pay a smaller share under the current income 
tax structure while higher-income earners pay a larger share. In 
President Clinton’s last year in office, those in the bottom income 
quintile paid a negative 1.6 percent share of all income tax — a neg- 
ative share results from their receiving tax credits — while those at 
the top paid 81 percent. In 2007, the last year available, the share 
of income taxes paid by the bottom 20 percent became even more 
negative, while the share paid by the top 10 percent increased to 
86 percent. 

The Tax Code is already highly progressive. An effort to elimi- 
nate credits, deductions, and exclusions without corresponding re- 
ductions in marginal rates will sacrifice economic growth. An aver- 
age wealthy person, let us say, making $400,000 a year, they would 
pay under President Obama’s plan to increase taxes 39.6 percent. 
The health care bill added an almost 1.9 percent payroll tax in- 
crease to them. We have added another 3.8 percent for our invest- 
ment income. Alabama has a 5 -percent income tax. State tax. 
Other States have lower and many have higher. So you are around 
50 percent of a person’s upper-income people subject to tax, a mar- 
ginal rate. I mean, how much more do you do without damaging 
the economy? I think it is a dangerous trend to think we can just 
continue to drive up the tax rates and there will be no con- 
sequences. There will be consequences for it, and it is not all good. 

With regard to tax expenditures, the way I understand that, your 
charitable deductions count as tax expenditures. Every deduction 
virtually is scored as a tax expenditure. I am not sure every deduc- 
tion is bad. I am not sure every deduction should be scored in that 
fashion. If you gave a $10,000 contribution to some charitable en- 
terprise and you only pay taxes on — you get to deduct that and you 
do not pay taxes on it. It saves you some of that money. But most 
of it is the contribution that went to the charitable enterprise; 40 
percent or whatever for the upper-income people would be saved, 
but 60 percent is out of their pocket of the charitable contribution. 

So I think we just need to simplify the Tax Code. I look forward 
to hearing these witnesses discuss it. You are exactly right, Mr. 
Chairman. You and the Commission raised this question of taxes. 
Are they serving our national interest? I do not think so. I do not 
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know how to fix it. We need to get our arms around it, and if we — 
because we have to work with the Finance Committee and all. I 
know they are looking at this. But more than the deficit, getting 
your arms around the tax policy in America is exceedingly hard. I 
know there are a lot of suggestions, and I am open to them, and 
I am open to reform, that is for sure. 

Thank you. 

Chairman CoNRAD. Thank you. Senator Sessions, and I agree en- 
tirely with your last comment. Look, tax reform is essential. We do 
have a circumstance in which if you — what I was referring to in 
terms of the effective top rate dropping for the wealthiest 400 re- 
ferred to actual income received. Clearly, many of those people 
have had a reduction. Some have not. Some have had huge in- 
creases even though there was an economic downturn. But the ef- 
fective tax rate I was referencing was based on what they pay on 
their actual income, and that effective tax rate has dropped, and 
it has dropped because we have changed the tax law. We have 
made capital gains and dividends preferentially treated in a way 
that Warren Buffett says he pays an effective tax rate of 16 per- 
cent. The woman who is his executive assistant pays a much high- 
er effective tax rate. And that is really the disparity that I was ref- 
erencing, that the difference between the people who live in that 
Park Avenue building that we know exactly what their tax respon- 
sibility is because IRS reports it — we do not know who the individ- 
uals are; we now what their effective income is; we know what 
their effective tax rate it. They are paying a tax rate of 16 percent, 
and yet the janitor who may work in that same building, a much 
lower income, is paying a much higher effective tax rate. 

So the message from the Commission on tax expenditures was 
much as what Martin Feldstein said, a conservative economist, 
that the tax expenditures are really in many of the elements — not 
all. I would say to the Senator charitable contributions, that is 
something we have to think very carefully about. But what we 
have done in Congress — and I am on the Finance Committee, so, 
you know, I am part of the process. I have a responsibility here, 
too. You know, it is becoming 

Senator Sessions. You are a real master of the universe. 

[Laughter.] 

Chairman CoNRAD. It has become a back-door way of spending 
money, of spending Federal money. 

Senator Sessions. Mr. Feldstein made that point in the article, 
and he was critical of some of the Democratic criticisms that ignore 
the fact that one way to spend money is to do it through the Tax 
Code, on certain lower-income groups also through the earned in- 
come tax credit, which is one of our largest expenditures. But you 
are correct. Let us look at this. We have a good panel, and I look 
forward to hearing their comments. 

Chairman CoNRAD. I appreciate that. 

We will start with Mr. Greenstein, who has testified before this 
Committee on many occasions, has as high level of credibility here 
as president of the Center on Budget and Policy Priorities. Wel- 
come. Please proceed with your testimony. 
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STATEMENT OF ROBERT GREENSTEIN, EXECUTIVE 

DIRECTOR, CENTER ON BUDGET AND POLICY PRIORITIES 

Mr. Greenstein. Thank you, Mr. Chairman. As you know, bipar- 
tisan majorities on all of the major deficit reduction panels have 
agreed that to reduce the deficit, we need a balanced approach that 
consists of both program and tax reforms, both contributing to def- 
icit reduction. Both taxes and programs are implicated in the fiscal 
problems we face, and both need to be part of the solution. 

Tax expenditures offer a particular target of opportunity. I still 
recall the moment in 1994 when Alan Greenspan was testifying be- 
fore the Kerrey-Danforth Deficit Commission, on which I had the 
honor of serving, and Greenspan told us that we needed to look at 
what he called — these were his words — “tax entitlements.” And in- 
deed a number of tax expenditures are essentially spending entitle- 
ments delivered through the Tax Code. 

Take child care as an example. If you are a low- or moderate-in- 
come person, you may get a subsidy to help cover your child care 
costs through a spending program. But if you are higher on the in- 
come scale, you still get a Government subsidy that reduces your 
child care costs, but it is delivered through the Tax Code via a 
credit. Moreover, if you are a low- or moderate-income parent with 
child care costs, you might miss out because the spending programs 
that provide child care subsidies are not open-ended. They are 
capped, and when you reach the cap, people have to go on waiting 
lists. But if you are a higher-income household, your child care sub- 
sidy is guaranteed because the tax subsidy operates as an open- 
ended entitlement. 

As the Chairman noted, tax expenditures now total nearly $1.1 
trillion a year. This substantially exceeds the cost of Medicare and 
Medicaid combined (a little over $700 billion). Social Security 
(about $70 billion), and non-security discretionary programs, (less 
than $600 billion). 

Both the Bowles-Simpson and Rivlin-Domenici Commissions con- 
tained a focus on tax expenditures, and as you noted, Martin Feld- 
stein — I have a different quote from the same article. He said, “If 
Congress is serious about cutting government spending, it has to 
go after many of these tax expenditures.” 

You might also note that in the GAO report that just came out 
on overlap and duplication, there is a whole section in that report 
on tax expenditures where the GAO says improving tax expendi- 
ture performance could reduce revenue loss potentially by billions 
of dollars. 

Now, a particular issue here is that tax expenditures are not just 
costly; they are often — not always, but often — economically ineffi- 
cient. Many tax expenditures are incentives designed to subsidized 
and encourage certain desired activities, but they often do so in in- 
efficient ways. They do so often by distorting investment or other 
economic decisions, as Feldstein has noted, and adding to the inef- 
ficiency is the fact that many tax expenditures — principally those 
that are deductions, exemptions, and exclusions — tie the tax sub- 
sidies, the tax incentives they provide to the marginal tax rate of 
the beneficiary so that the amount of the tax subsidy increases 
with income and the wealthiest households get the largest sub- 
sidies. 
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Now, from an economic perspective, such a structure does make 
sense if but only if higher-income people need a substantially great- 
er monetary incentive to take the desired action and would not 
take it in the absence of the tax incentive. But the reality is often 
the reverse. High-income households would generally send their 
children to college, make sure they have enough assets for retire- 
ment, and buy a home with or without the current costly tax incen- 
tives, and that is why a number of liberal, conservative, and cen- 
trist experts alike have characterized key parts of our tax incentive 
structure as being upside down. We spend money providing the 
largest incentives to people in the top brackets despite the fact that 
the incentives generally have a smaller effect on whether they will 
send their children to college, become homebuyers, and put aside 
money for retirement than those incentives have for people lower 
down on the income scale. 

In fact, in that regard, tax credits differ significantly from deduc- 
tions and exclusions. They reduce the price of the desired activity 
by an equal percentage for most households. Reformers view them 
in many of these areas as increasing economic efficiency, and both 
Bowles-Simpson and Rivlin-Domenici propose to convert some of 
the tax deductions into credits. 

Now, my point here is that the economic efficiency weaknesses 
in the structure of various tax incentives offer you an opportunity. 
By converting various deductions into fiat-percentage tax credits, 
policymakers can improve economic efficiency by increasing the ef- 
fectiveness of the tax incentives in boosting things like national 
saving, college attendance, and the like, even as you achieve deficit 
reduction and improve the progressivity of the Tax Code. 

Let me talk for a moment about progressivity. There was a fas- 
cinating recent article by economist Kenneth Rogoff. In this article, 
Rogoff warned of the consequences of widening a historic levels and 
historic levels of inequality in income, wealth, and opportunity 
throughout a number of countries. He cautioned that the ability of 
countries to address inequality could be the key factor that, and I 
am quoting Rogoff, “could separate the winners and losers in the 
next round of globalization” and could emerge as, his words “the 
big wildcard in the next decade of global growth.” 

And the Bowles-Simpson report sets forth a basic principle here. 
It states, and I am quoting, “Though reducing the deficit will re- 
quire shared sacrifice, those of us who are best off will need to con- 
tribute the most. Tax reform must continue to protect those who 
are most vulnerable and eliminate tax loopholes favoring those who 
need help least.” 

Which brings me to my final point. Bowles and Simpson, as you 
noted, Mr. Chairman, on one of your slides, called for deficit reduc- 
tion that protects low-income families and indicated it should pro- 
tect the earned income credit and the child tax credit. These credits 
are vital to the standard of living of low-income working families, 
to “making work pay,” and to promoting work over welfare. 

Furthermore, those credits lower marginal tax rates for many 
low-income workers who otherwise face some of the highest mar- 
ginal tax rates of any group of Americans, because they receive 
other means-tested benefits that phase down as their income rises. 
This is why, in calling for various tax expenditures to be curbed. 
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Martin Feldstein wrote that he was not including the EITC in this 
list, which, Feldstein explained and I am quoting from Feldstein, 
“acts largely as a tax rate reduction.” And numerous academic 
studies have shown that the EITC has a powerful effect in increas- 
ing work, reducing welfare use, particularly among single parents 
with children. 

There has been a longstanding bipartisan principle in this town 
that people, parents who work full time should not have to raise 
their children in poverty. The only reason we comply with that 
principle and policy today is because of the earned income credit 
and the child tax credit. 

Finally, all past deficit reduction measures of recent decades — 
1990, 1993, 1997, the Gramm-Rudman-Hollings Act in 1985 — all 
reflected a commitment to protecting low-income households in 
general and the EITC in particular. 

Thank you. 

[The prepared statement of Mr. Greenstein follows:] 
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Testimony of Robert Greenstein 
President, Center on Budget and Poiicy Priorities 
Before the Senate Committee on Budget 

Match 9, 2011 

Chairman Conrad, Ranking Member Sessions and members of the Budget Committee, thank you 
for the opportunity to appear before you today to discuss tax expenditures, tax reform, and what 
role they might play in deficit reduction. I am Robert Greenstein, president of the Center on Budget 
and Policy Priorities, a policy institute here in Washington. I also had the privilege of serving as a 
commissioner on the Bipartisan Commission on Entitlement and Tax Reform chaired by then- 
Senators Kerrey and Danforth in 1994. 

As you all know, the budget is on an unsustainable path. If we continue current policies, the 
national debt will grow to nearly the size of the economy by the end of the decade and continue to 
rise after that. The question for policymakers to consider is not whether to address our fiscal 
problems — we clearly need to do so — but how to do that in a way that is effective, responsible and 
equitable. 

How Did We Get Here? 

To understand the difficult choices that will be required to right our fiscal ship, it is useful to recall 
how we arrived at our current situation. Ten years ago, various poUcymakers — and even the 
Federal Reserve chairman — appeared before Congressional committees warning that our projected 
budget surpluses too large. They knew of the aging of the population and the rise in health care 
costs, but even after taking those factors into account, the Congressional Budget Office and the 
Office of Management and Budget projected large surpluses for decades to come. 

Many factors have led to the sharp reversal in our fiscal fortunes. Tax policy was one of them and 
played a significant role. The tax cuts enacted over the past decade contributed to a marked decline 
in federal tax revenues, which, even before the recession, had fallen to their lowest level as a share of 
the economy in a half century. Moreover, the tax cuts — along with increases in expenditures — 
have led to large increases in the national debt and hence to the rising interest costs that play a major 
role in putting us on an unsustainable path. 

Whatever one’s view on the continuation of the current tax cuts after 2012, there can be little 
question that they have a large fiscal impact. Alan Greenspan, Martin Feldstein, and Peter Orszag all 
have recommended that the tax cuts enacted in 2001 and 2003 be allowed to expire on schedule at 
the end of 2012 — or that policymakers pay for any of these tax cuts which they wish to extend — 
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because of the difficult fiscal situation we face, as well as the large improvement in the fiscal outlook 
such a step would make. The latest Congressional Budget Office projections show this one step 
alone woiid nearly halt the growth in the debt as a share of the economy over the coming decade. 

Ihe CBO estimates show if all current policies remain in effect — the tax cuts, AMI" relief, SGR 
relief, etc. — and no deficit reduction measures are taken, the deficit will stand at 6.1% of GDP in 
2021. Allowing the tax cut:s to expire — or paying for those we wish to extend — would slice the 
projected deficit nearly in half to 3.6% of GDP in 2021^ not a sufficiently low level itself but one 
that would, in conjunction with other deficit reduction measures, get us to primary budget balance 
and stabilize the debt Of course, beyond the coming decade, the relative impact of the tax cuts will 
be overtaken by rapidly rising health care and debt service costs as the major drivers of federal 
budget deficits, and substantial additional steps would be needed, especially steps to slow the growth 
of health care costs ifiroughout the U.S. health cafe system. 

Everything On the Tabic 

I raise this simply to note that hath taxes md spending are Implicated in the fiscal problems we face. 
Both will need to be part of the solution. Addressing our long-term fiscal imbalances will require 
difficuit changes in federal programs. But our budget math cannot be solved on the spending side 
alone. 

This is a widely shared view. BipattivSan 
majorities on each of the major recent 
deficit reduction panels — the Bowles - 
Simpson commission, the Rivlin- 
commission, and a panel convened by the 
National Academy of Sciences — agreed 
that a balanced approach consisting of 
both program and tax reforms, each of 
wlfich contributes to deficit reduction, will 
be required. Tiiis has been done before; 
the last big bipartisan deficit-reduction 
agreement signed into law — the 1990 
budget agreement reached by President 
George H.W. Bush and Congressional 
leaders of both parties — was a balanced 
mix of program reductions and new tax 
revenues. 

Tax Expenditures: A Target of 

Opportunity 

As this testimony will disciiss, tax 
expenditures offer a particular target of 
opportunity. I recall the moment in 1994 
when Alan Greenspan testified to the 
Commission that, in examining 
entitlements, we needed to look at what he 
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called the “tax entitlements.” Greenspan’s terminology was illuminating; many tax expenditures are, 
essentially, spending entitlements tlrat are. delivered through the tax code. 

Take child care as an example. If you are low- or moderate-income, y ou may get a subsidy to he].p 
cover your child care costs, and the subsidy is provided through a spending program. If you are 
higher on the income scale, you still get a government subsidy that reduces your child care costs, but 
it is delivered through the tax code via a tax credit'. Moreover, if you are a low or modest income 
parent -ttith child care costs, you may miss out because the spending programs that provide child 
care subsidies arc ho/ open ended and can only sen^e as many people as their capped funding allows. 
By contrast, if you are a higher income household (and there is no limit on how high your income 
can be), your child care subsidy is guaranleed, because tlie tax subsidy you get t>perates as an open- 
ended entitlement. It doesn’t make much sense to make the tax-code subsidy sacrosanct and the 
program subsidy a deficit reduction target merely because one is delivered through a “spending” 
program and the other is delivered through the code, 

'fhe costs of tax expenditures are large. In 2010, indi%ddual tax expenditures totaled nearly $1' 
t.ri]iion, and tax expenditures — both individual and corporate — amounted to $1 .05 trillion. 
This greatly exceeded the cost of Medicare and Medicaid combined (|719 billion). Social Security 
($701 billion), and non-security discretionary pcogram-s, which stood at S589 billion, a .little over half 
of the cost of tax expenditures. 


Keeping the Goal of Shared Prosperity In Mind 


As we work to address the 
nation’s fiscal challenges, we 
should keep in mind a key 
economic development of 
recent decades. Since the 
mid-1970s, as a result of 
various factors (mostly 
unrelated to government 
policy), the benefits of 
economic growth have not 
been shared in the way they 
used to be. Between 1976 and 
2007, the U.S. gross domestic 
product (GDP) grew 66 
percent per person, adjusted 
for inflation. But the average 
income for the top 1 percent 
of Americans increased by 280 
percent, in inflation-adjusted 
ternis, while the average 
income of the bottom 90 
percent of Americans 
stagnated, growing just 8 
percent over this 30-year 
period. 
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The economist Kenneth Rogoff recently warned of the consequences of widening and historic 
inequalities of income, wealth, and opportunity. Rogoff cautioned that the ability of countries to 
create opportunities for their citizens and to address inequality could be the key factor that “could 
separate the winners and losers in the next round of globalization” and could emerge as the “big 
wildcard in the next decade of global growth.”* 

Public policy in general and tax policy in particular have a role in helping to mitigate the human 
consequences of the global trends that have played a large role in suppressing wage growth among 
lower- and middle-class Americans. Unfortunately, our country’s recent record on this matter has 
not been stellar. For example, under the tax cuts enacted in 2001 and 2003, people making over |1 
million a year are receiving an average tax cut of more than $125,000 a year, according to the Urban 
Institute-Brookings Tax Policy Center. This is more than 140 times the average tax cut that 
households in the middle 20 percent of the income scale are receiving. 

The Bowles-Simpson report set forth a basic principle here, stating that “Though reducing the 
deficit will require shared sacrifice, those of us who are best off will need to contribute the most 
Tax reform must continue to protect those who are most vulnerable and eliminate tax loopholes 
favoring those who need help least” 

A Closer Look at Tax Expenditures 

Consistent with the goals of reducing budget deficits, increasing economic efficiency and growth, 
and protecting our most vulnerable citizens, both the Bowles-Simpson and the Rivlin-Domenici 
proposals place their focus in the revenue area on reforming and scaling back tax expenditures. 

The Budget Act of 1974 defines tax expenditures as revenue losses attributable to any provisions 
in federal tax law that provide special benefits to particular taxpayers or groups of taxpayers. 
Although accomplished through the tax code, most experts believe these provisions should actually 
be viewed as a form of government spending. According to the Joint Committee on Taxation, tax 
expenditures “may be considered to be analogous to direct ouday programs, and the two can be 
considered as alternative means of accomplishing similar budget policy objectives.” In addition, as 
tax expert Leonard Burman and others have pointed out, tax expenditures impose the same 
“opportunity costs” as federal spending programs in terms of higher tax rates, reduced federal 
resources for national priorities, and/or higher deficits and national debt. 

If these provisions were classified as spending rather than as tax benefits, tax expenditures would 
constitute the single largest category of federal spending. As noted, they consume more resources 
annually than Social Security, than Medicare and Medicaid combined, and than either security or 
non-security discretionary spending. Martin Feldstein, a former Chairman of the Council of 
Economic Advisers under President Reagan, wrote in the Wall Street Joutyiallzst summer that “If 
Congress is serious about cutting government spending, it has to go after many of these [tax 
expenditures].” Feldstein added “Cutting tax expenditures is really the best way to reduce 
government spending.” 


’ Kenneth Rogoff, “The Inequality Wildcard,” Project Syndicate, Februar}' 14, 2011 <http://www.projcct- 
syndicare.org/ commentary/ rogoff77 /Engjish> 
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GAO Recommends Scrutinizing Tax Expenditures 

The much-discussed GAO report released last week on overlap and duplication in government programs 
highlights tax expenditures as an area in which policymakers can find significant savings.* The GAO report 
states: 

“Improving tax expenditure performance or eliminating tax expenditures could reduce 
revenue losses, potentially by billions of dollars. For example, improved designs may 
enable individual tax expenditures to achieve better results for the same revenue loss or 
the same results with less revenue loss. Also, reductions in revenue losses from 
elimin ating ineffective or redundant tax expenditures could be substantial depending on 
the size of the eliminated provisions.” 

The GAO adds that “tax expenditures do not compete overtly with other priorities in the annual budget, 
and spending embedded in the tax code is effectively funded before discretionary spending is considered. 
Many tax expenditures are not subject to Congressional reauthorization. Therefore, Congress lacks the 
opportunity to regularly review their effectiveness.” 

* Government Accountability Office, “Opportunities to Reduce Potential Duplication in Government Programs, Save 
Tax Dollars, and Enhance Revenue,” March 2010 <http://www.gao.gov/new.items/dll318sp.pdf> 

One reason Feldstein reached this conclusion is that tax expenditures are not only costly, but often 
alvSo economically inefficient. Although some tax expenditures are intended to adjust the amount of 
taxable income so as to better measure economic income or to reflect differences in ability to pay 
taxes, most tax expenditures are designed for another purpose — to subsidize certain desired 
activities — and often do so in inefficient ways that can detract from economic growth. 

In cases where certain economic actions are believed to generate benefits shared by society at 
large, there may be strong arguments for designing the tax code to actively encourage these 
activities. But there are numerous ways to incentivize various desired activities, and the efficiency of 
any given tax incentive is heavily affected by how it is designed. Existing tax expenditures vaiy 
greatly in their effects on economic efficiency; some reduce economic efficiency by distorting 
investment or other economic decisions. Feldstein has observed that curbing various tax 
expenditures “would also increase overall economic efficiency by removing incentives that distort 
private spending decisions.” 

Adding to their inefficiency, many tax expenditure provisions — principally deductions, 
exemptions, and exclusions — tie the tax subsidies they prottide to the marginal tax rate of the 
beneficiary. The amount of the tax benefit provided increases with income, with the wealthiest 
households receiving the largest tax subsidies. 

From an economic perspective, such a structure makes sense only if higher-income people need a 
substantially greater monetary incentive to take the desired action and wouldn’t take it widiout the 
tax incentive. Yet, as a number of tax experts and economists from across the political spectrum 
have explained, the reaUty is frequently the reverse; high-income families generally would send their 
children to college, make sure they have assets for retirement, and buy a home with orwitbout the 
current costly tax incentives. Financially constrained families, by contrast, often would fail to engage 
in the socially desired activity without significant financial incentives. 
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That is why a number of liberal, conservative, and centrist experts alike have characteri 2 ed key 
parts of our tax incentive structure as being “upside down’^ — we spend money providing the 
largest tax incentives to people in the top income tax brackets despite the fact that tax incentives 
generally have a much smaller effect on whether those individuals will send their children to college, 
become homebuyers, and put income aside for retirement. As tax experts Lily Batchelder (an NYU 
tax expert who now serves as chief tax counsel for the Senate Finance Committee), Fred Goldberg 
(who served as Assistant Secretary of the Treasury for Tax Policy and IRS Commissioner under 
President George H. W. Bush) and former 0MB director Peter Orszag wrote in 2006, “[PJroviding 
a larger incentive to higher-income households is economically inefficient unless policymakers have 
specific knowledge that such households are more responsive to the incentive or that their engaging 
in the behavior generates larger social benefits.”^ 


Table 1 : 

Regressivity of Tax Expenditures Varies by Category 



Lower rates 








on capital 



Above-the- 

N on- 




gains and 

itemized 

Tax 

iine 

refundable 

Refundable 

Ail 


dividends 

deductions 

Exclusions 

deductions 

credits 

credits 

Provisions 

Bottom 20 percent 

0.00% 

0.02% 

0.54% 

0.01% 

0.05% 

5.49% 

6.52% 

Second 20 percent 

0.01% 

0.11% 

2.99% 

0.06% 

0.28% 

5.00% 

8.16% 

Middle 20 percent 

0.04% 

0.38% 

3.79% 

0.09% 

0.33% 

2.20% 

6.76% 

Fourth 20 percent 

0.12% 

1.09% 

3.68% 

0.11% 

0.23% 

1.99% 

6.79% 

Top 20 percent 

2.11% 

2.91% 

4.74% 

0.08% 

0.06% 

0.25% 

11.36% 

Top 1 percent 

5.87% 

3.24% 

2.90% 

0,06% 

0.00% 

0,00% 

13.53% 

Bottom 20 percent 

0.00% 

0.02% 

0.54% 

0.01% 

0.05% 

5.49% 

6.52% 

Total Cost 

$96 billion 

$154 

billion 

$326 

billion 

$6 billion 

$8 billion 

$89 billion 

$761 

billion* 


‘ Takes into account interaction among individual tax expenditure provisions 


Source: Leonard Burman, Eric Todcr, Christopher Gcisslcr, “How Big Are Total Individual Income Tax Ejipenditures, 
and Who Benefits from Them?” December 2008. 


In this respect, tax credits differ significantly from tax deductions and exclusions. Credits reduce 
the price of the desired activity by an equal amount for most households, although tax credits that 
are not refundable aren’t available to the roughly one third of American families who owe no 
individual income taxes during that year. (These households generally do have positive tax liability 
when other forms of individual taxation — including payroll taxes, state and local taxes, and excise 
taxes — are considered, and even more so when tax liabilities arc considered over periods longer 
than a single year.) Tax credits that are refundable provide the same price adjustment to all 
households that engage in the desired behavior, regardless of their income or tax liability during the 
year in question. 

Because tax credits do w/link the tax incentive to households’ marginal tax brackets and generally 
reduce tbe costs of the economically desired activity by an equal percentage for all affected 


2 lily L. Batchelder, Fred T. Goldbci^ Jr., Peter R. Orszag, “Efficiency and Tax Incentives: The Case for Refundable 
Tax Credits,” Stanford Law R£mw, Vol. 59, No. 23, 2006 
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households, they are often more economically efficient than deductions. Batchelder, Goldberg, and 
Orszag concluded that refundable tax credits often would be the most efficient type of tax 
expenditure: “If policymakers wish to use the tax system to create incentives for certain socially- 
valued behavior, it makes no sense to exclude more than a third of American individuals and 
families from their reach . . . absent evidence that those Americans would be relatively unresponsive 
[to the tax incentive] or that their behavior generates fewer societal benefits.” 

Despite the economic efficiency advantages of flat-percentage tax credits, the large majority of tax 
expenditures operate today through tax deductions, exemptions, or exclusions and thereby provide 
tax subsidies that mount sharply as income rises. Approximately 70 percent of the amount we 
spend every year on individual tax expenditures is provided through deductions, exemptions, or 
exclusions that link the value of the tax break to an individual’s marginal tax bracket. 

Our tax code provides this benefit structure despite that fact that many of the activities that tax 
expenditures are designed to encourage involve costs that are borne most easily by wealthier families 
even in the absence of the tax break. 


FIGURE 3: 


The Regressivity of Tax Expenditures Varies by Category 



Moreover, it is dubious whether many Americans would think that if the government is to provide 
a subsidy to individuals and families, it should provide the biggest subsidies to those who need them 
least. Consider, for example, how the tax code affects two different households with respect to a 
decision to buy a new home. The government effectively pays 35 percent of the interest costs on 
the first $1 million of the mortgage on an investment banker’s home. In contrast, a nurse or a 
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welder receives a subsidy that defrays only 15 percent of the mortgage interest he or she pays on the 
modest home that he or she owns. 

Another example involves the tax treatment of retirement saving. Under current law, employer 
and employee contributions to qualified pension plans are excluded from taxable income until they 
are paid out in retirement. This tax preference is designed to encourage retirement saving by 
reducing the marginal cost of contributions to retirement accounts. But as is the case with the 
mortgage interest deducdon, high-income individuals receive the largest immediate benefit of the 
exclusion even though they are the people most likely to save anyway in the absence of a 
government tax subsidy. 

Economists William Gale, Jonathan Gruber, and Peter Orszag have noted that high-income 
individuals are often able to respond to current retirement tax incentives “by reshuffling their 
existing assets ... to take advantage of the tax breaks, rather than by increasing their overall level of 
saving.”^ In Congressional testimony, Orszag added that our current tax expenditures for retirement 
saving provide the strongest monetary incentives to higher-income households “who are the most 
likely to use pensions as a tax shelter rather than a vehicle to raise saving.” Similarly, the 
Congressional Research Service has reported that “because higher earners would save much of their 
income even without tax incentives to do so, a substantial share of the revenue lost through the 
deduction for contributions to retirement plans does not result in a net increase in national saving.”'^ 

Middle-income families receive significantly smaller subsidies for retirement saving and families 
with no federal income tax liability receive no tax incentive to put aside money for retirement. In 
2007, just 17 percent of workers in the bottom quartile participated in a defined contribution 
retirement plan.^ 

If policymakers intend to increase overall national saving rather than simply to provide windfall 
gains for saving that would have occurred anyway, it would seem that current pension tax 
preferences are, in fact, upside down. 

These weaknesses in the structure of various tax incentives offer polic)Tnakers an opportunity. By 
converting various tax deductions into flat-percentage credits, policymakers can improve economic 
efficiency by increasing the effectiveness of the tax incentives in boosting national saving, college 
attendance, and the like, even as they achieve deficit reduction and improve the progressivity of the 
tax code. 


^ William Gale, Jonathan Gruber, and Peter R. Orszag, “Improving Opportunities and Incentives for Saving by Middle- 
and Low- Income Households,” Hamilton Project Discussion Paper, April 2006. Gaie, Gruber, and Orszag wrote: 
providing incentives for contributions through tax provisions that are linked to the marginal tax rates that people owe, 
current incentives deliver their largest immediate benefits to higher-income individuals in the highest tax brackets. 

These high-income individuals are precisely the ones who can respond to such tax incentives by reshuffling their existing 
assets into these accounts to take advantage of the tax breaks, rather than by increasing their overall level of saving. As a 
result, the tens of billions of dollars in tax expenditures associated each year with 401 (k) and IRA contributions could be 
targeted more effectively to increase overall savings.” 

Congressional Research Service, “401(k) Plans and Retirement Savings; Issues for Congress,” January 2011 
® Congressional Research Service, 2011 
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The Earned Income Tax Credit and the Child Tax Credit 

Erskine Bowles and Alan Simpson have called for deficit reduction to improve economic 
efficiency and to protect low-income families and have strongly indicated that tax reform should 
protect the Earned Income Tax Credit and the refundable portion of the Child Tax Credit.^ These 
credits are vital to the standard of living of low-income working families, to “making work pay,” and 
to promoting work over welfare. 

Furthermore, these credits lower marginal tax rates for many low-income workers who otherwise 
face some of the highest marginal tax rates of any group of Americans (because they receive benefits 
from means-tested programs that are phased down as income increases). This is why, in calling for 
various tax expenditures to be curbed, Feldstein wrote that he was w/ including the EITC, “which,” 
he explained “acts largely as a tax rate reduction,” Numerous academic studies have shown that the 
EITC has a powerful effect in increasing work, particularly among single parents with children.^ 

There is a longstanding bipartisan principle in this town that people who work full time should not 
have to raise their children in poverty. There arc two main ways to accomplish this: the minimum 
wage and the Earned Income Tax Credit (EITC). The best course is to use a balanced combination 
of the two. Relying too heavily on the minimum wage would be burdensome for employers, 
particularly small businesses, and likely have negative effects on employment. Relying too heavily on 
the EITC and other tax credits would be burdensome for the government. By balancing these two 
approaches, as federal policy now does, policymakers can ensure that people who work full time can 
be protected from poverty without placing too much pressure on either private employers or 
taxpayers. 

Accordingly, in past deficit reduction negotiations, there has been a commitment to protecting 
low-income households — and to shielding the EITC. In fact, the EITC was expanded as part of the 
1990 bipartisan deficit reduction agreement, and the Child Tax Credit was itself established as part 
of the bipartisan 1997 agreement. Both the Bowles-Simpson and Rivlin-Domenici commissions, as 
well, would protect these credits. Congress should maintain this commitment and assure that the 
benefits that the EITC and refundable Child Tax Credit provide are protected in any agreements on 
deficit reduction and tax reform. 

Thanks to the combined effect of these refundable tax credits and the minimum wage, full-time 
workers with children are no longer taxed into, or deeper into, poverty. However, low-wage 
workers who are not raising minor children face a different story. They receive no Child Tax Credit 
and only a very small EITC at best. The maximum EITC for childless workers is less than one-sixth 
the maximum credit for workers with a child, and childless workers who work full time at the 
minimum wage are ineli^ble for the credit altogether because they earn too much. The result is that 
childless workers are the one group of American w'orkers below the poverty line who can owe net 
federal taxes based on employment and who thus can be taxed into, or deeper into, poverty. 


^ Chairman’s Mark, p. 5, 

http: / /www.fiscakommission.gov/sites / fiscalcommission.gov/ files /documents/ CoChair Draft.pdf . 

^ For a review of this literature, see John Karl Scholz, “The Earned Income Tax Credit and the U.S. Low-Wage Labor 
Market,” Economic and .Social Research Institute, June 2010. 
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Conclusion 

Recent policy developments suggest a glowing view that tax expenditures should be scrutinized 
and reformed. Both the Bowles-Simpson and Rivlin-Domenici panels — as well as President Bush’s 
2005 tax reform panel — called for bold reforms of itemized deductions and other tax expenditures. 

Furthermore, as long as we continue to use the tax code as a vehicle for advancing social policy, 
we should take steps to ensure that the tax incentives provided through the code are efficient, 
effective, and fair. And if we are going to step up to the plate and pursue deficit reduction, alt parts 
of the budget — including the tax code — should be on the table and should contribute. As the 
Bowlcs-Simpson and Rivlin-Domenici plans indicate, given the gravity of the fiscal challenges we 
face, tax reform cannot be deficit -neutral today. 

Finally, if we seek to reduce less-efficient government spending, tax expenditures are a key place to 
focus. If done responsibly and well, tax expenditure reform has the potential to reduce budget 
deficits, promote economic efficiency, and make the tax code mote progressive at the same time. 


10 



1100 


Chairman CONRAD. Thank you. 

Next we will hear from Mr. McIntyre. Robert McIntyre is the di- 
rector of the Citizens for Tax Justice and has also testified on 
many occasions before this Committee. Welcome back. 

STATEMENT OF ROBERT S. McINTYRE, DIRECTOR, CITIZENS 
FOR TAX JUSTICE 

Mr. McIntyre. Thank you, Mr. Chairman. Well, today is the 
first day of Lent. It is an opportunity to take a resolution and 
maybe give up, not just until Easter but maybe even longer, what 
has become a great deal of enthusiasm in the Congress among both 
parties for providing subsidies to American businesses, and foreign 
businesses sometimes, in programs that are administered by 
Congress’s favorite agency, loved beyond any other, the Internal 
Revenue Service. I do not know why you like it so much, but you 
do. 

You know, a quarter of a century ago. President Reagan took on 
these business subsidies that had grown into the tax code — some 
of them he actually had put in there — but he took them on in 1986 
and he passed a big tax reform bill that, among other things, 
raised corporate tax payments by more than a third, and the 
money was used to help fund individual tax reductions. But Presi- 
dent Reagan was not afraid to do that, to raise taxes on corpora- 
tions in the sense of taking away subsidies that they did not de- 
serve. He did not think there was anything wrong with that at all. 
That may not be the current thinking here, but I am going to try 
to talk you out of the current thinking. 

In our view, as you know, the lobbyists have been back. They 
have worked their magic and the corporate and personal business 
side of the tax code is a mess again. We have three complaints. 
One is about what the current system does to hurt us. These sub- 
sidies, $365 billion in this fiscal year alone for business income, tax 
subsidies for business income, both corporate and personal, they 
cost that much money. It would make a huge step toward deficit 
reduction if we could recover some or all of that, and we strongly 
disagree with President Obama on his idea that corporate tax re- 
form should be revenue neutral. That would defeat one of the main 
points of reform, and that point is that we need to deal with our 
deficit over the long term. 

And, you know, if there is one thing the public likes in terms of 
deficit reduction, it is asking American corporations to pay their 
taxes again. They do not like Social Security cuts. They do not like 
Medicare cuts. They do not like cuts in any program they have ac- 
tually ever heard of. But they do like making American companies 
pay at least as much taxes as they are, which is not true now. 

Now, you get bonuses out of corporate tax reform done right be- 
cause the current subsidies, as any economist will tell you, are de- 
signed to make companies do things that do not make any sense 
economically. That is the program. We want them to not invest in 
what is the highest rate of return or what the customers want to 
buy. We want them to do things that you very, very smart Senators 
and the smart people over in the House of Representatives think 
are better, sort of Soviet-style socialism, you could call it if you 
were a mean person. Not me. 
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Well, if you tell companies to do things that are uneconomical, 
mostly, they will not because that is not where the money is. In 
fact, that is not what they lobby for. I mean, think about this for 
a minute. I am a steel company. I come in. Senator Conrad, I 
would like a tax break to make aluminum. No. I am asking for a 
tax break to make steel, because that is what I do. That is what 
I will do. But if you want to pay me to do it, so much the better. 

So that is the good news about the tax breaks, is most of them 
are a complete and utter useless waste. But sometimes they make 
a difference. We have a system where the aerospace industry pays 
1 percent in taxes and the retail industry pays 27 percent, and in 
between the rates are all over the place, too. I mean, that has to 
have some effect in getting investors to move to one place or an- 
other and that distorts behavior. Some effect. 

I will tell you where the real effect is, though, the real worst ef- 
fect, and that is our international system, which right now we pay 
our companies to either artificially shift their profits offshore or, in 
some cases, move things offshore and really do business offshore in- 
stead of here in the United States. We have tilted the playing field 
with tax breaks so that you can make more money after tax in 
China than you can in the United States, even if before tax you 
make the same thing, and that seems to me to be nuts. So very 
economically harmful. 

The third point that I worry about is that, as you have pointed 
out. Senator Conrad, the disparity between taxes on capital income 
and taxes on wages has grown larger and larger. And if you look 
at what we could do about that, well, yes, capital gains and divi- 
dends breaks are part of it. But most capital gains are not over- 
taxed and neither are most dividends. 

The one place we could do something about this inequality in 
taxes and lack of progressivity compared to the olden days in the 
tax system is on the corporate side, where the income is earned. 
If we can get some taxes out of the capital income at the source, 
which is what the corporate income tax is supposed to do, because 
we all know most dividends are not taxed, most capital gains are 
not, then we would have a more progressive and a fairer tax sys- 
tem and that would be a good thing, I think. Now, we can argue 
about whether it is good, but I think it is good. 

So in conclusion, you on this committee are going to play a major 
role in trying to design a plan to reduce the long-term budget defi- 
cits and you do not want to do it in a way that endangers our very 
fragile economy, so you are going to do it gradually, I hope, and 
you are going to do it well and you are going to make great choices. 

We urge you to make reduction or elimination of business tax 
subsidies your highest priority here, because doing so, you can not 
just cut the deficit and therefore retain some important programs. 
You can make the economy more efficient. You can add jobs. And 
you can make America a better society. 

Thank you. 

[The prepared statement of Mr. McIntyre follows:] 
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Regarding Business Tax Subsidies Administered by the Internal Revenue Service 

March 9, 2011 

Thank you for the opportunity to testify today. As you may know, Citizens for Tax Justice has a 
long history of analyzing and trying to curb unwarranted business subsidies. Our research on 
corporate tax subsidies, for example, bas been widely credited with playing a key role in the 
enactment of the Tax Reform Act of 1986. We have continued our work in this area ever since. 

Today is the first day of Lent, and I’d like to suggest that members of Congress consider giving 
something up, not just until Easter, but perhaps until the federal budget is balanced (and even 
thereafter). What I hope you’ll give up is your enthusiasm for providing subsidies to those who 
don’t need them, in particular, for business subsidies administered by what seems to have 
become Congress’s favorite agency, the Internal Revenue Service. 

A quarter of a century ago. President Ronald Reagan took on business tax subsidies in the Tax 
Reform Act of 1986. Among other things, Reagan’s tax act curbed offshore corporate profit 
shifting, leasing tax shelters and numerous industry-specific tax breaks, and despite a reduction 
in the statutory corporate tax rate, increased corporate tax payments by 34 percent. Reagan also 
equalized the personal income tax treatment ofwages and realized capital gains, and he made the 
tax system more progressive overall. 

But lobbyists for corporations and wealthy individuals didn’t give up after 1 986. They worked hard 
to regain and expand the tax subsidies that Reagan had taken away. In the 1990s, the lobbyists 
persuaded the Clinton administration and the Congress to eviscerate the corporate Alternative 
Minimum Tax {designed to curb the huge tax advantages that go to highly-leveraged activities 
such as equipment leasing), adopt the so-called “check the box" and “active-financmg’’ rules that 
vastly expanded offshore corporate tax-sheltering opportunities, and reestablish preferential tax 
rates on realized capital gains. During the George W. Bush administration, business and 
investment tax breaks were expanded considerably further. Both political parties are at fault in 
this sad repudiation of President Reagan’s tax legacy. 

By the early 2000s, corporate subsidies had risen so much that the average effective U.S. federal 
corporate tax rate paid by America’s largest and most profitable corporations on their U.S. profits 
had fallen to only 18.4 percent — barely over half the 35 percent statutory rate.' Those tax 
subsidies have grown even larger since then. 

Our complaints about business tax subsidies fall into three categories. (1) They are hugely 
expensive. (2) They are often economically harmful. And (3) they conflict with fundamental tax 
fairness. 


'Our study of 2001-03 corporate tax subsidies. Corporate Income Taxes in the Bush Years, was published in 2004. 
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1. The high cost of business tax subsidies 


In fiscal 2011, the Treasury Department's official, but incomplete list of tax subsidies for 
corporations, business owners and business investors comes with an estimated annual cost of a 
staggering $365 billion. 


These business tax subsidies are a major 
factor in creating the deficits that eveiy- 
one agrees we need to address over the 
long term. We believe that eliminating or 
significantly reducing these subsidies 
ought to be a key part of any prudent 
deficit reduction program. 

Thus, we think that President Obama is 
seriously off track in proposing to devote 
all the savings that can be gained from 
curbing business tax subsidies not to 
deficit reduction, but rather to lowering 
the statutory corporate tax rate. 


Treasury’s official (but incomplete) list of tax subsidies for 
C corporations, business owners & business Investors 
In fiscal 2011 ($-billlon) 


C corporation tax subsidies (corporate income tax) 

Tax subsidies for business owners & business investors 
(persona! income tax) 

$ t59.2 

205.4 



Total 

$364.5 



Notable items 

Corporate 
Inc. Tax 

Personal 

Inc. Tax 

Total 

Subsidies for foreign activities & offshore profit-shifting 

$49.5 

$ - 

$49.5 

Accelerated depreciation and expensing of equipment 

34.t 

45.6 

79.7 

Energy subsidies (business] 

17,7 

0.8 

18.5 

Subsidies for “research and experimentation” 

14.0 

0.5 

14.4 

Domestic production deduction 

10.5 

3,3 

13.8 

Subsidies for business investors (non-industry specific) 

— 

132.3 

132.3 

All other business tax subsidies 

33.4 

22.9 

56.3 

Total 

$ 159.2 

$205.4 

$ 364.5 


Imagine if, despite our deficit problem, 

someone called for big cuts in direct Nole:Figuresinclu(iefi$$ffeclsaflh6l»ggesisijbsidies8xtBndBdinlheDec.2010agfeement 
spending programs, but then proposed 

using all the money to cut tax rates. Most of us would call that crazy. But it seems Just as crazy 
to do so when it comes to cracking down on subsidies that happen to be administered by the IRS. 


2. Misallocation of capital and exporting jobs 

High cost is not the only problem with business tax subsidies. They also often hurt our economy. 


To be sure, to a large degree, business tax subsidies are simply an economically useless waste of 
resources. That’s because companies don't ask for subsidies thatwould force them to change their 
behavior. Why would they? Instead, they ask for subsidies to reward them for doing what they 
would do anyway. 

■ Take for example, Boeing. This fine American company was just awarded a $35 billion contract 
to build new airborne tankers for the Air Force, That seems all well and good. After all, the 
contract was subject to competitive bidding, and Boeing won. And for its $35 billion, the 
Pentagon will get the planes it says it needs. But on top of that lucrative contract, Boeing gets 
a bonus. Over the past three years, Boeing reported $9.7 billion in pretax U.S. profits. But 
instead of paying the 35 percent corporate tax rate on those profits, Boeing received $3.5 
billion in tax subsidies. As a result, it paid no federal income tax at all over those three years. 
But Boeing doesn’t need such subsidies to build planes. It just needs someone who wants to 
buy them, such as occurred with the tanker deal. 
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Over the years, my group has done numerous studies on corporate tax subsidies and their effect 
on corporate investment behavior and job creation. In all of these studies, we found no positive 
correlation between the amount of subsidies that companies received and their investment and 
Jobs performance.^ That's not shocking. After all, corporate executives (as opposed to their 
lobbyists) often insist that tax subsidies are not the basis for their investment decisions. Other 
things, they say, usually matter much more, including infrastructure, wage levels, access to 
markets, the quality of the workforce and so forth. 


a. Misallocation of capital 

Useless waste is bad enough. But sometime 
tax subsidies, if they’re big enough, do 
influence business decisions. And when they 
do, they generally cause harm, by reducing 
productivity, jobs, and economic growth. At 
least that’s what one would conclude if one 
believes that market forces are usually a 
better way to allocate business capital than 
government “incentives" to do something 
else. 

The range of effective corporate tax rates 
across different industries is striking, 
Periodically, my group analyzes the U.S. 
profits and U.S. taxes of a large sample of 
major American corporations. We expect to 
have a new report out this coming summer. 
Until then, we can look at our most recent 
report, which covered 275 highly profitable 
corporations over the 2001-03 period. 
During those three years, federal effective 
corporate tax rates on the 275 companies’ 
domestic profits ranged from a low of 1.6 
percent for aerospace and defense com- 
panies up to a high of 27.7 percent on retail 
and wholesale trade firms. Without doubt, 
such wide disparities continue today. 


Effective Corporate Tax Rates for 275 Major American 
Corporations 2001-03, by Industry 


' $-m3ltons 

2001-03 Totals 

Industry & Company 

Profit 

Tax 

Rate 

Aerospace & defense 

$17,684 

$285 

1.6% 

Transportation 

14,309 

619 

4.3% 

Industrial and farm equipment 

6,489 

406 

6.2% 

Telecommunications 

73,203 

5,465 

76% 

Electronics, electrical equipment 

47,023 

5,095 

10.8% 

Petroleum & pipelines 

42,530 

5,652 

13.3% 

. Miscellaneous services 

61,378 

8,855 

14.4% 

Utilities, gas and electric 

53,794 

7,767 

14.4% 

Computers, office equip, software, data 

74,904 

11,949 

16.0% 

’ Metals 8f metal products 

7,814 

1,362 

17.4% 

, Financial 

285,589 

56,222 

19.7% 

Chemicals 

5,424 

1,129 

20.8% 

: Pharmaceuticals & medical products 

71,010 

15,339 

21.6% 

> Miscellaneous manufacturing 

27,319 

6,043 

22.1% 

Health care 

25,432 

5,674 

22.3% 

Publishing, printing 

11,103 

2,551 

23.0% 

Motorvehicles and parts 

6,097 

1,418 

23.3% 

1 Food & beverages & tobacco 

74,024 

17,589 

23.8% 

Household & personal products 

19,354 

4,668 

24.2% 

^ Retail & wholesale trade 

132,558 

36,692 

27.7% 

ALL INDUSTRIES 

$1,057,038 

$194,799 

18.4% 


At least on the margin, such a wide range of effective corporate tax rates among industries has 
to have some bad effects in misallocating America’s capital resources. The same is true for the 
range of effective tax rates among corporations in the same industry. 


The disparities in effective U.S. tax rates among industries just cited are largely due to tax 
subsidies that are supposed to encourage domestic investment and job creation. As noted above, 
our research has found these domestic subsidies to be either ineffective or economically harmful. 


^ In fact, we found that the opposite was true. See, e.g.. The Failure of Corporate Tax Incentives (1985); Money for Nothing 
(1986), and Corporate Income Taxes in the Bush Years (2004). 
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But whatever you think of these kinds of subsidies, there is another category of corporate tax 
subsidies that are even worse: ones that tilt the playing field to favor foreign activities over U.S, 
investment and jobs. 

b. Offshore profit shifting and export of jobs 

A major way that business tax subsidies hurt our economy and jobs is that some of the largest 
subsidies encourage corporations to shift profits, and sometimes jobs, offshore. 

Let’s start with some background. The primary goal of our international corporate tax rules should 
be to assure that profits earned in the United States are subject to U.S. corporate income tax — 
whether those profits are earned by American-based or foreign-based corporations. A secondary, 
but still important goal, should be to avoid creating a tax advantage for corporate investments 
abroad versus domestic investments. To avoid double taxation of corporate overseas profits, our 
tax rules provide a tax credit for taxes paid to foreign governments on foreign earnings. 

But our system has a key defect. It allows corporations to indefinitely “defer” reporting on their 
tax returns profits earned, or ostensibly earned, by their foreign subsidiaries. This means that 
corporations can avoid paying U.S. taxes, and often any taxes, on profits that they can persuade 
the IRS are “foreign." To compound this problem, the rules allow corporations to reduce their U.S, 
taxable income by some of their costs of earning foreign profits. The Treasury Department 
estimates that its short list of offshore corporate tax subsidies will cost the government $50 
billion in fiscal 201 1 alone. Many analysts believe that the real cost Is much higher when offshore 
subsidies not on Treasury’s list are taken into account. 

(1) Offshore profit shifting 

Companies with valuable intellectual property, such as high-tech companies, drug companies and 
the like, often are able to use complicated tax schemes to move, for tax purposes, what are 
actually profits earned in the United States to offshore tax havens where those profits go untaxed. 
Meanwhile, these companies often can deduct some of the cost of earning these so-called 
“foreign” profits to reduce their remaining U.S. taxable income. 

There are many parts to these complicated tax shelters, including mispricing of intracompany 
transactions to shift deductions into the United States and revenues outside the United States. 
But the key to making these schemes work is the fact that U.S. corporations do not have to report 
the profits of their foreign subsidiaries on their U.S. tax returns. Ending this “deferral” privilege 
would eliminate most of this kind of tax sheltering activity. 

(2) Incentives to move jobs out of the United States 

In some cases, our tax system encourages companies to shift actual investment and jobs away 
from the United States, Of course, there are many reasons why American companies may want to 
do business outside of the United States, There may be opportunities to sell products or to obtain 
cheap labor, for example. But our tax code can magnify those advantages by making it more 
profitable, after taxes, to create jobs in low-tax countries. This violates what should be the second 
goal of our international corporate tax system: to avoid favoring foreign investment over U.S. 
investment. 
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Of course, corporate lobbyists are not lacking in arguments about why it's somehow a good idea 
to tilt the tax playing field in favor of foreign investment. And, of course, they don't phrase their 
arguments that way, preferring instead to claim that foreign investment is actually good for U.S. 
jobs. But our experience with the notable shift in Jobs away from the United States over the past 
decades strongly indicates that these claims don’t hold water. We have written about this topic 
in depth in reports on our website (www.ctj.org), but here is just one prominent example: 


■ In 2004, Congress enacted the “American jobs Creation Act,” which added more than $200 
billion in new corporate tax subsidies over 10 years. It was a bill that the General Electric 
Company helped write and in which GE gained billions of dollars in new subsidies, particularly 
for its offshore activities. GE promised, of course, that these new subsidies would be good for 
our economy and U.S. jobs. But six years later, GE had cut its American workforce by 32,000 
jobs, a 19 percent drop, while increasing its foreign jobs by 8,5 percent. In 2004, 54 percent 
of GE employees were in the United States. By 2010, that had dropped to only 46 percent. 


Of course, corporate lobbyists will relentlessly tell Congress that businesses need tax subsidies 
from the government in order to be successful. They promise more jobs if they get the subsidies, 
and threaten economic harm if they are denied them. A central claim in the lobbyists' arsenal of 
falsehoods is the assertion that their clients need still more tax subsidies to compete because U.S. 
corporate taxes are much higher than foreign corporate taxes. 


To evaluate this claim, we recently took a look at the corporations in our 2001-03 study cited 
earlier. Of the 275 companies in that study, 106 reported significant foreign profits. Here’s what 
we found about their effective tax rates; 


Three-quarters of the 106 corporations paid higher 
foreign tax rates on their foreign profits than they 
paid to the United States in federal and state income 
taxes on the U.S. profits. 


On average for all 106 corporations, the effective 
foreign tax rate on their foreign profits was 29.3 per- 
cent. That was more than a third higher than the 
21,3 percent U.S. federal and state rate they paid on 
their U.S. profits.^ 


Effective tax rates: 

US federal & state tax rates on U.S. Income 
vs, foreign income taxes on foreign income for 
106 U.S. companies with significant foreign profits 
2001-03 total ($-billion) 

Profit T ax Rate 

USfed& state $ 562.6 $121.0 21,5% 

Foreign 304.7 89,3 29.3% 

Foreign /US 136% 


We have not yet compiled comprehensive recent data on U.S. versus foreign effective tax rates, 
although we doubt that things have changed very much since the early 2000s. We can, however, 
point to a few recent examples: 

■ Over the 2006-10 period, General Electric’s U.S. federal tax rate on the $26.3 billion in pretax 
U.S. profits it reported to its shareholders was a negative 1 5.8 percent (GE enjoyed a net of 
$4.2 in tax rebates from Uncle Sam). In contrast, GE’s foreign tax rate on its $67.7 billion in 
reported foreign profits was 19.6 percent. 


■’The profits referred to here are the U.S. and foreign pretax profits that companies report to their shareholders. These 
profit figures are often quite different from the geographic profit allocations that companies report to the IRS, because 
of tax schemes that shift what should be taxable U.S. profits to offshore tax havens. At ieast in 2001-03, corporations 
generally seemed to be more accurate in reporting to their shareholders than to the IRS. 
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■ In 2009, ExxonMobil says it paid a 49.2 percent effective foreign tax rate on its foreign profits. 
But on its U.S. profits, it paid no federal income tax at all, but instead got a rebate of $0.8 
billion. 

We can also point out that a 2007 study by the Bush Treasury Department also concluded that the 
effective U.S. corporate tax rate is lower than the average corporate effective tax rate imposed 
by our major competitors.'' 

3. Tax fairness 

Since the mid-1 990s, expanded business subsidies have sharply reduced taxes on capital income, 
so that such income is now taxed at far lower rates than workers pay on their wages. That’s unfair 
in and of itself In addition, because capital income is so concentrated on high-income people, the 
tax subsidies for capital income also undermine the progressivity of our tax system. 

Subsidies that reduce federal income taxes on C corporations: 

If one looks at the tax subsidies for C corporations on Treasury’s official list for fiscal 201 1 and 
compares that to what corporate income tax payments would be without the subsidies, one finds 
that in the current fiscal year, tax subsidies are expected to reduce corporate income taxes by a 
staggering 44 percent. But that's not the full story, because some corporate tax subsidies are not 
included on Treasury’s list. As I noted earlier, we’re working on a new comprehensive study of the 
taxes paid or not paid by America’s biggest and most profitable companies, and our preliminary 
results so far suggest that corporate tax subsidies are now larger than corporate taxes paid. 

Subsidies that reduce federal income taxes on C corporation shareholders (individuals): 

Corporate profits are not only largely untaxed at the corporate level, they’re also barely taxed at 
the personal level. 

■ Two-thirds of stock dividends paid to individuals, directly or into retirement plans or 
charitable coffers, are effectively taxed at a zero rate or less, and stock dividends that are 
reported on personal income tax returns are generally subject to a top tax rate 20 points 
below the regular rates. 

■ Most capital gains on corporate stock are never realized and thus are never subject to income 
tax, and even when such gains are realized, they are subject to a top tax rate 20 points below 
the regular rates. 

■ According to the IRS, the 400 individuals with the highest adjusted gross income reported on 
their tax returns now pay only 14 or 15 percent of their reported income in federal income 
taxes, mainly because of the low tax rate on realized capital gains (some of which “capital 
gains" are probably disguised wages). But when you think for a minute, you know that even 
that paltry 14 percent rate is a far higher rate than these extraordinarily well-off people 
actually pay, since a large portion of capital gains are never cashed in, and thus go untaxed. 


^U.S. Department of the Treasury, “Treasury Conference on Business Taxation and Global Competitiveness: Background 
Paper," July 23, 2007. 
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■ It's worth noting that about 70 percent of the tax savings from the low tax rates on the small 
portion of capital gains and stock dividends that is subject to personal income tax goes to the 
best-off one percent. 

The bottom line is this: When one adds up the federal income taxes paid by corporations and their 
shareholders, it is clear that there is no “double tax,” as some corporate lobbyists and economists 
claim. In fact, there is not even a single tax. 

In contrast, most wages are subject to both personal income tax and payroll tax. And this “double 
tax" adds up to a much higher effective rate on wages than the rate imposed on capital income. 

This disparity between the relatively heavy taxation of wages and the light taxation of capital 
income is a key reason why combined federal, state and local taxes of all kinds are now virtually 
flat across all income groups from the middle of the income scale to the best-off one percent.^ 

Conclusion 

Curbing the many ways we now subsidize businesses through the tax code is long overdue. ^ 
President Reagan’s 1986 Tax Reform Act, along with lessons learned thereafter, can provide an 
excellent template for action. 

On the corporate side, we need to start with a serious reform of our international tax system. 
Getting rid of “deferral” is the key to eliminating artificial offshore profit shifting and ending tax 
incentives for companies to invest abroad instead of here in the United States. Once we clean up 
our international tax mess, then we are likely to find it far more attractive to crack down on 
unaffordable and unwarranted domestic business tax subsidies as well. 

With regard to business subsidies in the personal income tax, we would start by going after tax 
subsidies for capital gains and stock dividends, and go on from there. 

More details on our reform proposals can be found on our website (www.ctj.org). 

Of course, there are many non-business subsidies in the tax code. A large proportion of them, 
however, are means-tested in one way or another, which makes many of them praiseworthy or 
at least inoffensive in terms of equity. On the other hand, there’s no doubt that there are personal 
tax subsidies that are unwarranted or far less desirable than continuation of other spending 
priorities.^ 

That said, we firmly believe that business subsidies are the biggest problem in the tax code today. 
They are distributionally harmful, which means they create even greater inequality. They should 


®CTJ, “All Americans Pay Taxes” (April 2010). 

^Of course, the time may not yet be ripe to do so. We may be wise to wait until the many current members of 
Congress who believe that eliminating virtually any subsidy administered by the IRS entails an unacceptable “tax 
increase” are either persuaded otherwise or move on to other careers. 

^It would be remiss not to mention that requiring the IRS to administer so many tax-based spending programs outside 
its field of expertise surely interferes with the IRS’s main mission: to collect taxes as fairly and as simply as possible. 
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have little economic appeal to anyone who believes that business investment decisions are usually 
best left to market forces. And curbing corporate subsidies is one of the few kinds of spending 
cut that enjoys wide public support. 

So, as you take on the delicate task of reducing long-term budget deficits without endangering 
the fragile economic recovery, we urge you to make elimination or reduction of business tax 
subsidies your highest priority. Doing so can slash the deficit while retaining essential programs, 
improve economic efficiency, add jobs and make America a more equitable society. 


Citizens for Tax Justice 
1 616 P Street, NW 
Washington, DC 20036 
202-299-1066 • ww, ctj.org 
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Chairman CONRAD. Thank you, Mr. McIntyre. 

Next, we will hear from Mr. Hodge, the President of the Tax 
Foundation. Welcome. Good to have you before the committee. 
Please proceed with your testimony. 

STATEMENT OF SCOTT HODGE, PRESIDENT, TAX FOUNDATION 

Mr. Hodge. Thank you, Mr. Chairman and members of the com- 
mittee. The immutable principles of economically sound tax policy 
tell us that taxes should be neutral to economic decisionmaking, 
they should be simple, transparent, stable, and they should pro- 
mote economic growth. In other words, an ideal tax system should 
only do one thing and do it well, and that is just raise a sufficient 
amount of money for the government activities while doing the 
least amount of harm to the economy, and I think everyone on this 
committee will agree that the U.S. tax system is far from that 
ideal. 

Over the past two decades, we have asked the tax code to direct 
all manner of social and economic behavior, such as buying hybrid 
vehicles, turning corn into gasoline, encouraging people to save 
more for retirement, purchase health care, buy a home, replace the 
windows in that home, adopt children, put them in day care, take 
care of grandma, buy bonds, spend more on research, purchase 
school supplies, go to college, invest in historic buildings, and on 
and on and on. In too many respects, the IRS has become a sub- 
stitute for every other cabinet agency, from Energy to Education to 
HHS and HUD. 

And thanks to the generosity of the credits and deductions in the 
tax code, a record 52 million taxpayers, or 36 percent of all filers, 
pay no income taxes at all and are now off the tax rolls. In other 
words, they have no skin in the game. And indeed, many of these 
people now look to the IRS as a source of income, thanks to more 
than $100 billion worth of refundable tax credits paid out to people 
who have no income tax liability at all. 

You know, the OECD reports that the U.S. has the most progres- 
sive income tax system of any industrialized country. Indeed, the 
top 1 percent of U.S. taxpayers now pays a greater share of the in- 
come tax burden than the bottom 90 percent combined. 

But the entire Federal fiscal system is progressive, not just the 
tax code. Tax Foundation economists have estimated that the ma- 
jority of American families now receive more in government spend- 
ing benefits than they pay in taxes. And overall, the Federal fiscal 
system, between taxes and spending, combine to redistribute more 
than $824 billion from the top 40 percent of families to the bottom 
60 percent. 

Unfortunately, many companies and industries, as Bob has men- 
tioned, are now looking to the IRS as a source of income, too. In 
fact, a recent case, one-third of the profits of a major appliance 
company came from the Energy Production Credits, and I doubt 
that when Members of Congress enacted that program that they 
thought that it would be to this appliance company what the EITC 
is to poor people, an income subsidy. 

And today, the biggest crises facing working families and the 
economy are health care, housing, and local government finances. 
And ironically, these are the areas in which the government and 
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the tax code are most involved. So the cure to what ails these in- 
dustries is that we wean them off the tax code, not give them more 
subsidies. 

The tax preference for employer-provided health insurance has 
undermined in health care the market forces that deliver quality 
goods and services to everything from bread to computers. Housing 
suffers a similar problem because of the plethora of tax and spend- 
ing subsidies intended to promote home ownership. One study de- 
termined that the MID is an ineffective policy to promote home 
ownership and to improve social welfare. And it should be 
noted 

Chairman CONRAD. Can I just stop you on that? 

Mr. Hodge. Yes. 

Chairman CoNRAD. You were referencing there the Mortgage In- 
terest Deduction? 

Mr. Hodge. I apologize for using the acronym. 

Chairman CoNRAD. Yes. You know, any time, because we have 
people watching this 

Mr. Hodge. Geek-speak. 

Chairman CONRAD. Yes. So I know in the Washington commu- 
nity and Congress, everybody knows what that is, but if you will 
use the words so that people listening know what it means, as well. 

Mr. Hodge. My apologies. It should be no surprise that State 
and local debt has soared from $1.5 trillion in 2000 to $2.4 trillion 
today because local governments can pass off some of that cost to 
Uncle Sam through State and local tax deductions and subsidized 
municipal bonds. 

And we have, because, I think, in part, the rising local taxes, 
more and more Americans are finding themselves trapped by the 
AMT. 

But Washington can actually do more for the American people by 
doing less. The solution lies in fundamental tax reform, which 
means lowering tax rates while eliminating many of the pref- 
erences in the tax code. And a good starting point could be the Zero 
Plan by Erskine Bowles and Alan Simpson. And it is certainly not 
a perfect plan, but it does demonstrate that Americans could enjoy 
lower tax rates and the government could raise as much money if 
some, if not all, of the tax expenditures were eliminated. 

That said, with $1.5 trillion deficits, it is tempting to look at clos- 
ing loopholes as a honey pot for deficit reduction, but I believe that 
would be a mistake. The primary goal of fundamental tax reform 
should not be raising more money for the government. It should be 
to improve the nation’s long-term economic growth and lift the liv- 
ing standards of every American. 

Economists at the OECD in Paris, the Organization for Economic 
Cooperation and Development, have determined that high cor- 
porate and high personal income tax rates are the most harmful 
taxes for long-term economic growth. Unfortunately, of course, as 
many of you know, the U.S. has one of the highest corporate tax 
rates in the industrialized world, and as I mentioned, we have one 
of the most progressive personal income tax systems in the indus- 
trialized world. 

Fundamental tax reform can restore the nation’s competitiveness 
and put us on a growth path for the future. And not only will this 
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improve the living standards of all Americans, but it will improve 
the nation’s fiscal health, as well, and that is a win-win for every- 
one. 

Thank you very much, Mr. Chairman. I welcome any questions 
that you may have. 

[The prepared statement of Mr. Hodge follows:] 
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Mr. Chairman and members of the Committee: 

I am Scott Hodge, president of the Tax Foundation. ’ITiank you for the opportunity to speak to you today 
reading the distributional and economic issues surrounding tax expenditures in the federal budget. 

Founded in 1937, the Tax Foundation is the nation’s oldest organisation dedicated to promoting 
economically sound tax polic)’ at the federal, state, and local levels of government. We are a non-partisan 
501(c)(3) organization. 

For nearly 75 years, the Tax Foundation’s research has been guided by the immutable principles of 
economically sound tax policy that were first outlined by Adam Smith: Taxes should be neutral to economic 
decision making; they should be simple, transparent, and stable; and they should promote economic growth. 

In other words, the ideal tax system should do only one thing; raise a sufficient amount of revenues to fund 
government activities wth the least amount of harm to the economy. As Jean Baptiste Colbert famously 
wrote, '‘The art of taxation consists in so plucking the goose as to obtain the largest amount of feathers with 
the least amount of hissing.” 

By all accounts, the U.S. is far from that ideal. According to the National Taxpayer Advocate, tax complexity 
is the number one issue facing taxpayers and the TRS today, Ihe main cause of that complexity has been the 
proliferation of credits, deductions, and preferences built into the tax code. 

Introduction 

Over the past two decades, lawmakers have increasingly asked the tax code to direct all manner of social and 
economic objectives, such as encouraging people to: buy hybrid vehicles, turn corn into gasoline, save more 
for retirement, purchase health insurance, buy a home, replace the home’s windows, adopt children, put them 
in daycare, take care of Grandma, buy bonds, spend more on research, purchase school supplies, go to 
college, invest in historic buildings, and the list goes on. 


1 
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In too many respects, the IRS has become an extension of, or rather a substitute for, every other cabinet 
agency, from Energy and Education to HHS and HUD. But perhaps the most troubling development in 
recent years is that the efforts of lawmakers to use the tax code to help low- and middle-income taxpayers 
have knocked millions of taxpayers off the tax rolls and turned the IRS into an extension of the welfare state. 

Today, a record number of Americans — 52 million, or 36 percent of all filers — have no direct connection 
with the basic cost of government because they pay no income taxes. If we add this group to the people who 
have some income but don’t file a tax return, the ranks of American households outside the income tax 
system rise to 48 percent’ 

Indeed, many of these 52 million tax filers now look to die IRS as a source of income thanks to the more 
than $100 billion in refundable tax credits paid to people who have no income tax liability. 

As a result of removing millions of people from the bottom of the tax rolls, we have dramatically reduced the 
number of people with “skin in the game.” Indeed, the top 1 percent of taxpayers now pays a greater share of 
the income tax burden than the bottom 90 percent combined. 

Sadly, individuals are not the only taxpayers looking to the IRS as a source of income. The proliferation of tax 
credits aimed at promoting technologies such as renewable energy and fuel-efficient products has addicted 
many companies and industries to IRS handouts. In a recent case, one-third of the profits of a major 
apphance company were attributable to energy producrion credits. 

Ironically, but perhaps not surprisingly, the sectors suffering tlie biggest financial crises today — health care, 
housing, and state and local governments — all receive the most subsidies through the tax code, ’llic cure for 
what ails these industries is to be weaned off the tax code, not given more subsidies through such things as 
the First Time Homebuyer’s Credit, Premium Assistance credits, or more tax-free bonds. 

Washington can actually do more for the American people by doing less. The solution Hes in fundamental tax 
reform. Indeed, as the plan authored by Erskinc Bowles and Alan Simpson (co-chairmen of President 
Obama’s National Commission on Fiscal Responsibility and Reform), demonstrated, Americans could enjoy 
much lower tax rates, and the government could raise the same amount of revenue if most — ^if not all — tax 
expenditures were eliminated. 

That said, the primary goal of fundamental tax reform should not be raising more money for government. 

The primary goal should be improving the nation’s long-term economic growth and lifting living standards. 

Economists at the OECD have determined that h^h corporate and personal income tax rates are the most 
harmful taxes for long-term economic growth. Unfortunately, the U.S. has one of the highest corporate 
income taxes among industrialized nations and one of the most progressive personal income tax systems. 

Cutting these rates while broadening the tax base would gready improve the nadon’s prospects for long-term 
GDP growth. The benefits of higher economic growth will accrue to taxpayers and Uncle Sam alike. 

What Are Tax Expenditures? 

According to thejoint Committee on Taxation, “tax expenditures include any reductions in income tax 
liabilities that result from special tax provisions or regulations that provide tax benefits to particular 
taxpayers.”^ These special preferences are called tax expenditures because some people consider them the 
equivalent of direct spending through the tax code. 


2 
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However, aside from the refundable cash ouday portion of some credits, tax expenditures are really not the 
same as direct spending. Instead, they are an attempt to achieve certain public policy goals by inducing or 
incendng taxpayers with the prospect of a lower tax bill. Essentially, lawmakers are trying to get taxpayers to 
achieve these policy objectives by using their own money, not “the government’s.” 

To be sure, many people improperly view the forgone ret'^enue from tax expenditures as “the government’s 
money.” By this view, what the tax code allows taxpayers to keep tlirough tax preferences has thus been 
“spent” in the same manner as a government program. 

But there is a very real moral and functional difference between the government taking SI, 000 from a 
taxpayer and giving it to the Department of Energy for switch grass research, and a tax preference which 
allows that taxpayer to keep $1,000 of his own money because he purchased new windows for his home. The 
tax credit may be poor tax polic}% but the transaction is clearly one that the taxpayer chose of his own accord. 
The government did not actively take his money and give it to Home Depot for the new windows. 

How Many Tax Expenditures Are There? 

VC’hile estimates of tax expenditures vary, there is no doubt that their numbers have grown in recent years. 
Table 1 in the Appendix to this report illustrates the growth in the number of tax expenditures according to a 
recent analysis by economists at the OECD. In 2002, the OECD identified 135 separate tax preferences in 
the U.S. tax code. By 2010, the number had increased to 164, a jump of 21 percent 

ITie biggest growth in tax expenditures was in the area of industry-specific provisions, where the number 
jumped from 35 to 54 between 2004 and 2008. The majority of these new industry-specific provisions were 
targeted to businesses involved in renewable energy and energy efficiency. 

Which Are the Largest Categories of Tax Expenditures? 

According to the President’s FY 201 1 budget documents, corporate and individual tax expenditures will total 
more than $1 trillion this year. The vast majority of these tax preferences, roughly $900 biUion, operate 
through the individual side of the tax code. 

Both the Joint Committee on Taxation and the Treasury caution against viewing the estimated cost of rax 
expenditures as the amount that could be raised if the preferences were eliminated. Eliminating a preference 
causes numerous behavioral and substitution effects that are not captured in these budgetary estimates. Thus, 
eliminating a provision could raise substantially less new revenue than the budgetary' cost associated with it. 

With that cautionary note in mind, Figure 1 shows the composition of the largest categories of tax 
expenditures in FY 2011. By far the largest of these, at S174 bOlion, is the tax exclusion for employer- 
provided health insurance. Tlie next largest category', at $135 billion, is for the collection of tax exclusions for 
pensions. 401 (k)s. Individual Retirement Accounts, and Keogh plans. 
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For the sake of 
comparability, weVe 
included the actual 
outlay cost of the 
refundable portion of 
tax credits even though 
they are not included in 
the overall cost of 
traditional tax 
expenditures. However, 
as we will discuss later, 
they are among the 
fastest-growing tax 
preferences and now 
comprise the third- 
largest category of 
preferences in the tax 
code with an actual cost 
ofSlOS bimonin2011. 

The amount of 
corporate “loopholes” is 

actually much less than what is commonly thought. Overall, the roughly 80 separate corporate tax preferences 
have a combined budgetary' cost of roughly $102 billion in FY 201 1, only sHghdy larger than the cost of the 
mortgage interest deduction alone. 

As Figure 1 shows, the mortgage interest deduction confers roughly $89 billion in benefits to homeowners 
and the housing industry each year. State and local governments receive about $87 billion in benefits through 
the combined effects of the deduction for state and local raxes and through tax-exempt bonds. Lastly’’, 
charities benefit from about $46 billion in budgetary resources each year. 

Tax Expenditures and Distributional Issues 

One of the dominant issues in any discussion of tax expenditures is who benefits from them. Because the 
value of a tax deduction depends upon the taxpayer’s marginal tax rate, many of the largest and best known 
tax preferences, such as the mortgage interest deduction, do tend to benefit upper-income taxpayers. 
Hovt'ever, over the past 20 y^ears or so, lawmakers have increasingly turned to using tax credits to benefit low- 
and middle-income taxpayers. This has had the unintended consequence of removing millions of taxpayers 
from the tax rolls altogether. 

Setting aside for the moment the question of the true economic incidence of tax expenditures (i.e. who 
ultimately benefits from them), the major individual tax expenditures arc largely claimed on the returns of 
upper-income taxpayers. For example, according to the Joint Committee on Taxation, 64 percent of the 
benefits of the mortgage interest deduction flow to taxpayers earning over $100,000, while 81 percent of the 
benefits of the deduction for state and local taxes (income, property, and sales) went to the same group.3 
Many rightfully argue that these provisions effectively subsidize high-tax communities at the expense of low- 
tax communities or subsidize homeowners at the expense of renters. 

Similarly, JCT found that 80 percent of the benefits of the charitable deduction went to taxpayers earning 
over $100,000. To be sure, Americans earning under $100,000 give billions each year to charity, but because 


Figure 1: Major Categories ofTax Expenditures FY 
2011 
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they are not among the roughly one-third of taxpayers who itemize on their tax returns, the tax code does not 
reward them for their generosity. 


The Growth of the Nonpaying Population 


While the tax code’s benefits to high- 
income taxpayers are well 
documented, less attention has been 
given to the growth in tax benefits 
targeted to low- and middle-income 
taxpayers. Since the early 1990s, 
lawmakers have increasingly used the 
tax code instead of government 
spending programs to help low- 
income and middle-class taxpayers. In 
terms of tax revenue, the most 
significant of these socially targeted 
credits was the $500 per-chtld tax 
credit enacted in 1997. The 2001 and 
2003 tax bills doubled the value of the 
credit to S1,000 and added a 
refundable component. 

Most tax credits can only reduce the 
amount a taxpayer owes to zero, but 
the EITC and the child tax credit are also refundable, meaning diat taxpayers are eligible to receive a check 
even if they have paid no income tax during the year. Those tax returns have become, in effect, a claim form 
for a subsidy delivered through the tax system in much the same way that a traditional government program 
sends out a welfare check or a farm support check. 


In 2008, according to the most 
recent IRS data available, 25 million 
tax filers received $51.6 billion in 
EITC benefits. Of this amount, 
$50.5 billion was refundable in 
excess of their income tax liability. 
Also in 2008, some 25.3 million 
filers received $30.7 billion in child 
tax credit benefits, with more than 
18 million of these filers getting 
$20.5 billion in refundable checks. 
Many families arc eligible for both 
the EITC and the child credit. 
These are not refunds of overpaid 
tax; they are payments to people 
who have already gotten back 
everything that was withheld from 
their paychecks during the year. 

Figure 2 shows the fluctuation in 
the number and percentage of 


Figure 3: Growth in Rehtndable Tax Credits from 
1996 to 2006 
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nonpayers since 1950 and how that has soared over the past decaded The percentage of tax returns with no 
liability was fairly low in the 1960s and again in the early 1980s. The recent growth in the number of 
nonpayers was accelerated by two major tax changes enacted during the 1990s, followed by the Bush tax cuts 
in 2001 and 2003, and then the Economic Stimulus Act of 2008, which included a tax rebate of $300 per 
person, $600 per couple. 

In 2008, these tax rebates boosted the number of nonpayers to nearly 52 million, or roughly 36 percent of all 
tax fliers. Moreover, the rebates boosted the maximum income for nonpayers to more than $56,700. In the 
absence of tlie rebates, the threshold would have been roughly $44,500. 

When the final IRS data is tallied for tax years 2009 and 2010, it is likely that the number of nonpayers could 
approach 40 percent due to President Obama's making-work-pay credit, first-time homebuyer credit, and 
American Opportunity tax credit. As a rule of thumb, we can now expect that the typical family of four 
earning up to $50,000 will owe no income taxes.^ 

Refundable Credits Soar 

Since it was enacted in 1913, the income tax code has contained provisions — such as the standard deduction, 
personal exemption, and dependent exemption — that exempted low-income workers from tax or greatly 
reduced their income tax burden. 

But starting with the earned income 
tax credit (EITC), and then the child 
tax credit, the IRS was required to 
send a “refund” check to taxpayers 
even though they had no income tax 
liability. 


As Figure 3 shows, the amount of 
refundable checks sent by the IRS to 
nonpayers has doubled in real terms 
between 1996 and 2008, growing 
from $36 billion to over $72 billion. 
These credits are so generous, that 
the Joint Committee on taxation 
estimates that in 2009, they exceeded 

the employee share of payroll taxes 
for 23 million tax filers and exceeded 
the employer’s share of payroll taxes 
for 15.5 million filers.'’ 

In recent years, more and more tax 
provisions are resulting in a cash 

outlay from the IRS. As Table 1 
shows, in 2011 there are 13 tax 
provisions that will result in $108 
bilHon in outlays. In five years, after 
the Premium Assistance Credit takes 
effect in 2014, tax outlays will top 
$117 billion. 


Table 1: Outlay Components of Tax Credits in 2011 and 2016 


Outlay 

Outlay 


Component 

Component 


2011 

2016 

Tax Provision 

($Billions) 

($Bimons) 

Earned Income Tax Credit 

$54.96 

144.91 

C^lhild Tax Credit 

24.17 

24.17 

Making Work Pay 

20.49 

0 

Health Coverage Tax Credit 

0.15 

0.15 

Adoption Credit 

0.41 

0 

Build America Bonds 

2.59 

2.45 

Premium Assistance Tax Credit 

0 

43.84 

Small Business Credit 

0.18 

0.32 

Energy Productit>n Grants 

4.2 

0.62 

Credit for holding clean renewable 
energy bonds 

0.02 

0.03 

Qualified energy consen’’ation bonds 

0.05 

0.06 

Recover^.' Zone Bonds 

0.12 

0.13 

Credit for holders of zone academy 
bonds 

0.02 

0.03 

Qualified school construction bonds 

0,85 

1.02 

Total = 

$108.21 

$117.73 
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Tax Expenditures and Progressivity 

There is a common belief that because so many tax expenditures benefjt upper-income taxpayers, the “rich” 
are not paying their fair share of taxes. Nothing could be further from the truth. 

Indeed, because of the expansion of tax benefits aimed at low- and middle-income households, the OECD 
finds that the U.S. has the most progressive income tax system of any industriali 2 ed country. What that 
means is that the top 10 percent of U.S. taxpayers pay a larger share of the income tax burden than do the 
wealthiest decile in any other industrialized country, including traditionally “high-tax” countries such as 
France, Italy, and Sweden.'^ 

Meanwhile, because of the generosity of such preferences as the EITC and child credit, low-income 
Americans have tlie lowest income tax burden of any OECD nation. Indeed, the study reports that while 
most countries rely more on 
cash transfers than taxes to 
redistribute income, the U.S. 
stands out as “achieving 
greater redistribution 
through the tax system than 
through cash transfers.”® 

The share of the income tax 
burden borne by America’s 
wealthiest taxpayers has 
been growing steadily for 
more than two decades. 

Figure 4 compares the share 
of income taxes paid by the 
top 1 percent of taxpayers to 
the share paid by the 
bottom 90 percent of 
taxpayers. 

The chart shows that, as of 
2008, the top 1 percent of 
taxpayers paid 38 percent of 
all income taxes, while the bottom 90 percent of taxpayers paid just 30 percent of the income tax burden. By 
any measure, this is the sign of a very progressive tax system. 

Measuring the Distribution of Both Taxes and Spending 

While the topic of this hearing is the distribution and efficiency of tax expenditures, it is a mistake to focus 
solely on the distributional effects of tax policy without considering the distributional effects of spending. 
After all, federal spending is intended to achieve various policy objectives and beneSt different groups of 
Americans in different ways. Thus, it is important to look at the progressivity of the entire fiscal system, not 
just the tax side. 

In an important 2009 study, in order to gain a better understanding of the overall amount of redistribution 
that occurs through both tax and spending policies, Tax Foundation economists measured how much 
families at various income levels paid in taxes versus how much they received in spending benefits. The 


Figure 4: Tax Burden ofthe Top 1% ofTaxpayers Now 
Exceeds the Share Paid by Bottom 90% 
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results of this analysis show that federal tax and spending policies are very heavily dlted to the poor and 
middle-class, even before considering the Obama administration’s major policy initiatives such as health care 
reform. For 2010, the Tax Foundation report found that the bottom 60 percent of American families 
received more in government spending than they paid in taxes. 

Not surprisingly, as Figure 5 
shows, government spent $10.44 
on the iowest-income families 
for every dollar they paid in 
taxes. Remarkably, families in the 
middle-income group received 
$1.15 for every dollar they paid 
in taxes. 


By contrast, the top 40 percent 
of families paid more in taxes as 
a group than they received in 
government spending benefits. 

’ITie highest-income families 
received 43 cents in government 
spending for every doUar they 
pay in taxes, even though they 
are assumed in this study to 
disproportionately benefit from 
public goods such as national 
defense. 

Overall, federal tax and spending policies combined to redistribute more than $824 billion from the top 40 
percent of families to the bottom 60 percent of families in 2010. In other words, the entire federal fiscal 
system is very progressive and redistributive. 

Tax Expenditures Are the Cause of Today’s Financial Crises 

Today, the biggest financial crises facing working families and the economy are health care, housing, and state 
and local government finances. Ironically, these are the areas in which government is already the most 
involved. 

For example, the tax preference for employer-provided health insurance creates a classic third-party payer 
problem in which patient-consumers are disconnected from the cost of service. The cost of health care is 
soaring because we have an unlimited demand for health care since someone else is paying the bills. The 
market forces that deliver quality goods at low prices for everything fi:om toasters to automobiles have been 
disrupted in the health care system because it is tax preferred. The recent health care reform legislation will 
make this problem worse, not better. 

Housing suffers a similar problem because of the plethora of tax and spending subsidies intended to promote 
home ownership, Professor Dennis J. Ventry, Jr. of the UC Davis School of Law, calls the mortgage interest 
deduction (MID) the “accidental deduction,” because the authors of the original tax code never intended the 
deduction for personal interest expenses to subsidize home ownership.'^ 

Economists find that the MID gets capitalized into the price of homes and may amplify price volatility,^** 
which offsets whatever effect it has on promoting home ownership. The actual economic benefits of those 
capitalized costs tend to flow to the home builders and realtors, who have naturally been the most vocal 
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Figure 5 : Ratio of Federal Spending Benefits 
Received to Federal Taxes Paid in 2010 by Family 
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opponents of eliminating the MID. One study determined that the MID is ‘‘an ineffective poliq' to promote 
homeownership and improve social welfare.”^' 

While the lion’s share of the blame for the current housing crisis properly rests with government-sponsored 
enterprises Fannie Mae and Freddie Mac, the MID certainly played a role in encouraging some families to 
purchase homes that they really could not have afforded otherwise. Canada docs not have a mortgage interest 
deduction, yet its rate of homeownership is equal to that in the U.S. Even the Washington Post has editorialized 
that it is time to “[tjrim the excessive tax subsidy for real estate.”^^ 

The deduction for state and local taxes and the tax subsidies for municipal bonds allow local governments to 
raise taxes and pass as much as one-third of those costs to Uncle Sam. This is especially true for high-cost, 
high-tax suburban communities. Ironically, the state and local tax deduction is the primary reason more and 
more taxpayers in these high-^ urban areas — ^largely in so-called Blue States- — are being ensnared in the 
Alternative Minimum Tax. The AMT is not an issue for taxpayers in lower-tax states and communities. 

One study found that the state and local tax deduction leads to higher local fax revenues “by increasing the 
rate of local property taxation.” Specifically, the authors found “that if deductibilit}' were eliminated, the mean 
property tax rate in our sample of 82 communities would fail by 0.00715 ($7.15 per thousand dollars of 
assessed property), or 21.1 percent of the mean tax rate.”’-* 

In the same way that the MID encourages some families to purchase larger, more expensive homes than they 
otherwise could afford, federal tax subsidies for state and local activities may encourage some governments to 
buy more government than their taxpayers could otherwise afford. In recent years, state and local debt has 
grown significantly as a share of GDP according to Steven Malanga, a fellow with the Manhattan Institute. 

He estimates that; 

Over the last decade, through good times and bad, total state and local debt has soared from $1.5 
trillion in 2000 to $2.4 trilhon (in current dollars). 'X-^en that debt is added to other growing 
obligations that governments are racking up, using techniques like not paying their bills on time, state 

and local liabilities have increased from 1 5 percent of GDP in 2000 to an estimated 22 percent this 
year. In 1980, they were 12 percent^'* 

It is very hkely that these governments would not have borrowed as much as they did were it not for the fact 
that tax-free municipal bonds allow them to pass some of that cost off to the federal government. 

Dependent Corporate Interests 

History shows tliat lawmakers need to be very cautious about trying to use targeted tax preferences to 
promote specific industries or technologies because these preferences can create a dependent class of 
industries in the same way that refundable tax programs such as the EITC and child credit can create a 
dependent class of families. 

The recent tax policies aimed at promoting renewable energy sources and more efficient appliances provide 
two good examples. Many recent news reports have documented the fragihty of the wind and solar power 
industry without federal tax subsidies. During last December’s debate over the extension of the energ}' 
investment credit, the CEO of the American Wind Energy Association warned that without the tax credit the 
prospects for the industr)' would be “flatlinc or down.”’’ 

The Washington Post reports that the wind industry “has had its production tax credits lapse three times— in 
1999, 2001 and 2003. According to the American Wind Energy Association, new installed wind capacity 
declined 93, 73 and 77 percent, respectively.”’'^ In other words, without the ax subsidy, there is no 
investment. 
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According to a recent Bloomberg story, the tax incentives for the production of energy-efficient appliances have 
also resulted in very unintended consequences: 

Whirlpool Corp. wiU claim $300 million this year in U.S. tax credits for making energy-efficient 
appliances, collecting almost four times the government’s estimate for what all companies would 
receive from the tax incentive. 

The credit will generate about one-third of Wluilpool’s caniings this year, according to the 
company’s projections. 

Company filings show that as of Dec. 31, 2010, Whirlpool had $555 milHon in stockpiled business 
credits and $2 bihion in tax losses. Both can typically be used to offset up to 20 years of future 
income and taxes. 

When Congress created the tax credit in 2005 to encourage the production of energy-efficient appliances, it 
seems unlikely that lawmakers envisioned that it could someday comprise one-tliird of a company’s profits. 
For 'Whirlpool, the energy credit is an income subsidy in the same manner as the FJTC subsidizes the income 
of a poor family. 

Ironically, the stockpiling of tax credits can turn some companies info opponents of corporate tax reform. 
That is because these credits are booked as “assets” on the company’s balance sheet and have a value linked 
to the corporate tax rate of 35 percent. Should the corporate tax rate be lowered, to say 25 percent, then the 
value of those assets will fall by about one-third, which directly impacts the book value of the company. Since 
no CEO wants that, they have an incentive to lobby on behalf of higher corporate tax rates. 

Tax Reform Is the Solution 

In its 2010 Annual Report to Congress, the National Taxpayer Advocate idendfied tax complexity as the most 
serious problem facing taxpayers and the IRS, and urged lawmakers to simplify the system.'*^ 

Simply complying with the tax code costs taxpayers an estimated $163 billion each year. About 62 percent of 
all taxpayers use tax return preparers, but the percentage climbs to about 73 percent for those claiming the 
EITC.'^ Moreover, the complexity of EITC eligibility is a contributing factor to the estimated $10 billion to 
$12 billion in erroneous overpayments out of nearly $44 hilhon of total EITC claims in 2006.-'^ 

According to a recent Tax Foundation study, the “deadweight” costs, or excess burden, of the current 
mdividual income tax is not inconsequential, amounting to roughly 11 to 15 percent of total income tax 
revenues. This means that in the course of raising roughly $1 trillion in revenue through the individual 
income tax, an additional burden of $110 to $150 billion is imposed on taxpayers and the economy. 

New revenues should not be the primary goal of reform. To be sure, with the deficit now topping $1.5 
trillion, many lawmakers may look at eliminating tax “loopholes” and simplifying the tax code as an 
opportunity to raise more revenues. This should not be the primary goal of tax reform. The primary goal 
should be to promote long-term economic growth and better living standards for the American people. If the 
byproduct of increased economic growth is more tax revenues, then tliat is a win-win. 

Clearly, eliminating “loopholes” and other distortionary tax provisions can wring some of the deadweight 
losses out of the economy. But the key to promoting long-term growth is cutting top tax rates. A recent study 
by economists at the OECD found that corporate income taxes are the most harmful tax for long-term 
economic growth and that high personal income taxes were found to be the second-most harmful for long- 
term growth. 
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Not only does the U.S. have the most progressive income tax system among OECD nations, it also has the 
second-highest cor|'>orate income tax rate in the OECD. These high taxes on corporate and personal income 
are leopardizing the countr}'’s long-term prospects for growth. Cutting both personal and corporate income 
tax rates while eliminating tax expenditures would result in both improved GDP growth and a more efficient 
tax system. 


According to OECD economists, cutting the top personal tax rate can “raise producfmcv^ in industries with 
potentially high rates of enterprise creation.”^ In other words, low*er marginal rates can increase 
entrepreneurship and risk taking. Moreover, they find that “lowering srattitor)- corporate tax rates can lead to 
particularly large productivity gains in firms that are dtyiamic and profitable, i.e. those that can make the 
large.st contribution to GDP growth.” 

There are any number of plans that would greatly simplify the tax code, including the flat tax, Rep. Paul 
Ryan’s “Roadmap,” the FairTax, and the Bradford X-tax. A good illustration of how far tax rates can he 
lowered hj eliminating some or all of the tax expenditures in the code is the “Zero Plan” drafted by the 
chairmen of President Ohama’s Nadonal Commission on Fiscal Responsibility and Reform, Erskine Bowles 
and Alan Simpson.^^ 


As the table from the Bowles/Simpson report shows, below, eliininating all tax expenditures could lower the 
top corporate tax rate from 35 percent to 26 percent and the top individual rate from 35 percent to 23 
percent, 'lliis would also allow the lowest tax rate to be reduced from 10 percent to 8 percent. 


COMPREHENSIVE TAX REFORM 


DRAFT 
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With these optimal rates in mind, the plan shows lawmakers and taxpayers the cost of putting various credits 
and deductions back into the tax base. The more tax preferences you put back into die code, the higher the 
rates have to be to raise the same amount of revenues. 

For example, keeping the child tax credit and the EITC would boost the bottom individual rate from 8 
percent to 9 percent and the top rate from 23 to 24 percent. Every rate would have to go up another 3 
percentage points should lawmakers want to keep the child credit and EITC while slighdy scaling back the 
MID, health exclusion, and retirement benefits. The rates would have to go up another percentage point if all 
of these major provisions were kept unchanged in the current tax code. 

While these are difficult trade-offs to be sure, the goal of the process is to wring as much inefficiency out of 
the tax system as possible while rewarding taxpayers with lower rates and a simpler, less complicated tax code. 

Cautions and Caveats 

Not every tax expenditure listed by either the JCT or the Treasury should be put on the chopping block. 

Some measures listed as tax expenditures under the current tax code would be the norm under an ideal tax 
system. 

For example, bonus depreciation and other accelerated depreciation measures are currendy listed as tax 
preferences. Most economists would argue that the ideal tax system would allow for full expensing of 
business investment, so bonus depreciation should be seen as closer to the ideal than as a tax preference. 

Similarly, the preferential rates for capital gains and dividend income are currently seen as tax expenditures. 
But an ideal tax system would not double-tax corporate income as is currendy the case with capital gains and 
dividends. The flat tax, for example, would not tax capital gains or dividend income since that income is 
already taxed once at the corporate level 

The current system also treats the deferral of tax on profits earned abroad as a tax expenditure. These profits 
have already been taxed by the host country where they were earned and should not be taxed a second time 
when they are brought home to the U.S. Ideally, America should be movnng toward a territorial system of 
taxation of foreign profits, as have the majority of our major trading parmers. The E'nited Kingdom and 
Japan are the two most recent competitors to move toward such a system. 

The Research and Development tax credit is a trickier issue. On the one hand, a neutral tax system would not 
preference specific business activities such as research and development over other investments. However, 
many economists beheve that in the absence of such a preference, the free market would under-invest in 
R&D and the economy would suffer. Moreover, most of our major economic competitors have generous 
incentives for R&D, so to eliminate this incentive from our system may be hkened to unilateral disarmament. 

Conclusion 

The U.S. tax system is in desperate need of simplification and reform. The relentless growth of credits and 
deductions over the past 20 years has made the IRS a super-agenej^ engaged in poHcies as unrelated as 
delivering welfare benefits to subsidhiing the manufacture of energy^ efficient refrigerators. I would argue that 
were we starting from scratch, these would not be the functions we would want a tax collection agency to 
perform. 

While tax cuts will always curry more favor with voters than new spending programs, Washington needs to 
call a truce to using the tax code for social or economic goals, 'fhe consequence of tryhng to micromanage the 
economy as well as individual citizens’ behavior through the tax code is a narrow tax base and unnecessarily 
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high tax rates. These high rates are endangering America’s global competitiveness and undermining the 
nation’s long-term economic growth. 

Fundamental tax reform can restore the nation’s competitiveness and put us on a growth path for the future. 
Not only will this improve living standards in America, but it will improve the nation’s fiscal health. That is a 
win-win for evcrjmne. 

Thank you very much. 1 would welcome any questions you may have. 
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Appendix 1: How Do U.S. Tax Expenditures Compare to Other Nations? 

Compared to other industrialized nations, the U.S. is well above average in terms of the percentage of 
budgetary resources going toward tax expenditures. As Figure 2 below shows, tax expenditures in the U.S. 
equal roughly 34 percent of total government tax and non-tax receipts. By contrast, tax expenditures in 
Germany, Korea, the Netherlands, and Spain, total less than 15 percent of government receipts. On the other 
end of the spectrum, Canadian tax expenditures equal 44 percent of government receipts, while in the U.K, 
tax expenditures equal 35 percent of receipts. 


Figure 2: International Comparisons of Tax Expenditues 



Canada Germany Kwea (2006) Netlierlands Spain (2008) United United States 
(2004) (2006) (2006) Kingdom (2008) 

Source; OECD (2006) 
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Appendix Table 1; Tax Expenditures in OEDC Countries 

Tax Expenditures in OECD Countries - OECD © 2009 - iSBN 9789264076891 

Source; http://dx.doi.org/10.1787/747l40815638 

Version 1 - Last updated: 10-Nov-2009 

Number of tax expenditures in the United States % of GDP 

With reclassifications by author 



2002 T 

2003 

2004 

2005 

2006 

2007 

2008 

2009^ 201 Ot 

Purpose erf Tax Expenditure, Income Tax* 










General Tax Relief 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Low-Irreome Non-Work Related 

11 

11 

11 

11 

11 

11 

11 

11 

11 

Retirement 

11 

11 

11 

10 

10 

10 

10 

10 

10 

Wede Related 

10 

9 

9 

9 

9 

9 

10 

10 

10 

Education 

14 

15 

15 

16 

16 

16 

16 

16 

16 

Health 

8 

8 

8 

8 

8 

9 

9 

9 

9 

Housing 

8 

8 

9 

9 

9 

9 

11 

11 

11 

General Business Incentives 

IS 

16 

16 

17 

18 

18 

18 

18 

18 

R&D 

2 

2 

2 

2 

2 

2 

2 

2 

2 

Specific industry Relief 

34 

35 

35 

43 

50 

52 

54 

54 

54 

Intergovernmental Relations 

3 

3 

3 

3 

3 

3 

3 

3 

3 

Charity 

4 

4 

4 

4 

4 

4 

5 

5 

5 

Other 

3 

3 

3 

3 

4 

4 

4 

4 

4 

Total 

124 

125 

126 

135 

144 

147 

153 

153 

153 

^ CAPITAL INCOME TAXiMION 










Accelerated Depreciation 

2 

2 

2 

2 

2 

2 

2 

2 

2 

(nte^st 

1 

1 

1 

1 

1 

1 

1 

1 

1 

DiVdends 

1 

1 

1 

1 

1 

1 

1 

1 

1 

Capital Gains 

3 

3 

3 

3 

3 

3 

3 

3 

3 

Subtotal 

7 

7 

7 

7 

7 

7 

7 

7 

7 

Total 

131 

132 

133 

142 

151 

154 

160 

160 

160 

Make Work Pay Provisions 

4 

4 

4 

4 

4 

4 

4 

4 

4 

Total 

135 

136 

137 

146 

155 

158 

164 

164 

164 

Non-Income Tax Related 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Grand Total 

135 

136 

137 

146 

155 

158 

164 

164 

164 

Structural Items 

1 

1 

1 

1 

1 

1 

1 

1 

1 

Income Tax Expenditures by Type* 










Credits 

28 

28 

28 

31 

35 

36 

38 

38 

38 

Deductions, Exemptions, and Exclusions 

80 

81 

82 

88 

91 

92 

96 

96 

96 

Deferrals 

22 

22 

22 

22 

24 

25 

25 

25 

25 

Reduced Rates 

5 

5 

5 

5 

5 

5 

5 

5 

5 


t In fiscal years; fiscal year 2006 is from October 1st 2005 to September 30th 2006. 
t Projection. 

* Classification of tax expenditures by purpose and by type is to some degree arbitrary. 

Sources: Budget of the U.S. Government, Fiscal Years 2009 and 2010, Analytical Perspectives, Chapter 19, 
Table 1 9-1 
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Appendix Table 2: Nonpayers by State in 2008 


Percentage 


State 

Total Filers 

Filers with 
a Tax 
Liability 

Filers with 
No Tax 
Liability 

of Filers 
with No 
Liability 

Rank 
(Most to 
Least) 

US Total 

143,490,468 

95,520,933 

51,045,911 

36% 


Mississippi 

1,254,942 

719,916 

567,195 

45% 

1 

Georgia 

4,253,054 

2,598,415 

1,753,675 

41% 

2 

Arkansas 

1,223,537 

755,772 

498,682 

41% 

3 

New Mexico 

923,431 

573,865 

372,148 

40% 

4 

Alabama 

2,076,195 

1,288,134 

833,877 

40% 

5 

South Carolina 

2,047,201 

1,273,969 

818,631 

40% 

6 

Ix>uisiana 

1,983,957 

1,250,519 

780,097 

39% 

7 

Texas 

10,792,258 

6,822,725 

4,226,513 

39% 

8 

Florida 

8,875,483 

5,645,900 

3,468,156 

39% 

9 

Idaho 

666,723 

423,714 

258,528 

39% 

10 

Tennessee 

2,842,898 

1,814,965 

1.100,304 

39% 

11 

North Carolina 

4,180,091 

2,664,444 

1,607,594 

38% 

12 

Utah 

1,145,303 

730,938 

432,744 

38% 

13 

Arizona 

2,714,182 

1,756,481 

1,010,982 

37% 

14 

Kentucky 

1,869,439 

1,218,223 

694,890 

37% 

15 

California 

16,478,215 

10,809,941 

6,083,777 

37% 

16 

Oklahoma 

1,605,411 

1,051,298 

591,878 

37% 

17 

Montana 

477,153 

314,174 

174,568 

37% 

18 

Indiana 

3,019,320 

1,992,138 

1,083,040 

36% 

19 

Michigan 

4,626,365 

3,059,154 

1,659,010 

36% 

20 

Missouri 

2,739,220 

1,832,981 

963,611 

35% 

21 

West Virginia 

785,966 

527,282 

275,876 

35% 

22 

New York 

9,203,531 

6,233,030 

3,223,814 

35% 

23 

Oregon 

1,753,860 

1,182,640 

608,311 

35% 

24 

Nevada 

1,272,433 

854,584 

441,251 

35% 

25 

Illinois 

6,112,426 

4,128,709 

2,100,258 

34% 

26 

South Dakota 

389,575 

266,064 

131,608 

34% 

27 

Kansas 

1,328,944 

905,922 

446,675 

34% 

28 

Nebraska 

857,622 

591,594 

282,150 

33% 

29 

Maine 

633,674 

443,576 

206,378 

33% 

30 

Vermont 

320,162 

224,748 

103,669 

32% 

31 

Hawaii 

656,452 

459,268 

211,696 

32% 

32 

Pennsylvania 

6,130,055 

4,264,743 

1,975,694 

32% 

33 

Ohio ’ 

5,562,764 

3,876,376 

1,789,893 

32% 

34 

Wisconsin 

2,767,859 

1,940,996 

873,884 

32% 

35 

Colorado 

2,340,854 

1,654,661 

731,210 

31% 

36 

Iowa 

1,415,088 

1,000,188 

441,887 

31% 

37 

Rhode Island 

510,709 

361,016 

159,378 

31% 

38 

Delaware 

425,490 

303,666 

129,186 

30% 

39 

New Jersey 

4,304,848 

3,077,401 

1,301,727 

30% 

40 

Vuginia 

3,727,792 

2,674,714 

1,120,668 

30% 

41 

Minnesota 

2,569,679 

1,850,504 

764,698 

30% 

42 
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Washington 

3,185,705 

2,302,518 

939,240 

29% 

43 

Maryland 

2,776,026 

2,012,029 

811,278 

29% 

44 

North Dakota 

322,761 

235,533 

92,955 

29% 

45 

Wyoming 

274,041 

201,684 

77,085 

28% 

46 

New Hampshire 

668,971 

497,127 

184,299 

28% 

47 

Connecticut 

1,742,470 

1,296,183 

474,410 

27% 

48 

Massachusetts 

3,197,925 

2,387,861 

866,220 

27% 

49 

Alaska 

359,709 

290,564 

74,876 

21% 

50 

District of 
Columbia 

302,531 

223,339 

84,641 

28% 



* Source: Tax Foundation calculations based on IRS data. 

Adjustments were made to account for EITC recipients in the nonpayer estimate. 
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Chairman CONRAD. Yes. Very good testimony, all three. Thank 
you very much. You made a real contrihution to the committee. I 
appreciate your taking the time to he here and share your thoughts 
with the committee. 

I would like to go to something that has been a pet peeve of mine 
for many years. I used to be a tax administrator. I used to be 
Chairman of the Multi-State Tax Commission. And one of the 
things that jumped out at me in those years was the rise of off- 
shore tax havens and the, what I think is the extraordinary rip- 
off that is occurring to average taxpayers and, frankly, to other 
businesses that do not avail themselves of the opportunity to use 
these offshore tax havens. 

Many times, I have shown the picture of Ugland House down in 
the Cayman Islands that claims to be the home to 18,000 compa- 
nies, a little five-story building, and all of them claim to be doing 
business out of little Ugland House down in the Cayman Islands. 
I would say it is the most efficient building in the world to be the 
home of 18,000 companies. Of course, there is no business being 
conducted out of there. The only thing that is being conducted is 
monkey business, because what they are doing is they are avoiding 
taxes in the United States and other jurisdictions. 

The estimate by the Subcommittee on Investigations is we are 
losing $100 billion a year to offshore tax havens. If anybody doubts 
that this is a big problem, I would invite you to go Google “offshore 
tax havens.” See what you get. I think you will be amazed at what 
you get. I certainly was. 

No. 2, abusive tax shelters. We now have the spectacle in this 
country of some companies buying European sewer systems and 
writing them off on their U.S. books to reduce their tax obligation 
here, not because they are in the sewer business. It would be legiti- 
mate if they are in the sewer business. But these are companies 
that are simply looking for a tax cover and buying European sewer 
systems, deducting them on their books for U.S. tax purposes, leas- 
ing them back to the European cities that built them in the first 
place. 

And it does not only apply to European sewer systems. They are 
doing the same thing with European transit systems. They have 
even gone so far as to buy European city halls and then deduct 
them on their books for U.S. tax purposes, lease them back to the 
European cities that built them in the first place. I mean, really, 
how can anybody justify this? That, the Subcommittee on Inves- 
tigations, say is costing us $50 billion a year. 

Mr. Greenstein, have you looked into the abuses of offshore tax 
havens, abuse of tax shelters, and if so, what have you found? 

Mr. Greenstein. I think this is probably more an issue for Bob 
McIntyre. We have not looked at offshore tax havens ourselves, but 
I think he has probably done a lot of that. 

Chairman CONRAD. Mr. McIntyre? 

Mr. McIntyre. Well, I think you put your finger on probably the 
most serious problem in our tax code today and our subsidy system 
today, on the corporate side in particular, because there are indi- 
vidual issues of hiding income and there are corporate issues of ar- 
tificially shifting profits, and I think the second is your major focus 
there. 
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The reason that happens, that we let it happen, is two. First, we 
have this extraordinarily complicated system of how companies al- 
locate their expenses and their revenues. They have to pretend 
when they are dealing with their wholly owned subsidiaries off- 
shore that they are dealing with an unrelated third party and they 
just make stuff up and the IRS cannot police it. 

Chairman CoNRAD. Let me just 

Mr. McIntyre. But that problem, by the way, would be trivial, 
absolutely trivial. This arm’s length of pretending you are negoti- 
ating with yourself would be a trivial and almost nonexistent prob- 
lem were it not for the fact that if they can shift that profit to the 
Cayman Islands or wherever, then the tax that ought to be paid 
on the income is indefinitely deferred. If we got rid of that deferral, 
then it would not do them any good to move it to the Cayman Is- 
lands and the problem would be solved. 

Now, there are some people in the Congress, I know many busi- 
ness lobbyists, I am sure, who are calling for Congress to make this 
problem worse by saying that not only can you defer what you shift 
to the Cayman Islands, you can be exempt forever on it. It is called 
the territorial system, or as one of my assistants called it, a terri- 
torialism system, because it would make — it is like a terroristic at- 
tack on the Internal Revenue Code. 

So as you go on on this, and it will come up for you in the Fi- 
nance Committee, there is going to be a lot of talk. What should 
we do with our current system? Should we try to do what John 
Kennedy wanted to do back in the early 1960s and get rid of defer- 
ral, or should we go to what the Europeans have done, which is go 
to this territorial system which has turned out to be a disaster for 
them and would be a disaster for us and would make your building 
down in the Cayman Islands have to add a very large annex. 

Chairman CONRAD. Let me ask you this question. Have you done 
any analysis on how big the revenue hemorrhage is from offshore 
tax havens? 

Mr. McIntyre. Well, on the corporate side, the Treasury Depart- 
ment has been doing a somewhat better job of putting a number 
out. A lot of the estimates have been bootstrapped. You know, some 
reporter will ask me how much, and I say, I do not know, $70 bil- 
lion. Then somebody reads that and says, well, I am going to raise 
you. 

But Treasury has made a serious effort. They peg it right now 
at about $50 billion, but I think they are leaving something out. 
So the numbers you gave, could it be 75, could it be 100 a year, 
I think it could. But they are at least getting it up there, because — 
and if you look in their latest tax expenditure book, you will see 
it, and that is a big piece of that $365 billion in corporate subsidies. 

Chairman CONRAD. Let me just say, when I was a tax commis- 
sioner, I one time found a company that was doing business in the 
United States and I found out through involvement with the IRS, 
this company just kept — they had a series of transactions within 
the United States between wholly owned subsidiaries here showing 
no profits at any point in the United States. They got to the Cay- 
man Islands. They showed $20 million in profit with one employee 
working half-time. I always said that was the most efficient guy in 
the world, to produce $20 million in profit half-time. And, you 



1135 


know, the Cayman Islands gave them the opportunity to defer it 
indefinitely. 

So, you know, this is the kind of thing that is really going on in 
the real world and it is, I think, patently unfair to people who have 
all of their income exposed to taxation at whatever level of income, 
to have some who are avoiding everything that they owe through 
these kinds of tax dodges. 

My time has expired. Senator Sessions. 

Senator Sessions. Well, it is very complex. I am aware of a busi- 
nessman who sold a profitable asset in another country and his 
comment to me was, well, I will tell you, the United States Treas- 
ury is going to receive a lot less money because this is a foreign 
company and they probably will not even incorporate in their coun- 
try. They will probably incorporate in the Islands and not going to 
have any income. But the income tax he was paying was a signifi- 
cant factor in his decision to cease to sell the business. 

I guess, Mr. Hodge, we have had a good bit of talk about the cor- 
porate tax rate, simplification, and the rest of the world is going 
to the territorial system. None of them are going back from it, I do 
not think, Mr. McIntyre. They must be reasonably happy with it. 
And we are ending up with the highest rate in the world. When 
Japan reduces theirs, I believe we will be the highest developed 
corporate tax rate in the world. And within that structure, as the 
Commission said and the Chairman has noted, we have great dis- 
parities between health care — industry is paying 5 percent, the 
trucking company is paying 30 percent, and it is a hodgepodge — 
no pun intended — of a tax situation. 

Is there any way we could — what are the principles here that we 
ought to consider as we seek to do something about the difficult 
challenge of corporate tax rates that is making the United States 
less competitive, costing jobs in America. There is no doubt about 
that. 

Mr. Hodge. Well, Senator, I think we first have to understand 
that the United States has a Neiman Marcus corporate income tax 
system where the rest of the world is moving toward Walmart tax 
prices. We have everyday high taxes every day while the rest of the 
world has everyday low taxes every day. Every other country on 
earth looks like a tax haven compared to the United States. As you 
mentioned, the United States has a combined corporate tax rate of 
nearly 40 percent. Only Japan has a higher rate. And in 3 weeks, 
they are about to lower their rate to below 35 percent, which will 
make the U.S. the highest in the nation. 

But we cannot also forget that Canada has already cut their cor- 
porate tax rate again as of January 1, from 18 percent to 16.5 per- 
cent at the Federal level, and they are on their way to reduce their 
rate to 15 percent in a few years. The U.K. in 3 weeks, as of April 
1, will reduce their corporate rate from 28 percent to 27 percent on 
a long-term path to reduce their overall corporate rate to 24 per- 
cent. And they, along with Japan, were the two most recent coun- 
tries to move to a territorial system and for very different reasons. 

Japan did it because Japanese companies were not repatriating 
profits from largely U.S. income back to Japan because their tax 
rate was so high and they had a worldwide system. So they had 
to move to more of an exemption-based system to encourage those 
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companies to repatriate those profits back to Japan, which has 
been in about a 20-year recession. 

Great Britain moved toward a territorial system because it was 
losing companies to other countries who were redomiciling in Ire- 
land or Switzerland or the Netherlands, and so they had to move 
toward a territorial system in order to prevent those companies or 
discourage companies from leaving the country. And so they have 
had to make corrective actions to make themselves more competi- 
tive in a global environment. 

Let us not forget, when we talk about companies that are 

Senator Sessions. I would just say, in this time when jobs are 
just a critical factor for us, what would you say to a working indi- 
vidual in the country who thinks that corporations ought to pay 
more, that they are having a hard time getting by. They read about 
corporate assets, their wealth they are sitting on and not spending. 
How do you explain in simple language your view that tax in- 
creases can be damaging? 

Mr. Hodge. Well, first of all, understand that every multi- 
national company in the United States has IRS agents perma- 
nently staffed in their offices auditing their books. Imagine if you 
had to give up your guest bedroom to an IRS agent and they were 
constantly looking over your shoulder 

Senator Sessions. One company said, I had to provide free cof- 
fee. I am still irritable about that. 

[Laughter.] 

Mr. Hodge. But to get to your point, what the economic research 
is telling us is that the real economic burden of the corporate tax 
is now falling more and more on workers and labor, and that is be- 
cause in a global environment where capital is very mobile but 
workers are not, the real economic burden of the corporate tax falls 
on workers through lower wages and productivity. And so if we 
want to encourage higher wage growth, higher productivity, we 
need to cut that corporate income tax and those benefits will even- 
tually fall onto workers or benefit workers. 

And I think that if we really care about the long-term living 
standards of Americans and workers, we need to cut our corporate 
tax to be more competitive and to reduce the incentives for other 
countries 

Senator Sessions. And that will create jobs 

Mr. Hodge. It will create jobs 

Senator Sessions [continuing]. Make the companies healthier 
and be able to probably drive up wage rates 

Mr. Hodge. Exactly. 

Senator Sessions [continuing]. Which I would like to see happen. 
Well, so on the Canadian border, and a company is deciding where 
to locate a plant, would this corporate tax rate induce them — I am 
sure that is Canada’s goal, to induce corporations to expand in 
Canada rather than expand in the United States. Is that realistic? 

Mr. Hodge. The Canadian government has an explicit policy, 
and it is on their website if you go there, that they want to be- 
come — they want to have the lowest corporate tax of all of the G- 
7 nations, the major G-7 nations, and to make themselves as com- 
petitive as possible and as attractive as possible, not only to U.S. 
companies, but to all inbound investment. 
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So I think that there — we often look at Ireland as being sort of 
the model for low corporate taxes, but we ought to be most con- 
cerned about Canada. As they are driving to be more and more 
competitive, it is going to become a much more attractive place for 
U.S. businesses to grow and expand and we risk falling behind the 
longer we delay doing something about our high corporate tax. 

Senator Sessions. And the haven problem is exacerbated by 
higher rates, would you agree? 

Mr. Hodge. Absolutely. I think, and as the Chairman under- 
stands, being former Revenue Director, when you have States such 
as South Dakota and Wyoming or Nevada that do not have per- 
sonal and corporate income taxes, those look like pretty attractive 
places for high net worth individuals or businesses to expand and 
grow. So tax competition is real, not only in the States, but also 
globally, and the more we understand that we need to bring down 
our tax rates to be more competitive, the shorter time we will risk 
falling behind. 

Senator Sessions. Well, we face a lot of challenges. We do have 
a revenue shortfall and we cannot tax ourselves out of competitive 
world markets. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. 

Senator Whitehouse. 

Senator Whitehouse. Thank you. Chairman. I appreciate you 
having this hearing. 

As I think both the Chairman and the Ranking Member are 
aware, it has been calculated that we spend, as Americans, about 
six billion hours every year in tax compliance. So clearly 

Senator Sessions. Does that include looking for lost documents? 

Senator Whitehouse. Six billion hours. Think what you could 
build and design and invent and create with six billion hours of 
human economic activity. 

Anyway, one of the things that interests me is to sort of look 
back and try to put some historical perspective on where we are 
right now. And if you go back to 1935, there was essentially parity 
between what individuals in America contributed in the revenues 
of the country and what corporations contributed in the revenues 
of the country. It was one-to-one. 

And then in 1948, we broke through to two-to-one, with individ- 
uals contributing two dollars to the revenue of the country for 
every one dollar that corporations contributed. In 1971, we broke 
through three-to-one, three individual dollars to our national reve- 
nues for every one dollar that corporations contributed. In 1981, we 
broke through four-to-one. And in 2009, we hit close to a high- 
water mark at six-to-one, six dollars out of America’s individual 
pockets into our revenues for every one dollar that corporations 
contributed to our national revenues. 

I understand the competitive advantage from lower corporate tax 
rates, but are we condemned to a race to the bottom in which cor- 
porations end up paying essentially no share of our national reve- 
nues and the entire burden is on individuals? That is a big change 
from a history during which America was a pretty strong power 
and that has lasted 75 years. 

Mr. McIntyre? 
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Mr. McIntyre. Well, you are absolutely right that the race to the 
bottom is what is going on in the world today, and if it is going 
to be stopped, it is going to take some leadership from the United 
States. 

The other countries are not happy about it either. They are los- 
ing revenues that they could use to pay for the public programs 
that they are cutting instead that would help their economies a lot 
more. But we have been the instigator of this for a long time. They 
blame us for the race. And if we were to lower our corporate rate, 
they will just lower theirs more. It is one of those things that we 
have to get together, just like the States need to do, get together 
to stop profits moving into the low-tax States. And you worked on 
that for years. Senator Conrad. 

But, yet, it is absolutely a critical problem, and the answer is not 
to give up, which I think is Scott’s advice, but rather to take the 
steps that we need to do to get with our trading partners and work 
out a way that we can all collect some money from the owners of 
capital. 

Senator Whitehouse. Mr. Greenstein, I was struck by the Chair- 
man’s remarks about the top 400. I have seen that as well, and I 
did a comparison between the rate that the top 400 paid, on an av- 
erage $344 million each in annual income, with what that would 
connect to in Rhode Island. And the Bureau of Labor Statistics 
says that a hospital orderly on average makes about $29,100, and 
at that point they are paying about 16.7 percent. That is about 
where the crossover is as you climb the ordinary income wage scale 
if you a single person. 

So you have this sort of peculiar effect of the hospital orderly, 
you know, pushing his cart down the halls of a Rhode Island hos- 
pital at 2 in the morning paying the same share in total Federal 
tax, combining the income with payroll taxes, as the person who is 
making more than a third of a billion dollars a year, and that just 
does not seem right. The Chairman’s Park Avenue example, you 
know, similar effect. 

If you take a look at H.R. 1, clearly there are going to be sub- 
stantial burdens for people, and we often hear how we all have to 
share in this. For the hypothetical person making more than a 
third of a billion dollars in income and paying that 16.7 percent tax 
rate, how does H.R. 1 affect their lives compared to, say, a family 
that needs Head Start to take care of the kids because both parents 
are working in the morning or a family that has kids in public 
school? What is in there that would change anything for that per- 
son? 

Mr. Greenstein. Well, I think there are fundamental things the 
Government does that benefit people at all income levels from mak- 
ing sure that the food supply is safe or funding research into dis- 
eases that affect you wherever you are on the income scale. 

Senator Whitehouse. But those would apply equally to all peo- 
ple, in theory. 

Mr. Greenstein. Yes. 

Senator Whitehouse. Those are common goods. 

Mr. Greenstein. Those are common goods. 
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Senator Whitehouse. Is there anything that does not qualify as 
a common good that would apply to the person making $344 mil- 
lion in a year? 

Mr. Greenstein. Well, as a general rule, if we are looking at 
various sorts of services, spending, subsidies, for lower-income peo- 
ple they primarily come — not exclusively — on the spending side of 
the ledger, and for higher-income people they primarily come 
through tax expenditures on the tax side of the ledger. And the ex- 
ample I gave 

Senator Whitehouse. H.R. 1 does not do anything in that re- 
gard, does it? 

Mr. Greenstein. Well, H.R. 1 by virtue of just focusing on non- 
security discretionary programs necessarily has a larger adverse 
impact on people lower on the income scale. 

Senator Whitehouse. The last quick question as my time runs 
out. Mr. Hodge, I just want to clarify one thing. I doubt you meant 
to suggest that there was a defense for tax dodges in the Cayman 
Islands that allow people to defer all taxation on their income in- 
definitely if they have been able to hide it there successfully by jus- 
tifying the rate — justifying that by virtue of the corporate tax rate 
we have here. If we cut the corporate tax rate in half, you still can- 
not beat deferring taxes indefinitely by hiding them down in the 
Cayman Islands, can you? I mean, that is a real race to the bottom 
if we have to compete with the Cayman Islands and the tax dodge 
itself as our corporate tax baseline. 

Mr. Hodge. Well, the basic point is that — I am not going to de- 
fend tax dodges, obviously. But the fact is that the United States’ 
high corporate tax rate is anticompetitive, and the rest of the world 
looks extremely competitive by comparison. It looks like a tax 
haven, because the average OECD rate is around 26 percent while 
the U.S. rate is nearly 40 percent. And so that 

Senator Whitehouse. Nominal rate. 

Mr. Hodge. Nominal rate and the effective rates. There are also 
great disparities between the U.S. effective rate and the effective 
rates of the rest of the world as well. 

Chairman CoNRAD. I thank the Senator. 

Senator Thune. 

Senator Thune. Thank you, Mr. Chairman. 

Mr. Hodge, you rightly pointed out that the goal of our Tax Code 
is not to raise ever-increasing amounts of revenue but instead to 
spur economic growth. With that in mind, what do you think is the 
most important pro-growth tax reform that we could undertake 
here? 

Mr. Hodge. Well, following the guide and the research of econo- 
mists as the OECD who have looked at the relationship between 
different types of taxes 

Senator Sessions. OECD, would you explain that? 

Mr. Hodge. Excuse me, sir. The Organization for Economic Co- 
operation and Development, and their job is to look at how Govern- 
ment policies affect long-term economic growth, and when they look 
at the relationship between different types of taxes and growth, as 
I mentioned, they find that the corporate income tax is the most 
harmful tax for long-term economic growth followed by high per- 
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sonal income taxes, and then consumption and property taxes are 
found to be least harmful. 

So I would address first our high corporate and personal income 
tax systems and try to bring down the rates, and while doing so 
we can certainly broaden the base by eliminating many of the pro- 
visions that are currently in the Code. But by doing so we will not 
only make ourselves more competitive, but I think that we will 
super charge the economy, get us back going again, and that will 
be good for everyone in terms of higher wages and living standards, 
which ought to be the primary objective of any tax reform. 

Senator Thune. You had mentioned that a typical family of four 
earning $50,000 now does not pay any taxes. Historically, what has 
been that break-even point? Do you know what that sort of histor- 
ical average would be? 

Mr. Hodge. It has been climbing over time. There was a time 
where perhaps it was around, you know, $20,000, $25,000 a year, 
and over time, as we have included such things as the earned in- 
come tax credit, the child credit, and then making those refund- 
able — meaning even if you did not have an income tax liability you 
would still get a refund check — the income threshold for those not 
paying income taxes has grown, as you mentioned, now to around 
$50,000 a year. 

Senator Thune. You had mentioned in your testimony, I think, 
that 36 percent of the people in the country now do not pay taxes. 
There was some reporting here awhile back that it was like 47 per- 
cent. Are you including payroll and income? 

Mr. Hodge. No. The 36 percent refers only to people who file an 
income tax return, and then there is a great group of Americans 
who earn some income but not enough to break the threshold of ac- 
tually filing a tax return. 

When you add those two groups together, that comes out to close 
to 47 percent of all American households are essentially outside the 
income tax system. 

Senator Thune. What would be the distributional impact of a 
VAT tax, in your opinion? 

Mr. Hodge. By and large, economists believe that the value- 
added tax is regressive, much like sales taxes. It tends to dis- 
proportionately harm low-income people over high-income people. 

Senator Thune. Could you discuss further the exclusion of the 
employer-provided health insurance and its effect on labor markets 
and health care costs? Because that is something that was debated 
during health care. There was a limitation, although a small, mod- 
est one, placed on so-called Cadillac plans. Do you believe that 
changes made in the health care bill are going to be effective in ad- 
dressing these problems of distortions in the labor market and 
health care costs, increased health care costs? 

Mr. Hodge. The tax exemption for employer-provided health care 
really creates what we call a third-party payer problem, and that 
is, the real consumer or patient is disconnected from the real trans- 
action. The real people paying the bills, the real ones that doctors 
pay attention to, are the employers and the insurance companies, 
not the patient. But the patient wants as much health care as pos- 
sible because they are not paying the bills. So it breaks up the 
market system and creates an imbalance there. And so the closer 
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we can get to really putting consumers and patients in the driver’s 
seat, I think the better off we will he. Moving toward things like 
health savings accounts is an important step. I do not think that 
the health care reform hill that recently passed is going to solve 
this problem. In fact, it could exacerbate it by creating a larger 
third-party payer problem, and people will just simply demand 
more and more health care because they are simply not paying 
enough of the cost. 

Senator Thune. In his opening statement, the Chairman pointed 
out the discrepancy between the top 400 and someone at the lower- 
income level might be paying as a percentage less of their income. 
And one of the suggestions or explanations for that was that they 
had unearned income that was taxable at lower rates, capital gains 
and dividend rates. I am just curious, though, what your thoughts 
are on the impact of raising those rates. One of the reasons, I 
think, that the rates have been lower is that we have tried to en- 
courage investment that is considered to be a pro- growth type pol- 
icy to not tax investment, cap gains, and dividends at the ordinary 
income rates. 

So what would that do just in terms of economic growth, in your 
opinion? 

Mr. Hodge. Well, first of all, a lot of these individuals get some 
of their income through tax-free municipal bonds, and so essen- 
tially the Federal Government is subsidizing that to some degree, 
and so I think we ought to be concerned about that. 

But to get to your point, we do tend to forget that capital gains 
and dividends are really a second layer of taxation on corporate in- 
come. And when the OECD looks at the rates on dividend income, 
the U.S. has one of the highest combined rates on dividend income 
among industrialized nations. I think we are fourth of the 30 major 
industrialized countries in terms of our combined corporate and 
personal tax rates on dividend income. 

So I think that the more we can reduce that second layer of tax 
or reduce those dividend rates, I think that we will have more eco- 
nomic growth and we will have a better economy overall. 

Senator Thune. All right. Thank you. 

Mr. Chairman, just, as a final closing point, I would like to see 
the rates on everybody come down and broaden the base. You 
talked a lot about tax expenditures, which I happen to agree. I 
think we have way too many preferences in the Tax Code today 
and lots of distortions as a result of that. But rather than raising 
rates to the higher level, I would like to see the rate that, you 
know, the lower-income person is paying come down. Let us get ev- 
erybody down to where we are lowering rates and hopefully broad- 
ening the base. So thank you. Thank you, Mr. Chairman. 

Chairman CoNRAD. That was really the approach of the Fiscal 
Commission: broaden the base, bring down rates. 

Senator Sanders. 

Senator Sanders. Mr. Chairman, thank you very much for as- 
sembling this excellent panel. You know, sometimes we wish we 
could have 2 days just to go over this stuff. This is very, very im- 
portant stuff. It is a little bit complicated, and we have some dif- 
ferent perspectives — not only perspectives but different facts com- 
ing out. 
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For example, I would say to Mr. Hodge, my understanding is 
that a 2007 study by the Bush Treasury Department concluded 
that the effective — not nominal — U.S. corporate tax rate is lower 
than the average corporate effective tax rate imposed by our major 
competitors. 

But, Mr. Chairman, I think most of us understand that we have 
a serious deficit problem, that we also have major problems in our 
economy, that we want a fair tax system, and we want a tax sys- 
tem that enables us to improve the standard of living of ordinary 
Americans. 

Mr. McIntyre made the point that I would reiterate, that each 
and every year large and profitable corporations all over this coun- 
try are able to avoid paying billions of dollars in Federal income 
taxes through loopholes in the Tax Code and generous tax breaks. 
In my view, this is simply unacceptable when we have a $14 tril- 
lion national debt. 

According to an August 2008 GAO report, two out of every three 
corporations in the United States paid no Federal income taxes be- 
tween 1998 and 2005. Amazingly, these corporations had a com- 
bined $2.5 trillion in sales but paid no income taxes to the IRS. 
That is according to the GAO. 

Further, as Mr. McIntyre mentioned in his statement, a report 
from Citizens for Tax Justice on corporate tax abuses, what I found 
astonishing, is that 82 Fortune 500 companies in America paid 
“zero or less in Federal income taxes in at least 1 year from 2001 
to 2003.” And when you have record-breaking deficits and a huge 
national debt, I find that just inexplicable. 

Mr. Chairman, let me also mention that — and you made the 
points — I am sorry. Mr. Sessions made the point that the top 20 
percent pay 70 percent of all Federal taxes. That is what Mr. Ses- 
sions said. But that has to be put within the context of the fact 
that the top 20 percent earned 52 percent of all income more than 
the bottom 80 percent. 

So one of the realities when you talk about who is paying taxes, 
you have to also remember that median family income has gone 
down. Most of the new jobs that are being created are, unfortu- 
nately, low-wage jobs, and you cannot get blood from a stone. 

So I think all of our panelists have talked about the fact that 
millions of Americans are paying nothing in income taxes. That is 
true. You know why? Because they do not have any money to pay. 
If you are making $25,000 a year and you have a few kids and you 
have a house and you have a car, you have to get some health in- 
surance, you maybe have some child care, there is no money to pay 
income taxes. 

Now, Mr. Hodge mentioned the OECD, the Organization for Eco- 
nomic Cooperation and Development. I will get to you, Mr. Hodge. 
I do not want to leave you out. But, Mr. Greenstein or Mr. McIn- 
tyre, of all of the countries in the OECD, is there any that does 
not provide health care to all of their people as a right of citizen- 
ship? 

Mr. McIntyre. They all do. 

Senator Sanders. They all do. 

Mr. McIntyre. And they give it to them for free. 

Senator Sanders. Oh, my word. 
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Mr. McIntyre. And yet those people, despite the fact that they 
could spend every day of their lives in the doctor’s office should 
they so choose do not. 

Senator Sanders. I do not want to get into health care right 
now, but the point is when we talk about OECD nations, let us 
look at the whole picture. The United States has 50 million people 
without any health insurance. We are the only country in the in- 
dustrialized world that does not provide health care to all people. 

To send a kid to Harvard University today costs what, would you 
guess? Fifty, sixty thousand a year? How much does it cost to send 
to the best universities in Europe? Mr. Greenstein, Mr. McIntyre, 
Mr. Hodge, do you have any guess on that? Not much. In fact, I 
think in Germany tuition there is probably free. Not a magical 
thing. That government there believes it is important to invest in 
education for the well-being of their country. We charge very high 
prices, and a lot of our kids cannot afford to go to college or they 
come out deeply in debt. When we talk about OECD countries, how 
do we compare, Mr. Greenstein and Mr. McIntyre, in terms of child 
care? I have a daughter in Burlington having a hard time paying 
for child care. What do you think? Do the governments in Europe 
do a little bit better job? Of course they do. 

Mr. Greenstein. Yes. 

Senator Sanders. All right, et cetera, et cetera. So, Mr. Chair- 
man, my first point is you have to look at the entire picture. 

In terms of income inequality, Mr. Hodge, which major country 
on Earth has the most unequal distribution of income and wealth? 

Mr. Hodge. According to the latest OECD countries, the United 
States was, I think, fourth on the list. 

Senator Sanders. Compared to what? What countries were 
ahead of us? Major countries. 

Mr. Hodge. On the list, I think it was Portugal, Turkey, and 
Italy or something. 

Senator Sanders. Mexico, I suspect. 

Mr. Hodge. Mexico. 

Senator Sanders. Turkey. Well, there it is. We have a more pro- 
gressive distribution of income than Turkey does. But of any major 
countries on Earth, what would be the answer? Major economy. 

Mr. Hodge. Well, I think I just answered that 

Senator Sanders. The United States of America, right. 

Mr. Hodge. We also have the highest overall average per capita 
income, ironically. 

Senator Sanders. Average. 

Mr. Hodge. Yes. 

Senator Sanders. Meaning that if you have somebody who is 
making a billion dollars and somebody who is broke, average in- 
come is half a billion a year. We understand that. But you are 
also — I do not want to get into the average. We have dealt with the 
average issue here a whole lot. It does not mean a whole lot when 
the median family income of the average American has gone down 
by $2,500 in the last 10 years. 

My point, Mr. Chairman, is this is a fascinating discussion, and 
we need a lot more of this. Clearly we want tax policies which gen- 
erate good-paying jobs. We want to deal with the huge trade deficit 
of some $500 billion a year where company after company is shut- 
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ting down here and going to China. I would argue that taxes are 
not the only factor. I think wages, the incentives offered by the 
Chinese Government are also important. 

But my main point is that when we talk about who is paying 
taxes in this country, we also have to talk about the kinds of in- 
comes that our people are experiencing. And the sad reality is that 
for millions and millions of Americans, their real incomes are going 
down. So it should not be shocking that they pay less in taxes. 

I would also add, when Senator Sessions talked about the top 20 
percent pay 70 percent of all Federal taxes, while that is true, if 
you add to that. Senator Sessions, State taxes and you add local 
taxes, which are, by and large, regressive — right? A billionaire and 
a working person fill up a gallon — fill up their gas tank in a car, 
right? So if you are making $25,000 a year, that is a heavier bur- 
den on you than if you have a whole lot of money. Property taxes, 
by and large, are regressive. So when you add the Federal income 
tax and State taxes and local taxes, you probably end up with a 
situation where, for millions of people, working people, their effec- 
tive total tax rate is a hell of a lot higher than it is for some of 
the richest people in this country. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. Senator. 

Senator Johnson. 

Senator Johnson. Thank you. Chairman. Thank you for appear- 
ing. 

I would like to start out with Mr. McIntyre. I really like looking 
at the reality of the situation. Who in effect pays the corporate in- 
come tax? When corporations view the tax as a cost, just like in my 
business I view resin prices as a cost, who in effect pays that cor- 
porate tax? 

Mr. McIntyre. The shareholders, in my view. 

Senator Johnson. You do not think it is the consumers of the 
product? 

Mr. McIntyre. Absolutely not. 

Senator Johnson. Mr. Hodge, what would you say 

Mr. McIntyre. I can prove that to you, if you want. There are 
many, many companies in this country that argue for replacing the 
corporate income tax with a tax on consumers. It would seem to me 
a waste of time if it was already a tax on consumers. So why 
wouldn’t — I cannot understand why they would make the effort. 

Senator Johnson. Mr. Hodge, I would like your thoughts on 
that. 

Mr. Hodge. Economists are pretty well agreed that there are 
three parties that pay the corporate income tax. It is either con- 
sumers through higher prices, shareholders through lower share 
returns and lower share prices, and workers through lower wages. 
But what we are finding in a global economy is that workers are 
paying the lion’s share of the corporate income tax through lower 
wages and productivity. And so we need to really understand this 
in a global context where capital is extremely mobile but workers 
are not, that it is workers that are bearing that lion’s share of the 
corporate tax. 

Senator Johnson. You know, oftentimes when I listen to these 
discussions, it is like we have an option not to compete. The U.S. 
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as a country has to compete for global capital, correct? We do not 
have that option. We have to compete. So how do we compete when 
the CEO from Intel says in his decisionmaking factor, in order to 
produce — or build a semiconductor plant, it costs $4 billion in Asia 
and $5 billion in the U.S., and he largely attributes that to the tax 
regimen. I am sure regulations play a part in that. 

If you are a corporation manager, let us say, from a different 
country, if you are looking at investment decisions, why would you 
spend an extra billion to invest in the U.S.? 

Mr. McIntyre. Well, there is no doubt that some companies have 
advantages in low wages or that they provide other benefits that 
make it cheaper to do things abroad, and there is not too much we 
can do about that. 

My point is that we probably should not be paying our companies 
to go there. So if there is a tax advantage in China — I will take 
your word for it — we could solve that problem by getting rid of de- 
ferral so that the Chinese profits would be taxed at the same rate 
as if those profits were earned in the United States. So, yes, if that 
is a problem, my solution solves it. 

Senator Johnson. Mr. Hodge? 

Mr. Hodge. The corporate tax rate in China is 25 percent, which 
is just slightly below the average of the major industrialized coun- 
tries. It is 15 percentage points lower than the Federal corporate 
tax rate. So, by definition, it is a much more competitive place, a 
cheaper, at least from a tax perspective, place to do business. And 
by ending deferral, as Bob has suggested, you would instantly 
make U.S. companies less competitive while doing business there 
and give a distinct advantage to German firms, Swiss firms, 
French firms, all the other firms that are doing business there. We 
want U.S. companies to do business in China. We want them to 
succeed in the global marketplace. And by hamstringing them by 
eliminating deferral or keeping the U.S. tax rate where it is, we are 
making the U.S. less competitive, we are making U.S. companies 
less competitive, and ultimately we are making U.S. workers less 
competitive. And that is a recipe for slow economic growth. 

Senator Johnson. Isn’t it also true that when a U.S. company in- 
vests overseas, that also provides an awful lot of jobs in the U.S. 
supplying and servicing those overseas operations? 

Mr. Hodge. Yes, the research of Matt Slaughter from Dartmouth 
University has shown that it is what they call in the military the 
“tooth-to-tail ratio,” and that is, you need a certain number of peo- 
ple back home to service those people who are on the front lines. 
And it is that way in corporate America, too. So if we are doing 
business in China, we need researchers and designers and com- 
puter experts and financial people and all these people back here 
who do a lot of the brain work to support that work that is going 
on overseas. And so as we are growing abroad, U.S. companies are 
also growing domestically, and Mr. Slaughter has shown that pret- 
ty convincingly in his economic research. 

Senator Johnson. Overall, the U.S. economy has never really 
generated much more than about 18.8 percent of GDP in terms of 
revenue. Professor Hauser calls that “Hauser’s Law.” I would like 
you to speak to that basic fact. As much as we would like to believe 
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we could raise 21 percent of GDP in revenue by a different tax reg- 
imen, how realistic is that to actually occur? 

Mr. McIntyre. Well, we have done it before. In fact, the only 
time we have ever balanced the budget in the last 50 years is when 
we did it. 

Senator Johnson. In the 2012 budget. President Obama’s budg- 
et, there are only 3 years where we actually collect revenue greater 
than 20 percent of GDP. 

Mr. McIntyre. Right. I am saying the last time we balanced the 
budget was in the Clinton administration when revenues went up 
to almost 21 percent of the GDP. Back in the 1960s, we balanced 
the budget briefly when it was about 20 percent of the GDP. All 
the other years in between those balanced budgets in Clinton and 
Johnson — a different Johnson — were places where we had lower 
revenues and unbalanced budgets. 

Senator Johnson. But don’t you acknowledge the fact that tax- 
payers simply cannot reorganize their affairs quickly enough when 
you increase tax rates? It just takes a little while. You are able to 
snare a higher percentage of GDP when you increase taxes, but 
eventually that benefit falls off. 

Mr. McIntyre. No, I do not think that is true. I think what hap- 
pened — and it is very clear what happened to the corporate income 
tax — is that Members of Congress are either cajoled or threatened 
by the corporate lobbyists to give them back their loopholes, and 
then every once in a while, we have to clean up the Tax Code 
again. It used to be on a 15-year cycle. We missed out on the 2001 
one due to a difficult election decision, but we are overdue to clean 
it up again. Yes, it is kind of like the Medicare rules with the doc- 
tors. If you do not change them often enough, they will understand 
them. 

Senator Johnson. Well, first, I am totally supportive of slim-lin- 
ing this Tax Code. It is absurd, 70,000 pages 

Mr. McIntyre. Yes, and I am not talking about raising tax rates, 
you know. I am talking about probably cutting tax rates a bit to 
make it more palatable. But all these subsidies we have in the 
Code, don’t we believe in free markets at all anymore? And, gee 
willikers, the companies come in with the same story, and you guys 
fall for it every time. The 2004 American Jobs Creation Act, they 
came in and said look what is going to happen when you give us 
this thing. General Electric said give us all this stuff — they wrote 
half the bill — and we will create jobs in the United States. What 
did they do? Since then, 32,000 fewer jobs at GE in America, and 
jobs are up overseas. 

So, yes, I mean, you can fall for it or not, but 

Senator Johnson. You have no argument with me on the special 
tax rates. 

Mr. McIntyre. Good. I appreciate that. Senator. We are friends 
now. 

Chairman CoNRAD. I would like to go back to one thing I heard, 
that 47 percent of the people in this country pay no taxes. I do not 
think that is an accurate statement. They may not pay income 
taxes, but they pay payroll taxes. In fact, I think two-thirds of the 
people in this country pay more in payroll taxes than they pay in 
income taxes. But I would just like the panel to respond to that. 
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Mr. Greenstein. Well, actually the 47-percent figure is incorrect 
for the percentage of people that do not pay income taxes as well. 
It was a correct figure for 2009 and 2010 for two reasons. We were 
in a deep recession, and a lot of people lost their jobs and did not 
have income. And Congress passed a temporary making-work-pay 
tax credit that took more people off of the income tax roll. So, for 
starters, we want to look at the underlying figure without the 
make-work-pay tax credit and without 9 or 10 percent unemploy- 
ment. 

So the figure before the recession was 37 percent. However, that 
is just income tax. When you take into account payroll tax and to 
a minor degree excise tax, the best estimates are that about 10 per- 
cent of families do not pay any Federal tax; about 90 percent do. 
But that is a 1-year figure. Income is very volatile. People lose 
their jobs, they gain their jobs. 

If you said over a 5- or a 10-year period what percentage of peo- 
ple do not pay any tax year after year after year, any Federal tax, 
it would be very, very tiny. 

The other thing that — ^you know, we have a figure from CBO that 
if we take the bottom quintile, the whole bottom 20 percent of 
Americans, for 2007 — the last year we have — yes, their income tax 
was negative because of things like the earned income credit, but 
their total average Federal tax rates was 4 percent. They paid 4 
percent of their total income in Federal taxes of one sort or an- 
other, even though the income alone was negative. 

I guess the last point I would make on this is that you made a 
conscious and I think the right decision here in Congress on a bi- 
partisan basis over the years that if you wanted to make sure that 
parents working full time did not raise their children in poverty, 
you could have not had an earned income credit or had a much 
smaller credit and had a dramatically higher minimum wage. Now, 
business would have complained mightily about the job and em- 
ployment effects of having a much higher minimum wage. So you 
ended up doing somewhat less on the minimum wage and putting 
place a robust earned income credit, and my recollection — I remem- 
ber in 1989 or 1990 there was a debate over how much to raise the 
minimum wage, and the single biggest EITC expansion bill intro- 
duced that year was by Mr. Armey, now active with the Tea Party, 
because he felt it would be bad for business to raise the minimum 
wage a lot and that the alternative was to do a very large increase 
in the earned income credit. 

So we really need to take all these factors into account. But the 
idea that nearly half of Americans have no skin in the game is 
really not borne out by the facts. 

Chairman CoNRAD. Isn’t it true that the vast majority of people 
in the country pay more in payroll tax than they pay in income 
tax? 

Mr. Greenstein. Yes, they do, and also nearly everyone pays 
State and local taxes because a very large share of State taxation 
is the sales tax. And regardless of how low your income is, you pay 
that. So most people at the bottom. Federal and State together, 
they pay tax liability, often a fairly significant amount, because in 
many States — and Bob McIntyre’s group has done the key work on 
this — in many States the percentage of income you pay in tax at 
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the State and local level is higher for people in the bottom quintile 
than people in the top quintile because of the regressivity of sales 
taxes. 

Chairman CONRAD. Mr. Hodge, were you seeking recognition? 

Mr. Hodge. Yes, Mr. Chairman. In my written testimony, I point 
out a Joint Committee on Taxation report looking at refundable 
credits against — and how that not only eliminates people’s income 
tax burden but also how much it erases of their payroll tax burden. 
And for 2009, these refundable credits exceeded the employee’s 
share of payroll taxes for 23 million tax filers and exceeded the em- 
ployer’s share of payroll taxes for 15.5 million filers. 

So in addition to erasing their personal income tax burden, these 
refundable credits have become so generous they are now erasing 
their payroll tax burden as well. But we often forget we are just 
looking at the tax side of things, and we have to look into what 
also is being given to these people in various Government benefits. 
And when we look at both sides of the equation, we find that low- 
income people get as much as $10 in Government benefits overall 
for every dollar that they pay in taxes. And so we have to look at 
both sides of the equation, not just the tax side. 

Chairman CONRAD. OK. I want to just in my remaining time go 
off the subject of this hearing because Mr. Greenstein is here. We 
had Mr. Bowles and Mr. Simpson here yesterday. I wanted to just 
have a moment to talk about Social Security with you, Mr. Green- 
stein. In the Bowles-Simpson Commission, as we looked at Social 
Security, we saw that in 2037 Social Security faces a 22-percent 
cut, or thereabouts. It depends on a lot of factors. But in 2037, 
there is an across-the-board cut because Social Security cannot 
make all the payments that are scheduled. 

And so the question is: What does one do about that? The Com- 
mission concluded that it is important to address that sooner rath- 
er than later, made a series of changes, and one of the things that 
was done was to try to have a set-aside for people who need to re- 
tire early because they are in hard physical labor positions. 

On restring solvency, there were a series of other steps taken, 
going to chained CPI, which economists tell us is a more accurate 
measure of inflation; changing the bend points; and also raising the 
income level which Social Security taxes apply to because the tradi- 
tional 90 percent of income being subjected to Social Security has 
fallen away. 

There is a technical problem with what the Commission reported, 
which I have been repeatedly assured will be fixed — it has not yet 
been fixed — so that the lowest quintile would be protected. As it 
turns out, because of a technical flaw in what the Commission did, 
the lowest quintile have not been fully protected, but it is clearly 
the intention that they be. 

What would be your assessment of the Social Security provi- 
sions? 

Mr. Greenstein. I do think there are some serious problems 
with the Social Security provisions in the Bowles-Simpson plan. I 
fully agree with sooner rather than later and the chained CPI ap- 
plied to everything, tax code, other benefit programs. 

Chairman CoNRAD. Which the Commission did. 
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Mr. Greenstein. But the problem, for starters, the problem at 
the bottom really is not just a technical problem. So the Commis- 
sion did — it intended, no question, fully intended to protect people 
in the bottom quintile through a hardship exemption. But now that 
the actuaries have looked at it more closely, only 20 percent of peo- 
ple with very low lifetime earnings would qualify for the hardship 
exemption. 

There is not an easy technical fix. If you redesign the hardship 
exemption to make sure you get all or nearly all of the bottom 
quintile, it is hard to do it without sweeping in large numbers of 
people in higher quintiles, as well, and costing a lot of money. 

I am also concerned about the next 

Chairman CONRAD. Can I stop you just on that? So is it your 
view that there is not a way to protect that lower quintile? 

Mr. Greenstein. There is a — here is where I am heading. I see 
two problems, and they sound like they are in conflict. They did not 
do an adequate job for the bottom or the next-to-the-bottom, you 
know, elderly widows at $15,000 a year. Under the plan, they both 
have higher Medicare copays and lower Social Security benefits. 

The second problem is while I fully agree that we should be hit- 
ting people at the top more than the bottom, I worry about how far 
Bowles-Simpson went. Today, the higher earner pays 5.6 times as 
much in payroll tax over a career, gets 2.5 times as large a benefit. 
Under Bowles-Simpson, ultimately, you pay eight times as much in 
payroll tax and maybe get less than twice as much benefit. 

To me, the bottom line is it is very hard to solve all these prob- 
lems if you have two-thirds of the solvency coming on the benefits 
side. I think Rivlin-Domenici, which is about 50-50, really — ^you 
know, you can quibble with it, but it largely addresses these prob- 
lems. Changes could be made to ease the problem on the bottom 
quintile. It is going to be very hard to fully solve it unless there 
are some larger changes in the mix. 

Chairman CONRAD. Can I just ask, outside of this, for your rec- 
ommendations on what we would do 

Mr. Greenstein. Yes. 

Chairman CONRAD [continuing]. In your view, to fix, that at least 
is partially a technical issue, not intended effect, and in a larger 
view, what you think needs to be done. 

Mr. Greenstein. I would be happy to do it, and without going 
into details now, I would note that I think in order to do this in 
a cost efficient way, one needs to bring the SSI program, which is 
highly targeted on the bottom, into the mix. There is more one can 
do in a cost effective way if we look at Social Security and SSI 

Chairman CONRAD. Well, I would very much — you know, we are 
at a critical moment here, and as soon as you could provide rec- 
ommendations — I should have called you before this, but I think as 
we haveten into it, we have understood better, and frankly, the 
thought piece that you put out, I think it was last week 

Mr. Greenstein. Yes. 

Chairman CONRAD [continuing]. That I saw, helped us under- 
stand better that there are problems here and we certainly want 
to address them. 

Senator Portman. 
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Senator Portman. Thank you, Mr. Chairman, and I really appre- 
ciate the panel being here. I have so many questions and so little 
time, but I just have to touch on a couple of things quickly. 

One is on the issue of tax reform and as it relates to the EITC. 
I came in when you were discussing some of the history of this and 
the fact that some people view this as an alternative to minimum 
wage. My point on the EITC is really a very simple one, which is 
there are better ways to do it. If you look at what the IRS is asked 
to do today, it is really kind of the opposite of what the IRS is good 
at. I mean, they are asked to find out how much income we all 
have and question whether we are showing all of our income, and 
then for EITC, it is the opposite. 

And it is also, frankly, not their expertise to be able to deal with 
these kinds of issues, which are better sometimes dealt with by so- 
cial service agencies, and the IRS is not the most gentle organiza- 
tion sometimes. So I think it is tough for them to do it and that 
is why you see 23 to 28 percent improper payments, according to 
the IRS Inspector General. You know, that is $11 to $13 billion a 
year in improper payments. 

One way to deal with it, obviously, is to use the payroll tax sys- 
tem. Offset payroll taxes. Now, as Mr. Hodge has said, because our 
system is increasingly progressive, it is difficult to cover everybody 
with payroll tax, but most people would be covered and then you 
would not have the IRS asking people, again, to do something that 
the IRS is not good at and you would not have the IRS in a posi- 
tion, again, more like social service agencies would be, looking at 
people’s incomes at that level. 

So I think it is a call for reform, and part of the tax reform ought 
to include looking at EITC. These kinds of improper payments in 
the context of our budget crisis just cannot continue, just as we 
have talked about today. 

I would say. Bob, to your point on Social Security, it is a whole 
different environment on that, too. I mean, I understand what you 
are saying on looking at the benefit side versus more taxes, but we 
are looking at a very different scenario than we were in 1983 and 
certainly than we were even 5 years ago. 

On tax reform generally, I would love to get the views of the pan- 
elists. I know there are some differences of opinion that I heard ex- 
pressed earlier. But let me quote Bob Greenstein before the Fiscal 
Commission. “With sensible base broadening, we can reduce the in- 
equities and inefficiencies in the corporate income tax, lower the 
top corporate rate, boost competitiveness, and raise somewhat more 
revenue.” 

Mr. McIntyre today says, “We want corporations to do things 
that are not economical in the tax code. It distorts markets.” I 
agree with him. I agree with you. 

Mr. Hodge, of course, has talked about the fact that our cor- 
porate rate is not competitive, and we may wish that the world 
were different, but the world is increasingly competitive and other 
countries have lowered their rates precisely because they want jobs 
in their economies and it is working. 

So I guess I would just throw out to the group, do we at least 
have a consensus here, although differences in terms of how to do 
it, that we do need, at a minimum, to lower the rate, reduce the 
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number of preferences, and therefore have a more competitive tax 
system on the individual and the corporate side? I throw it out. 
Bob? 

Mr. McIntyre. Well, I think we should reduce the rate a little 
just so we can get some political support from the high-tax compa- 
nies to pass it. But if we get back into the race to the bottom with 
Europe rather than moving to a system where we protect jobs in 
the United States by getting rid of deferral, this will not stop. It 
started a number of years ago and it is a problem for everyone in 
the world and we need to stand up and say to the other countries, 
let us talk about this. It is not working for us. Get a system where 
we can get some tax on income from capital, and we are not getting 
it now and that is bad for the fairness of our society. 

Senator Portman. Well, it would surprise a lot of folks to hear 
we are not getting any. It is not a race just with Europe, as you 
know. It is a race with Asia, certainly Canada, as Mr. Hodge has 
pointed out. They are all very aggressive on this notion of taxing 
capital or capital taxes. There is pretty much a consensus among 
economists, most of that cost is borne by labor and a lot of it is 
passed along to us as consumers, obviously. So it is a different sort 
of tax. 

But, Bob, go ahead. Sorry. 

Mr. Greenstein. The concept of broadening the base and low- 
ering rates has very broad support, but I think there are a couple 
of key things that have to go with it. No. 1, given our fiscal situa- 
tion, unlike 1986, it cannot be revenue neutral 

Mr. McIntyre. It was not revenue neutral in 1986, Bob. It raised 
corporate taxes by one-third. 

Mr. Greenstein. No, no, I am talking about 

Senator Portman. Overall. 

Mr. Greenstein [continuing]. Corporate and individual com- 
bined, overall. It cannot be revenue neutral. 

Second, on the individual as opposed to the corporate side, 1986 
lowered rates, but it eliminated lower rates for capital gains and 
dividends. I think one should not be talking about lowering top 
rates in the income tax unless one is going to tax capital gains and 
dividends as ordinary income. 

Last key point, I just want to say quickly on the Earned Income 
Credit, the research literature is now overwhelming on the degree 
to which the credit has been successful in promoting work, reduc- 
ing welfare. It has very low administrative costs. I do not think 
doing it through the social service side would be anywhere near 
as 

Senator Portman. Well, remember, I talked about offsetting pay- 
roll taxes, because most of these people have payroll tax liabil- 
ity — 

Mr. Greenstein. If you offset it through payroll tax 

Senator Portman [continuing]. And you would avoid a lot of the 
improper payments through that. 

Mr. Greenstein. Let me suggest an alternative route. If you try 
to offset it through the payroll tax and you want to do as much to 
promote work and reduce poverty at the bottom, you will have to 
spend a lot more money, because in the payroll tax, you do not 
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know families’ total income. You do not know who is a one-earner 
family or a two-earner family. 

I think the alternative route is, No. 1, to simplify the EITC, 
which has more pages of instructions than the Alternative Min- 
imum Tax. And No. 2, gets to the question of IRS enforcement. We 
are now getting to the point where we have more data bases that 
could be used to, both in the EITC and the general code, find more 
questionable claims and followup on them. The problem is that we 
have not invested enough money in either updating IRS computer 
systems or, frankly, in enough IRS staff. So when the IRS looks, 
they can do more EITC examinations and save, I forget, four dol- 
lars for every dollar they spend. But if they use that money on 
small business or corporate noncompliance, the ROI is higher. 

Senator Portman. Yes. Listen, I 

Mr. Greenstein. They just do not have enough resources to do 
it. 

Senator Portman. I agree with you on the data base, of course, 
and simplification, you are absolutely right on the EITC. But my 
point is, this is all about reform, and Mr. Hodge, do you have any 
comments on reform quickly? I have just got 1 second left, literally. 

Mr. Hodge. Well, very quickly, the National Taxpayer Advocate 
says that while 63 percent of Americans pay someone else to do 
their taxes, for EITC recipients, it is around 75 percent. I think it 
is a shame that poor people have to pay an expert in order to be 
able to get the EITC benefit. 

But more broadly, I think we need fundamental tax reform 
across the board to remain competitive and to — it sort of sounds 
like shouting into wind to say that, well, we can only lower our 
rates a little bit, but we are not going to go as far as the Europeans 
or the Asians. The world is changing and we have to change with 
it, and if we do not, we are going to continue to fall further and 
further behind in this very, very competitive global economy. 

Senator Portman. Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. Senator. 

Senator Wyden. 

Senator Wyden. Thank you, Mr. Chairman. I want to thank all 
three of your organizations. We have worked with you on these 
issues for quite some time. 

And I want to start by talking to you a little bit about the ur- 
gency of all of this. My concern is that if a fire is not put together 
for significant bipartisan comprehensive tax reform, in all prob- 
ability, the lame duck session of Congress in 2012 will look much 
like the lame duck session of Congress in 2010. There will be a de- 
bate once again about how damaging it would be to raise taxes on 
middle-class folks, something I happen to agree with and I think 
all of you do. And once again, people will go into this kind of auto- 
matic kind of pilot routine where you say, let us just extend this 
extraordinarily broken system for a while longer, something that is 
not creating jobs, is just riddled with all of these loopholes and ex- 
emptions and the Swiss cheese nature of the system. And, of 
course, by that time, we will probably have a bunch more loopholes. 

So I would like to get a sense from all of you about your judg- 
ment, whether you agree with me that it is urgent that Congress 
move. I think it is urgent just from the jobs standpoint. As all of 
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you know, I just saw a debate between Bob McIntyre and Bob 
Greenstein, two Bobs I admire very much. The one thing that is 
not in dispute about 1986 is in the 2-years after that bill was 
signed, our country created 6.3 million non-farm jobs, according to 
the Bureau of Labor Statistics. That is enormous in its implica- 
tions, and boy, it sure looks good compared to 2001 and 2008, when 
we created three million new jobs. In 2 years after tax reform was 
enacted, we created 6.3 million new jobs. 

So your judgment, before I get into some of the details, that this 
is really urgent, both from the standpoint of job creation, most im- 
portant, and second, so we are not staring down the road here in 
the lame duck session of 2012 at repeating exactly what I think all 
three of your organizations are against. So this is just a question 
about whether this is urgent. Mr. Greenstein? 

Mr. Greenstein. Let me first say. Bob McIntyre are in agree- 
ment, not disagreement. He was saying 1986 raised revenue on the 
corporate side and I was saying it was neutral overall. I think we 
are 

Mr. McIntyre. Right. It was just a dangling antecedent, not a 
disagreement. 

Mr. Greenstein. So do I think this is urgent? Yes, but. What I 
think would be a step, unfortunately would not be the wise thing 
to do, and you and I may have a disagreement on this, I worry that 
if we do tax reform, comprehensive tax reform in a way that is def- 
icit neutral, that that will be a long-term negative because it will 
make it almost impossible to get a comprehensive deficit reduction 
agreement. The low-hanging fruit on the tax expenditure side will 
be gone, and in the absence of having revenues on the table, we 
will not get a big agreement. 

Senator Wyden. Fair, fair 

Mr. Greenstein. However, I do think it would be urgent to do 
comprehensive changes that give us long-term deficit reduction, do 
not take effect on the deficit reduction side until the economy is 
back, and include as part of them tax reform that both makes the 
system more competitive and raises significant revenue at the 
same time. 

Senator Wyden. Well, fair enough. As you know, Mr. Greenstein, 
there are definitions about revenue neutrality. The legislation I 
had with Senator Gregg, the Joint Tax Commission said it was 
more than revenue neutral and all the analyses that were done 
said it would produce revenue because of the extra benefits from 
job creation. 

I just think, having read a lot of the excellent work you have 
done, you share my view that not repeating in the lame duck ses- 
sion of 2012 what we had in 2010 

Mr. Greenstein. That is correct. 

Senator Wyden. Thank you. 

Mr. McIntyre, same point, not repeating the lame duck drill of 

2010. 

Mr. McIntyre. Oh, well I hate lame ducks, but you asked the 
question whether it is urgent to do tax reform as soon as possible. 
I would worry about that, because I cannot imagine a bill that 
could pass the House of Representatives that you and I would not 
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hate. If you can persuade me that you can persuade them, then my 
urgency level goes way up. But right now, it is not there. 

Senator Wyden. Fair enough. Chairman Tiberi, who has done 
some very good work on this, put out a statement with me early 
on that could have been written by you because it talked about the 
benefits of 1986. So I tell you, I think there are a lot of Democrats 
and Republicans, who if we can just coalesce here fairly quickly 
and not write this thing off for another couple of years, which is 
what concerns me, I think a lot of what thoughtful people like our 
witnesses have been doing is still quite, quite doable, and take a 
look at Chairman Tiberi’s statement about 1986. And he, of course, 
is the Chairman of a Ways and Means subcommittee who is very 
involved with the House leadership, and that was an extremely en- 
couraging statement. 

Let us ask for your colleague from the Tax Foundation, Mr. 
Hodge, who we have worked with, too, how important it is to move 
on this. 

Mr. Hodge. It is critically important. Senator, to move as quickly 
as possible. Uncertainty in the tax code is one of the enemies of 
economic growth, and we have great uncertainty in the tax code 
through all of these temporary measures, short-term, 2-year or 1- 
year, or in some cases with certain things, like the R&D tax credit, 
companies never know whether they can use it up until December 
31. That is an enemy of economic growth, and the quicker we can 
move to fundamental long-term tax reform that broadens the base 
and brings down rates and adds certainty to the tax system, I 
think the better off we are going to be, and more importantly, the 
better off the economy will be over the long term. 

We are losing ground globally, as I have mentioned repeatedly, 
and I worry that the longer we wait to solve this problem and be 
more competitive, the more we are going to lose basically jobs and 
growth to other, more competitive countries. 

Senator Wyden. Mr. Chairman, I had one other area, deferral, 
that I wanted to get into, but it takes a little time. 

Chairman CoNRAD. No, take some extra time, because I think it 
is very important we do get into it. You and Senator Gregg had, 
I think, a very, very important proposal and dealt with that issue 
and I think we should take the time, because we are not going to 
have another opportunity. 

Senator Wyden. Thank you, Mr. Chairman. 

Let me start with you, Mr. McIntyre, and kind of walk it through 
in terms of how somebody in a supermarket sees it. If you go and 
see somebody in a supermarket and talk about what you are doing 
on the Senate Finance Committee on which I serve, the first thing 
they say is, take away those tax breaks for those guys shipping the 
jobs overseas. That is outrageous. I want red, white, and blue jobs. 

And then, of course, you go to the companies and the companies 
say, yes, you know, we want jobs in the United States, too, but our 
tax rates are higher than just about anybody in the Western indus- 
trialized world. You have heard their position, as well. And they 
will make the case that they have to have tax deferral in order to 
have jobs in the United States because of the relationship between 
jobs offshore and jobs here. 
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So what I have said is, let us see if we can find our way out of 
this and say that we are going to roll back in a substantial way 
some of these breaks that are going overseas — there is deferral and 
there are foreign credits — by dramatically lowering the rate for 
people who manufacture and do business in the United States. I 
call them red, white, and blue jobs, and when I bring it up with 
American businesses and I bring it up with labor folks, who, as we 
know, have not exactly seen eye to eye on it, conceptually, they 
think that this is something that they can proceed with. 

What is your take in terms of how we work our way through this 
question that starts in the supermarket or the coffee shop when 
our citizens are understandably furious about tax laws rewarding 
doing business overseas, and at the same time being competitive in 
a tough global market? What is your sense about how we might — 
because it was a lot of your creativity that brought people together 
in 1986 — what might unlock an agreement in the future on this 
issue, starting with the person in the supermarket all the way to 
American business that has been concerned about competitiveness 
and how you might bring a new consensus together. 

Mr. McIntyre. Well, I mean, what is important to understand 
is that your proposal to get rid of deferral and tax worldwide in- 
come of corporations addresses the problem of subsidizing foreign 
investment, because wherever you move your money, whether you 
artificially shift it to the Cayman Islands or you really build a fac- 
tory in China, you will still be subject to U.S. tax, and if you pay 
taxes to a foreign country, of course, we will not tax you twice. 
That addresses that problem. 

The companies’ retort is that, well, yes, but you want us to go 
to China. Now, I do not understand why we want them to go to 
China very well. They have this argument that for every 10,000 
jobs they create in China, 300 are created in the United States to 
manage the business in China. But I would much prefer to have 
the whole 10,000 here, personally. And so their idea that they have 
to be competitive with the Germany company in China, eh, trivial 
at most, although that is what they make as the argument. 

So if we are talking to the person in the supermarket who wants 
to know why we are paying companies to go offshore, I would say, 
well, yes, Ron Wyden is going to solve that. Now, he has another 
thing he wants to do, too. He thinks that we should have a lower 
rate if you do business here in the United States, and he and I 
have an argument about that, because I think it is more important 
for American business to get the benefit of the public services that 
they need, the roads and the schools and everything else. That will 
make them more competitive with the rest of the world by doing 
business here in the United States and giving them a few points 
off their corporate rate. 

And you say, well, Mr. McIntyre, why do you not just tax the 
poor people to pay for these things for the businesses and give the 
businesses lower taxes? And I say, well, that makes things unfair, 
plus, I do not think the public would tolerate it. So this is the dis- 
cussion you and I have had a lot. 

But the No. 1 thing that I admire so much about your plan is 
you take away the incentive to move things offshore, which just 
automatically says, now you have more of an incentive to do it 
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here. And so if you want to provide a little bit bigger one on top 
of that, OK, but remember, that comes at a price. 

Senator Wyden. I want to hear from Mr. Greenstein and Mr. 
Hodge, and again, just before I leave you, colleagues, when you 
look back at the history of how it came together in 1986, Bob McIn- 
tyre did as much as anybody to, in effect, thread that needle, and 
we are going to be calling on you often. And this is, as I have 
talked about with both colleagues, this is an inexact science. 

Mr. Greenstein, you wanted to add something. We are talking 
about how we can find a way in a bipartisan fashion- -I mean, part 
of what the companies have said with respect to deferral, I think, 
is just understandable, because, oh, somebody is talking about 
making an abrupt change in a major economic policy that relates 
to competitiveness and I have said I am interested in working in 
a bipartisan way with good people like here and Chairman Tiberi 
and others so we can have transition rules, which Mr. McIntyre 
knows a lot about and would allow us to start making our way to 
a new system. But in terms of the principles of how we would wres- 
tle with the corporate rate and deferral and going forward in a bi- 
partisan way, your thoughts, Mr. Greenstein. 

Mr. Greenstein. I have not studied your specific proposal here 
to the degree that Bob McIntyre has. His comments make a lot of 
sense to me. 

The point I wanted to add was to contrast your proposal with 
something that I think would be very unwise and might soon come 
before you, which is the idea to, in the absence of reform, simply 
allow a big repatriation at a 5-percent rate. You know, we tried 
that in 200^4. It did not create the number of jobs it was supposed 
to. But the more important point is that when it was done in 2004, 
it was said, this is one time only. And if we do it again now, it will 
create a sense, I think, among companies that they should actually 
shift more investment and jobs overseas because all they have to 
do is wait until the next recession or whatever and they will get 
another holiday where they can bring everything back at only a 5- 
percent rate. 

So I think, unlike what you are trying to do, I think if you simply 
do a repatriation, in the long run, you are actually going to lose 
jobs. You are going to have exactly the opposite incentive to what 
you are trying to have. 

Senator Wyden. One of the opportunities, again, for common 
ground for this table to ponder is that I think that there may be 
an opportunity to look at repatriation if it was part of tax reform. 
In other words, if it was part of a tax reform proposal that ad- 
hered — and I saw the little skirmish we had on 1986, but 1986 was 
progressive. It got rid of preferences and it held rates down, some- 
thing I think all three of you have in common, and I think if repa- 
triation is discussed, as I have heard Senators and House members 
talk about it in the context of tax reform, we may be able to get 
some more common ground. 

Mr. Hodge, and I am just very appreciative of you. Chairman 
Conrad. I just think this is a big issue that does not get talked 
about much. Mr. Hodge, your way out of this conundrum involving 
international tax policy and the person who is our constituent in 
the supermarket. 
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Mr. Hodge. Well, Senator, I agree with your plan to lower the 
rate. I think reducing the rate to at least 24 percent is the absolute 
way to go. Preferably, I would like to see the Federal rate be 
around 20 percent so that when you add back the average of State 
rates, we are at about 25 percent overall, which would equal us to 
China and roughly the OECD average. 

But I disagree with remaining with the worldwide system and I 
would prefer to move toward a territorial-type system. That is the 
trend among our major competitors. The United Kingdom and 
Japan were the two latest countries to move toward more or less 
of a territorial-type system. And to remain with a worldwide sys- 
tem would simply hamstring American companies as they are try- 
ing to compete in an incredibly competitive global marketplace. 

I do not think that we want to concede China or Asia or Europe 
or any of these other emerging markets to our foreign competitors, 
and I think to remain with this worldwide system would absolutely 
do that. I think if somebody is going to make tractors in China, I 
want it to be Caterpillar. I want it to be John Deere. I do not want 
it to be a Germany company or a Swiss company or someone else. 
I want U.S. companies to be as competitive as possible in this glob- 
al economy. 

And the benefit principle of taxation says that taxes should at 
least be linked to the benefits, and U.S. companies are paying 
taxes on those profits earned abroad. They are paying them to the 
host country where those profits were earned. And I think it is un- 
fortunate the U.S. system penalizes U.S. companies for trying to 
bring those profits back and reinvest in the United States. And 
that is why I would like to see a permanent territorial system so 
there is no penalty for reinvesting, not one of these one-off. I agree 
that that was bad tax policy. And any of these holidays tend to 
produce unintended results. Permanence is the way to go. 

Senator Wyden. My Chairman has his gavel in his hand. Let me 
just kind of close with what our challenge is, and I would welcome 
your ideas, the three of you. 

Senator Gregg and I spent an enormous amount of time debating 
just this, and I will keep my public posture as being open to this 
and a variety of other things you will hear. Mr. McIntyre made 
very good intellectual arguments against it. What I have to tell you 
is we are going to need some proposals quickly on how people at 
this table might come together behind it, because issues like trans- 
fer pricing, which are sure to be compounded by anything in this 
area, have to be addressed in order to go forward. 

So I am open. A lot of Senators on both sides are interested in 
this. The Commission was interested in it. But we are going to 
have to have, quickly, some very creative kind of work done by peo- 
ple like the three of you in order to give this a pulse and I am 
going to stay open. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you so much. It was very important 
we have this discussion because we really are at critical moments 
of decisionmaking. 

With that in mind, I would ask both Mr. McIntyre and Mr. 
Hodge if you could provide to me and this committee a summary 
of the arguments that you believe are most important to keep in 
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mind on the question of territorial versus worldwide. It would be 
very important that we get that because we are at a critical mo- 
ment in discussions and it would be very helpful to have the infor- 
mation that you have and the knowledge that you have brought to 
bear as this decision is made. So could you do that? 

Mr. Hodge. Sure, absolutely. 

Chairman CONRAD. All right. Senator Portman would like an ad- 
ditional moment, as well. 

Senator Portman. Well, just to follow on with the Chairman’s re- 
quest, this is a critical time because I think when you look at the 
economic growth possibilities as part of looking at our fiscal situa- 
tion, tax reform is high on the list and it happens to be bipartisan. 
It is something the President is talking about, we are talking about 
on our side of the aisle, and we need to move and move quickly, 
in my view. We cannot wait another 18 months or 2 years, and be- 
cause the election is coming up, it needs to move particularly 
quickly. 

I have a very different point of view, Mr. McIntyre, on what we 
ought to be encouraging U.S. companies to do, so our policy pro- 
posals may not be that different, because I am strongly supportive 
of what my colleague is talking about in terms of lowering the cor- 
porate rate, and Ron Wyden has done terrific work on this, because 
it solves a lot of those problems. 

But let me just give you a quick example, because we did this 
analysis in Ohio. There is a study recently done by an economist 
at Kenyon showing 17,000 jobs would be lost in Ohio just by ex- 
trapolating from some of the national data on deferral. So if you 
would eliminate deferral, you would lose jobs in Ohio. 

In the case of my hometown of Cincinnati, Proctor and Gamble 
Company, as you know, is a global company. They do a lot of busi- 
ness overseas. They do not export Tide, they make Tide elsewhere. 
You cannot export it and be competitive. Forty percent of the jobs 
in Cincinnati, and they are the largest private sector employer in 
our area, so over 5,000 jobs are there because of their international 
sales. So it is not just a couple hundred jobs for a couple thousand 
because they do all their research in Mason, Ohio, and they do 
their back office accounting and legal and marketing and so on. It 
is a U.S. company. We want them to stay in the United States. 

Their incentive right now, not speaking for them but speaking 
for international companies generally, if you are to keep the rel- 
atively high corporate rate relative to other countries and keep this 
notion in place that we should not allow them to defer prior to 
them bringing their profits back, would make it advantageous for 
them either not to be a U.S. company, first, and we have seen some 
companies make that decision. 

I remember when Daimler Chrysler testified before the Ways 
and Means Committee and told us why it was Daimler Chrysler 
and not Chrysler Daimler, but also, it obviously incentivizes them 
to sell their foreign subsidiaries and to allow those companies to be 
purchased by companies from other countries that have better tax 
advantages. They can pay a premium, the Italians, the Germans, 
the Japanese, the Chinese. That is what is going on in the real 
world right now. 
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So I would say we need to be very careful. Ninety-five percent 
of the consumers live outside of our borders. We want to access 
those consumers. We want to create jobs here in America by access- 
ing those consumers. If we do not, our standard of living will go 
down in this country. We will lose employment. And if we keep the 
corporate rate relatively high, and even 25 percent is relatively 
high if these other countries, as Japan, continue to lower their 
rates, and if we are the only country of our major competitors that 
has a territorial, or a worldwide tax system rather than a terri- 
torial system. 

So we, I think, are right on the edge here. If the rate is low 
enough, some of this can be looked at. But if it is not low enough, 
then we will continue to lose jobs here in this country. So I wanted 
to get that on the record and again appreciate all three of you 
today. I have enjoyed working with you in the past and look for- 
ward to your help on trying to come up with a bipartisan approach 
to tax reform that does create jobs and opportunity. Thank you. 

Chairman CONRAD. Thank you, and I would like to turn to one 
other matter just quickly, because this really is a critical time, and 
that is the question of consumption tax as an increased part of the 
tax base of the United States. 

Virtually every expert from every philosophical background who 
came before the Commission, the tax group of the Commission — 
Congressman Camp and I were given the responsibility to lead the 
discussion in that area — told us we should have more of a hybrid 
system, that consumption should be more of a part of the tax base 
of the United States, that it should be done progressively, which 
is challenging, but there are ideas for how you do that. Professor 
Graetz, as many of you know, has a proposal to take 100 million 
people off the income tax rolls and have a consumption tax. The 
man has some ideas for how it be made progressive. Others who 
came before the Commission from a more progressive viewpoint 
had other ideas for how it could be made progressive. 

What are your thoughts with respect to having a system that has 
a consumption tax component as part of the base? 

Mr. McIntyre. Well, we already have one, of course. The States 
have sales taxes, which these days run around almost 7 percent. 
So we have consumption tax as part of our mix. It is, in some ways, 
unfortunate because those taxes are so regressive, and every plan 
I have ever seen to try to deal with that regressivity is a failure 
because it is so hard to do. 

Mike Graetz’s plan — he does not take 100 million people off the 
tax rolls. He just has 100 million people filing for tax rebates 
against their consumption tax. But they have to file their same in- 
come tax return they do now, pretty much. 

But anyway, no, I think people say, well, you know — I do not un- 
derstand. Let us suppose that we are talking about a value-added 
tax, and some people say that would be a great idea, and I say, I 
look at them and I say, why? If you want to make the income tax 
less progressive, you could do it if that is your goal, to have a more 
regressive tax system. But why would you set up a new bureauc- 
racy that estimates say would have to double the size of the IRS 
to collect this tax just to get a more regressive system? 
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Now, they may have other arguments besides the fact that they 
may want more regressivity, but the ones I have heard do not hold 
water. So I am strongly and probably irrevocably opposed to adding 
a Federal consumption tax. 

Chairman CONRAD. All right. 

Mr. Greenstein. Well, on this one, it may be the only thing we 
have discussed today I am in a different place than Bob McIntyre. 
I think over the coming decades, we are going to have no alter- 
native but to get revenue to a somewhat higher share of GDP, 
given the aging of the population, increases in health care costs, 
and whatever other international challenges we may face. And 
whether it would be my preference or not, I do not see politically 
that happening on the income tax side alone. 

I think we will need a supplementary consumption tax. Were we 
able to do it, my first choice would not be a VAT but a carbon tax 
because of the growing concerns of the impact not only on well- 
being, but on the world economy of global warming. But I am not 
sure that a carbon tax is not even politically more difficult than a 
value-added tax. Interestingly, the last conversation I had on this 
with Michael Graetz, I think Michael privately probably would pre- 
fer a carbon tax, as well. 

Now, having said that, particularly for a VAT, there are two 
huge challenges. One you noted, progressivity/regressivity, easier 
on paper to make it progressive than in the real world. You can 
offset the adverse effect on the bottom. As you may know, we 
helped design a provision that would have done that in the cap and 
trade bill that passed the House, and we were working with Sen- 
ators Kerry, Graham, and Lieberman when they were moving for- 
ward on an energy-type bill before it collapsed. But the farther you 
want to go up the income scale into the middle class with the kind 
of mechanism we developed, it gets harder. 

The other big challenge, particularly for a VAT, is — and it is real- 
ly complicated — is figuring out how to design it so it does not inter- 
fere with State and local tax collection, and the local is actually 
harder, because a lot of localities have sales taxes than the State. 

One last point. I am not sure, you will have to ask Michael, but 
I think in my last conversation with him on this, he had me actu- 
ally do a session for this VAT group that he has on how to offset 
the impacts on the bottom in December. I thought by the end of 
it, he was kind of convinced that his idea of taking 100,000 people 
off and having no income tax, that he was moving away from that, 
and there were two problems with that. 

Michael fully agrees that we need to make people whole with re- 
gard to the Earned Income Credit and the Child Credit and the 
like, but neither he nor anybody else has really figured out a good 
way to do that that works in the real world in the absence of any 
income tax at all. 

The second is health care. Whether you favor the Affordable Care 
Act, as I do, or you favor the kinds of approaches that Republicans 
offered when George Bush was President, in both cases, they rely 
on marketplaces where people get subsidies — people who are low 
and modest income get subsidies to make coverage affordable and 
the subsidies are delivered as tax credits through the tax system. 
And the people that get the subsidies are all in the income group 
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that under the Graetz plan no longer files a tax return. And when 
I mentioned this to Michael, he said, oh, that is a really good point. 
I designed my plan before we went in that direction in health care. 

Chairman CONRAD. All right. Mr. Hodge, any comment? 

Mr. Hodge. Very quickly, Mr. Chairman. I once had a very sen- 
ior British tax official tell me that if you want a perfect tool for 
funding big government, the value-added tax is the perfect tool. It 
is hidden from view and you can always dial up the rate if you 
want more revenues, and that is exactly what the British govern- 
ment has done recently to solve their problems. 

I do not believe that we need an imperfect tax on top of a tax 
system that we already have. The value-added tax has many of the 
same problems in Europe and elsewhere that we see with sales 
taxes here in the United States. They have various carve-outs for 
groceries and medicines and children’s clothing and other things 
and that creates as many problems as you have seen at the State 
level. 

I do believe we can move toward more of a consumption base by 
moving toward what you might call the traditional fiat tax, as ad- 
vocated by Professors Hall and Rabushka at Stanford or Steve 
Forbes or even a plan like what Congressman Paul Ryan has put 
forward, where you have a fiat tax for individuals, a fiat tax for 
corporations, you do not tax savings on the individual side, you 
allow full expensing at the corporate side, and you essentially have 
more of a consumption base, but you do it within kind of an exist- 
ing system as we have, rather than adding something on top of 
what we already have. I would prefer that. 

Chairman CoNRAD. Let me just say, my reaction to that is what 
you do is you would either raise a lot less revenue- -every fiat tax 
proposal I have seen does — or you would dramatically make more 
regressive the tax system, because our system now is progressive. 
If you have a fiat tax that generates the same amount of revenue, 
it is a mathematical certainty that people at the top pay less and 
people at the bottom are going to pay more. 

Let me just thank you. We have really gone well past what we 
intended and what we had asked you to prepare for. I deeply ap- 
preciate the contributions you have made. This is a very timely 
hearing and important to the work of the committee and the work 
of other groups who are having discussions right now. I thank you 
all. 

The committee will be adjourned. 

[Whereupon, at 12:18 p.m., the committee was adjourned.] 
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Questions for the Record 
from Senator Begich 
for Mr. Greenstein 

Budget Distribution and Efficiency of Spending in the Tax Code 
3/9/2011 

Senate Budget Committee 


1) Mr. Greenstein, I think we can all acknowledge everyone has a different opinion on how 
best to reform the tax code. Ultimately the question of reform will require which tax 
expenditures to eliminate and which to keep. What would u recommend as a metric to 
measure which tax expenditures are worth keeping? 

2) Does tax reform make it easier or harder to tackle the deficit? Obviously, tax reform that 
is revenue-neutral does nothing to help the deficit, but revenue-raising could be joined 
with certain tax reforms that benefit individuals or corporations who cuncntly don’t get a 
lot of loopholes or who just want a simpler system. The result could be revenue-positive 
even though some people or corporations benefit from it. That’s what happened in the 
1986 tax reform, which raised taxes on corporations overall, but some corporations still 
supported it because they had no loopholes and they benefited from the reduced rates. 
Can that happen again today? 
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Robert Greenstein’s Answers to Senator Begich’s questions for the record: 


1) I believe three metrics arc particularly useful: economic efficiency, equit}y and deficit reduction. 
As the Congress turns to tax reform in the context of long-term deficit reduction, tax 
expenditures chat are “upside down” stand out as an area in need of reform. 

These tax expenditures are designed to promote activities that provide benefits not just to the 
specific taxpayer but to communities and societ}' generally. For example, incentives for 
retirement savings, if successful, boost national savings and help fund productive investment. 

The value of many of these tax expenditures, which tend to come in the form of deductions or 
exclusions from taxable income, is tied to a taxpayer’s marginal rate. This means that high 
income households receive a larger tax incentive or subsidy, even they often would have taken 
the desired action (e.g., putting aside some income for retirement) with or without the tax 
incentive and arc likeh' to be people on whom the incentive has only a small effect. 

Consider how the tax code affects two differently-situated households with respect to their 
decisions to purchase a new home. An affluent investment banker who lives in a large house, 
has a $1 million mortgage, and pays 540,000 in mortgage interest each year will receive a housing 
subsidy of S14,000 annually. In other words, the banker pays 65 cents of even’ doUar of 
mortgage interest, with taxpayers, m effect, picking up the remaining 35 cents. A t\‘pi^^^ middle 
class family, by contrast — say a welder or a nurse making 560,000 a year — might pay 510,000 
a year in mortgage interest on their more modest home.s. They would receive housing subsidies 
worth just 15 percent of their 510,000 interest payments, or 51,500 annually. 

There is no reason to believe that the banker requires a larger subsidy to be enticed to become a 
homeowner — if anything, one would expect the opposite to be true. F'urthcr, it is doubtful that 
society benefits more from the banker’s owning a home than from the nurse or welder doing so. 
For these reasons, the design of this tax subsidy is economically inefficient. (It also scores low 
on equity grounds.) 

The tax code includes many similarly structured proyhsions that are quite costly. Cjuidcd by the 
metrics of efficiency, equity, and budget any savings, many tax expenditures are ripe for reform. 


2) The United States is on an unsustainable fiscal path. It is cssenfal, therefore, that any tax reform 
contribute signifeantiy to deficit reduction. Addressing our long-term fiscal imbalances will 
requu'c difficult changes in federal programs, but our budget math cannot be solved on the 
spending side alone. 


This is a widely shared view. Bipartisan majorities on each of the major recent deficit reduction 
panels - — the Bowles-Simpson commission, the Riviin-Domenici commission, and a panel 
convened by the National Academy of Sciences — agreed that a balanced approach consisting 
of both program and tax reforms, each of which contribute to deficit reduction, will be required 
to restore long-term fiscal balance. This has been done before: the last big bipartisan deficit- 
reduction agreement signed into law — the 1990 budget agreement reached by President George 
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H.W. Bush and (Congressional leaders of both parties — was a balanced mix of program 
reducdons and new tax revenues. 

This means that while the 1986 Tax Reform Act represented sound tax policy, its bottom line of 
revenue-neutrality is not one we should seek to replicate now. By broadening the tax base, tax 
reform will remove many deficit-reduction targets from the tax code, likel)’- making it harder to 
secure revenue contributions to deficit reduction in the future. It thus is essential that tax 
reform done now make a significant deficit-reduction contribution. Given our fiscal situation, 
we cannot afford to do otherwise. 


2 
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Questions for the Record 
from Senator Begich 
for Mr. McIntyre 

Budget Distribution and Efficiency of Spending in the Tax Code 
3/9/2011 

Senate Budget Committee 


1) Mr. McIntyre, Do you recommend eliminating the tax cut contained in last year’s tax 
extension package for individuals making a $1 million or more per year. 

2) Mr. McIntyre, Given the high levels of unemployment that continue to challenge our 
economy, what type of tax incentives should we provide employers who hire low-income 
workers? 

3) Looking down the road, the U.S. will face significant changes in its workforce as large 
numbers of boomers retire. What shifts should we make in the tax code to better prepare 
a future generation of workers? 


4) The top one percent increased their wealth and income by 275% since 1980, while the 
income and wealth of the bottom 90% stagnated. Isn’t it time the wealthy shared in the 
sacrifices needed to restore fiscal balance? In other words, shouldn’t part of our focus on 
fighting the deficit occur by raising revenue from the wealthiest .A-mericans? 


5) Many people have argued that repatriating money that companies have kept overseas 
would create jobs because of the infusion of money into our economy. But I would like to 
know if you have any thoughts about increased tax revenue that might come from the 
repatriated money being introduced into the economy? I know' that s counterintuitive 
because most of the time when we talk about repatriating we are talking about giving up 
revenue. Do you have any estimates on increased tax revenue we may see from 
repatriated money once it’s back in the economy? 
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Questions for the Record 
By Senator Sheldon Whitehouse 

Distribution and Efficiency of Spending in the Tax Code 

March 9, 2011 

Senate Budget Committee 




For Mr. McIntyre; 

In your testimony, you recommend eliminating income tax “deferral” - the ability of 
corporations to move their operations overseas and delay paying U.S, taxes. The ability 
to defer income can encourage U.S. firms to send factories and jobs abroad. I've 
introduced legislation to end deferral for manufacturers that produce goods offshore to 
sell to U.S. customers. My bill - the Offshoring Prevention Act (S. 45) - would generate 
$19.5 billion in revenue over ten years by eliminating this particularly odious use of 
deferral. In your testimony, you discus.s ways in which our corporate tax system 
misallocates capital and jobs. Would my bill help to remedy this? What would be the 
effects of my bill on U.S. jobs and the allocation of capital here? 


For Mr. Hodge: 

In your testimony you state, “the U.S. has the most progressive income tax system of any 
industrialized nation.” To support this claim, you cite an OECD statistic that the top 1 0% 
of U.S. taxpayers pay a larger share of tax receipts than the other countries - 45% in 2008 
according to your source. Is it not relevant that the top 10% of U.S, taxpayers earned a 
greater share of national income than in most countries - 42% in 2007 according to 
CBO? According to these figures, the top 10% of U.S. income earners pays only a 
slightly larger share of income taxes than its share of income. Would it not be more 
reasonable to evaluate the progressivity of a tax system based on tax receipts by adjusting 
for the underlying allocation of income? 

Your OECD source also states that, ”[tlhe United States is the country with the highest 
inequality level and poverty rate across the OECD, Mexico and Turkey excepted, Since 
2000, income ineciualily has increased rapidly, continuing a long-term trend that goes 
back to the 1970s. If the U.S. has the “most progressive income tax system of any 
industrialized nation,” what accounts for the fact that it has the highest inequality level 
and poverty rate? 
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Answers from Robert S. McIntyre, director of Citizens for Tax Justice, to 
wfcitten questions from Senators in connection w'ith the March 9, 2011 Senate 
Budget Committee hearing on tax subsidies 


Question from Senator Whitehouse: 

In your testimony, you recommend eliminating income tax ‘'deferral" — the ability of 
corporations to move their operations overseas and delay paying U.S. taxes. The ability’ to defer 
income can encourage U.S. firms to send factories and jobs abroad. I’ve introduced legislation 
to end deferral for manufacturers that produce goods offshore to sell to U.S. customers. My hill 
— the Offshoring Prevention Act (S. 45) — would generate $19.5 billion in revenue over ten 
years by eliminating this particularly odious use of deferral. In your testimony, you discuss ways 
in which our corporate tax system misallocates capital and jobs. Would my hill help to remedy 
this? What would be the effects of my bill on U.S. Jobs and the allocation of capital here? 

We have endorsed versions of your bill introduced by Sen. Byron Dorgan in previous sessions of 
Congress, and we continue to support this reform. Although it would certainly be a significant 
improvement, however, it is only a part of the bigger reform wc think is needed; full repeal of 
“deferral." 


Questions from Senator Begich: 

/ ) Mr. McIntyre, Do you recommend eliminating the tax cut contained in lust year 's tax 
extension package for individuals making a $I million or more per year. 

Yes, but we would go much further, and let most, if not all of the Bush tax cuts to expire as 
scheduled under current law. Over ten years and counting interest, that would save about $4 
trillion — equal to the total amount of deficit reduction proposed by the President’s deficit 
commission. 

2) Mr. McIntyre, Given the high levels of unemployment that continue to challenge our 
economy, what type of tax incentives should we provide employers who hire low~income 
workers'.^ 


We do not support business tax incentives, which we think are an ineffective way to encourage 
useful behavior. In particular, tax subsidies for hiring low-income workers have been enacted in 
the past, but were found to be ineffective, and essentially rewarded behavior that would have 
occurred anyway. We think that the best w'ay to boost employment during a recession is to boost 
consumer demand with the sorts of measures that were included in the American Recovery and 
Reinvestment Act of 2009. 

3) Looking down the road, the U.S. will face significant changes in its workforce as large 
numbers of boomers retire. What shifts should we make in the tax code to better prepare a future 
generation of workers? 


We need a tax code that raises sufficient revenues so that we can afford to fund the investments 
in education, infrastructure and other programs to better prepare a future generation of workers. 
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4) The top one percent increased their wealth and ineome by 2 75% since 1 980, while the income 
and wealth of the bottom 90%> stagnated. Isn 't it time the wealthy shared in the sacrifices needed 
to restore fiscal balance? In other words, shonldn 't part of our focus on fighting the deficit occur 
by raising revenue from the w^ealthiest Americans? 

As my testimony indicates, vve believe that curbing or eliminating business subsidies 
administered by the IRS, subsidies that primarily benefit the wealthiest Americans, should be 
Congress’s highest priority in deficit reduction. Doing so can slash the deficit while retaining 
essential programs, improve economic efficiency, add jobs and make America a more equitable 
society. 

5) Many people have argued that repatriating money that companies have kept overseas would 
create jobs because of the infusion of money into our economy. But 1 would like to know if you 
have any thoughts about increased tax revenue that might come from the repatriated money 
being introduced into the economy? I know that 's counterintuitive because most of the time when 
we talk about repatriating we are talking about giving up revenue. Do you have any estimates on 
increased tax revenue we may see from repatriated money once it 's back in the economy? 

We do not believe that another amnesty for repatriating profits artificially shifted offshore would 
be a good idea. Since these companies already have access to their offshore profits through 
borrowing, we do not believe it w'ould lead to any significant “infusion of money into our 
economy.” As is w'ell known, the mistake of the 2004 repatriation did not add to U.S. jobs. 
Repeating it would reward corporate tax dodgers for their bad behavior and encourage them to 
continue their lax sheltering ways in the expectation that they would again be rewarded with 
additional “repatriation holidays” in the future. 
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Response of Scott Hodge 

To questions for the record 
By Senator Sheldon Whitehouse 

Distribution and Efficiency of Spending in the Tax Code 
March 9,201! 

Senate Budget Committee. 


Thank you Senator, As I read it, you are looking for answers to two basic questions: (1) If the 
richest 10% of taxpayers earn the most of any OECD country, doesn’t it make sense that they 
bear the largest tax burden of any country and (2), If the U.S. has the most progressive income 
tax system of any OECD nation, what accounts for the fact that we have one of the highest 
incidences of inequality of any OECD nation? 

The answer to the first question can, in part, be found in the OECD table I reference in my 
testimony [see attached]. This table shows the share of taxes paid by the richest 10 percent of 
households, the share of all market income earned by that group, and the ratio of what that 10 
percent of households pays in taxes versus what they earn as a share of the nation’s income. 

The first column shows that the top 10 percent of households in the U.S. pays 45.1 percent of all 
income taxes (both personal income and payroll taxes combine) in the country. Italy is the only 
other country in which the top 1 0 percent of households pays more than 40 percent of the income 
tax burden (42.2%). Meanwhile, the average tax burden for the top decile of households in 
OECD countries is 3 1 .6 percent. 

By contrast, column #2 shows that the richest decile in America earned 33.5 percent of the 
market income in the country in 2005 - the year in which this snapshot was taken, but little has 
changed since then. But, other countries do have a greater or similar concentration of income as 
does the U.S. For example, the OECD tabic shows that the wealthiest decile of households in 
Italy and Poland earn a greater share of their country’s market income than do our “rich” - 35.8 
percent and 33.9 percent respectively ~ while the share of income earned by the top decile of 
households in the U.K. is about on par with those in the U.S. at 32.3 percent. 

To your question, the table does adjust for the underlying allocation of income by showing the 
ratio of income taxes paid to the share of income earned by the top decile in each country. The 
ratio for U.S. households is 1.35, far greater than the ratio of taxes to income in any other 
country. Even in the three countries with a comparable distribution of income, the ratio of taxes 
to income was less, 1.18 in Italy, 0.84 in Poland, and 1 .20 in the U.K. 

Interestingly, countries with top personal income tax rates that are higher than in the U.S., such 
as Germany, France, or Sweden, have ratios that are clo.scr to 1 to 1. Meaning, the share of the 
tax burden paid by the richest decile in those countries is roughly equal to their share of the 
nation’s income. By contrast, we prefer to have the wealthiest households in this country pay a 
share of the tax burden that is one-third greater than their share of the nation’s income. 
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To your second question, how can the U.S. have so much inequality with such a progressive tax 
system? There are tw'o possible answers: (1) We have inequality despite such a progressive 
income tax system; or, (2) There is a limit to how much a tax system can reduce inequality. 

That said, the OECD does find that the U.S, tax system is among those that achieve the largest 
reductions in income inequality. Indeed, wiiile most countries redistribute twice as much through 
direct spending as they do through the tax system, “the United States stands out for achieving 
greater redistribution through the tax system than through cash transfers.”' This is because of the 
generosity of the refundable portions of the EITC and the child tax credit. 

The bottom line is that the tax system eannot counteract most of the forces that are contributing 
to the actual or perceived causes of inequality in America - nor should we wish it to. These 
factors include; The growing share of dual-income w'orking couples; the increasing economic 
returns to higher education; and the growfh in entrepreneurship (and the rise in flow'-through 
business entities such as S-corps). 

In 1959, the year I was born and when Leave it to Beaver was the hit show on TV, we did have 
less inequality in America. However, the top tax rate was 91%, the majority of families were 
single-earner (Ward worked while June .stayed home), most people had only a high-school 
education, and most people worked a blue collar job for a big company. 

I don’t think making the tax code even more progressive tax system will take us back to such an 
America, nor would most Americans want to go back. 


' “Growing Unequal? Income Distribution and Poverty in OECD Countries,” Organization for Economic 
Cooperation and Development, 2008. p. 1 12. 
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Table 4.5. Alternative measures of progressivity of taxes in 
selected OECD countries, mid-2000s 


B. Percentage share of richest decile 


1 

.Share of taxes of 
richest decile 

2. Share of market 
income of richest 
decile 

3. Ratio of shares 
for richest decile 

(1/2) 

Australia 

36.8 

28.6 

1.29 

Austria 

28.5 

26.1 

1.10 

Belgium 

25.4 

27.1 

0,94 

Canada 

35.8 

29.3 

1.22 

Czech Republic 

34.3 

29.4 

1.17 

Denmark 

26.2 

25.7 

1.02 

Finland 

32.3 

26.9 

1.20 

France 

28.0 

25.5 

1,10 

Gennanv 

31.2 

29.2 

1.07 

Iceland 

21.6 

24.0 

0.90 

Ireland 

39.1 

30.9 

1.26 

Italy 

42.2 

35.8 

1.18 

.lapan 

28.5 

28.1 

1.01 

Korea 

27.4 

23.4 

1.17 

Luxembourg 

30.3 

26.4 

1.15 

Netherlands 

35.2 

27.5 

1.28 

New Zealand 

35.9 

30.3 

1,19 

Norway 

27.4 

28.9 

0.95 

Poland 

28.3 

33.9 

0.84 

-Slovak Republic 

32.0 

28.0 

1.14 

Sw'cden 

26.7 

26.6 

1.00 

Switzerland 

20.9 

23,5 

0.89 

United Kingdom 

38.6 

32.3 

1.20 

United States 

45.1 

33.5 

1.35 

OECD-24 

31.6 

28,4 

1.11 


Source: Computations based on OECD income distribution 
questionnaire. 

h 1 tp: / / dx .d(.)i .org/ 10.1787 /422() 13187855 




THE PRESIDENT’S FISCAL YEAR 2012 DE- 
FENSE AND INTERNATIONAL AFFAIRS 
BUDGET 


THURSDAY, MARCH 10, 2011 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:01 a.m., in room 
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair- 
man of the Committee, presiding. 

Present: Senators Conrad, Wyden, Cardin, Warner, Begich, Ses- 
sions, and Thune. 

Staff present: Mary Ann Naylor, Majority Staff Director; and 
Marcus Peacock, Minority Staff Director. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman CONRAD. The hearing will come to order. 

I want to welcome everyone to the Senate Budget Committee 
today. Today’s hearing will examine the President’s budget request 
for defense and international affairs. Our witnesses today are the 
Deputy Secretary of Defense Bill Lynn and Deputy Secretary of 
State Tom Nides. We appreciate them being here and look forward 
to their testimony. 

For a number of years, many people have stressed that our na- 
tional security relies not just on the Defense Department but also 
on the State Department through its diplomatic missions. So I am 
glad this hearing will provide a chance to look at our national secu- 
rity with both agencies represented. 

Our country is at a critical juncture. We are borrowing about 40 
cents of every dollar that we spend. Deficits have exceed $1 trillion 
for 3 years in a row. Federal debt is soaring. The long-term outlook 
is even more sobering. We are clearly on an unsustainable course. 

Our budget situation is not just a fiscal and economic threat. It 
is also a threat to our national security. We simply will not be able 
to remain a global superpower if we fail to stop the explosion of 
Federal debt. And I would note the story this morning that the 
PIMCO Total Return Fund has indicated they have dumped all 
U.S. debt. 

Now, let me repeat that. The PIMCO Total Return Fund has 
made public today they have dumped all U.S. debt. 

Here is what Admiral Mullen said about the debt threat: “Our 
national debt is our biggest national security threat.” That is com- 
ing from the Chairman of the Joint Chiefs of Staff. 

( 1173 ) 
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Department of Defense 
Request in Obama Budget 

Ijyg {$ in billions) 


$553 B 

/■■ 

More 

Than CR Level 

$526 B 


2011 2012 
CR Level Obama Budget 

Source: Department of Defense 

Note; Base defense request. Does not include war funding. 


This year, for the first time since World War II, gross Federal 
debt will exceed 100 percent of GDP, well above the 90-percent 
threshold that many economists regard as the danger zone. That 
has to be a wake-up call for all of us. 


$550 


$525 
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Gross Debt as 
Percent of GDP 

(% of GDP) 
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I have always been a strong supporter of defense spending be- 
cause I believe providing for the national defense is the Govern- 
ment’s single most important responsibility. And make no mistake, 
Congress will continue to provide our troops what they need for 
their mission and to keep them safe. But given the fiscal crisis, 
every area of the budget is going to have to come under scrutiny, 
is going to have to find savings, including defense. That was the 
conclusion of every bipartisan Commission that has examined the 
long-term fiscal imbalances, including the President’s own Fiscal 
Commission and the Domenici-Rivlin group that we will hear from 
next week. 
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The examples of inefficiencies in the Defense Department that 
have come to light are particularly troubling. We need to root out 
wasteful spending everywhere we find it, including defense. The re- 
ality is that defense spending has grown dramatically in recent 
years and has contributed to the climb in deficits. In 1997, we 
spent $258 billion on the Department of Defense. This year, when 
we include war costs, we will spend about $685 billion on the De- 
partment. To put that in a historical perspective, this will be the 
fifth year in a row we will be spending more on defense than we 
did at the height of the Korean War in real terms. 


Defense Budget Growth 

($ in billions) 
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Source: Department of Defense 

Note; FY201 1 level is annualized level from Continuing Resolution through March 4. 
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The President’s budget proposes to continue to increase the de- 
fense budget. In 2012, the administration requests $553 billion for 
the regular defense budget, representing a $27 billion increase over 
the 2011 continuing resolution level. The administration has said 
its defense request would save $78 billion over 5 years by imple- 
menting savings proposed by the Secretary of Defense, Mr. Gates. 
While I welcome those savings proposals, that estimate compares 
the President’s current budget request with the President’s request 
last year, which was never implemented or agreed to. Compared to 
CBO’s baseline for defense spending, the administration’s current 
request actually represents a $128 billion increase over the 5 years. 
That is over the baseline, $128 billion. 



Department of Defense 
Request in Obama Budget 
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Source: Department of Defense 
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Department of Defense 
Request in Obama Budget 



Source: Department of Defense, CBO 

Note: Base defense request. Does not include war funding. 
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This chart shows a similar rise in our international affairs fund- 
ing, although on a considerably smaller scale. In 2001, we spent 
$24 billion on international affairs; in 2004, we saw a notable spike 
in war-related international affairs funding from Iraq reconstruc- 
tion. This year, we are spending a total of $58 billion on inter- 
national affairs when war-related funding is factored in. 


International Affairs 
Budget Growth 

(S in billions) 
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Regular International 
Affairs Budget 


Source: SBC calculations based on OWIB data 

Note: International Affairs Function 150 funding; discretionary budget authority. 


For 2012, the administration proposes to keep the base inter- 
national affairs budget at $53 billion, the same level as in the 2011 
continuing resolution. However, when war-related international af- 
fairs funding is added in, the administration is requesting a total 
of $61 billion for international affairs, representing a $3 billion in- 
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crease over the total for 2011. I would be the first to acknowledge 
that is modest. 

The requested increase in international affairs war-related fund- 
ing is explained in part by the transition in Iraq where the State 
Department is scheduled to take over responsibility for U.S. oper- 
ations there. 


International Affairs 
Request in Obama Budget 


($ in billions) 


■ 
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Source: Department of Defense 

Note: Internationa! Affairs Function 150 funding, discretionary budget authority. 


For overall war funding, including both defense and international 
affairs, the administration is requesting $127 billion in 2012. That 
is $40 billion less than the average war funding provided from 
2007 through 2011. In those previous years, this administration 
and the previous administration made two or three war funding re- 
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quests each year. Although I give this administration substantial 
credit for being much more accurate and realistic with its initial re- 
quest each year, I do hope our witnesses will be able to comment 
on whether this $127 billion war funding request will be it for the 
year or whether we should anticipate another request later on. 


War Funding 


($ in billions) 
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Note: All war-related funding, including defense and international affairs. 


Again, I want to emphasize we will provide our troops with what- 
ever they need to complete their missions and to be safe. But the 
days of an open checkbook here are ending for everyone. I want to 
make that very clear. This Committee — I think I can speak for both 
sides — recognizes the debt threat hanging over this country. It 
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must be addressed. There is not an option. And, again, I would go 
back to the story this morning — the PIMCO Total Return Fund ad- 
vising us they have dumped all U.S. Government debt. If that is 
not a wake-up call for where we are headed, I do not know what 
would be. 

With that, we will turn to Senator Sessions for his opening re- 
marks. Senator Sessions. 

OPENING STATEMENT OF SENATOR SESSIONS 

Senator Sessions. Thank you, Mr. Chairman, and I want to wel- 
come our guests. They represent two of the great historic Depart- 
ments of the U.S. Government, and we value your insight and your 
testimony. 

The Chairman of the Joint Chiefs of Staff, Admiral Mullen, spoke 
the plain truth when he declared that our national debt was our 
greatest long-term national security threat. I believe that Secretary 
Clinton has said the same thing, that it represents the greatest 
threat to American security. 

The DOD’s annual budget compared to the projected growth of 
the Nation’s interest payment on our surging debt turns out to be 
in the years to come less spent on defense than we spend on inter- 
est on our debt. Right now we are spending about 3 times as much 
on defense as we spend on interest. It just shows, I think, the per- 
spective that we are facing. 

Mr. Chairman, I share with you the urgency that we have with 
regard to spending. I do not believe there is an opportunity for us 
to delay any longer. Moody’s told the Government in December that 
if things do not change, they could downgrade our debt in less than 
2 years. Alan Greenspan said in January that, in his view, there 
is a 50-50 chance, a little better than 50-50 chance, but not much 
better, that we would have a debt crisis in 2 to 3 years. This is the 
former Federal Reserve Chairman. And Mr. Geithner told this 
Committee last week that he agreed with the Rogofif study showing 
that debt at the levels we are now, 90-plus percent of GDP, pulls 
down economic growth and puts us in danger of a crisis. He volun- 
teered that. And he agreed with the Rogoff studies. 

Then we have Mr. Simpson, Alan Simpson, and Mr. Bowles, who 
chaired the Debt Commission, appointed by President Obama, and 
they said to us the day before yesterday that a debt crisis could ac- 
tually happen. In fact, Mr. Bowles suggested 2 years. He said it 
could be a little sooner, it could be a little later. And Mr. Simpson 
said in his view it would be a year or less. 

So I suggest that the message is clear. We need to do some 
things now, and the Defense Department cannot be absolved from 
those challenges. 

I so much admire and love the men and women who serve our 
country. We have the finest military, Mr. Lynn, the world has ever 
known, the finest I believe this Nation has ever fielded in terms 
of being trained, being disciplined, being courageous, willing to go 
into combat, and also being equipped and trained on how to use 
their equipment, and the coordination among the branches and 
services is at a level never before achieved, and it is critical, Mr. 
Chairman, as we ask the Defense Department to constrain spend- 
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ing, that we do so in a way that does not damage what we have 
been blessed to have created over the last number of years. 

When the cold war ended, we had too much reduction in forces. 
Army divisions were cut from 18 to 10. The 600-ship navy went to 
300. The Air Force fighter wing equivalent fell by half We ended 
up with a high proportion of muscle and fat, I am afraid, during 
that situation. So we will have to watch it. We have to be careful. 

I am concerned about some of the surging increases requested by 
the State Department. We are going to have to look at that care- 
fully. I also, frankly, am concerned that the role we are calling on 
the State Department to fill in Iraq may be beyond the capabilities 
of any State Department to fulfill, and I worry about that both as 
to cost and to the capability of achieving that mission. 

So, Mr. Chairman, thank you for the hearing. This represents a 
huge, substantial portion of the discretionary budget. We have to 
ask our Defense Department to do more with less. But at the same 
time, we want to do it in a way that does not call for bad decision- 
making. Driving up the cost of procurement per item, that would 
be unnecessary. We need to do it in the right way. 

Thank you for your leadership. 

Chairman CONRAD. Thank you, and thank you for your partner- 
ship, Senator. I think we have had a series of hearings here that 
have been very important. My staff tells me we have now done 
more hearings on this budget cycle than have been done in pre- 
vious budget cycles for a very long time. And I think we have done 
a pretty good job of outlining for those who are paying attention 
the dimensions of the problem, the challenge that we confront, the 
need to take action now. And we have had a chance to hear from 
the President’s Fiscal Commission. Next week we will hear from 
the other bipartisan Commission, the Domenici-Rivlin Commission. 
And then we will go to work on the budget resolution, and I hope 
to be able to work closely with you on that because, frankly, I do 
not think there is time to waste. 

Reading this story about PIMCO making the decision to dump all 
of their U.S. Government debt, this is a long article from 
Bloomberg this morning, five pages, six pages. Anybody that reads 
this, pretty sobering stuff in here about people — Jim Rogers of Rog- 
ers Holdings deciding to short U.S. Government debt because of the 
debt overhang in this country. You know, it is what we have been 
talking about for a number of years on this Committee, that no one 
can predict when this day comes. The one thing we can say with 
certainty is we are moving very rapidly toward the fiscal cliff. We 
do not know when we will get there, if we get there this year or 
next year or the year thereafter. What we know with certainty is 
when we are adding $1 trillion of debt every year, gross debt every 
year, we are putting this country in an extremely vulnerable posi- 
tion. It cannot continue. 

With that, Mr. Lynn, Mr. Nides, thank you for being here. Who 
would like to go first? Tom, if you would like to go first. 

Let me just say that Mr. Nides, of course, helped run Morgan 
Stanley before being convinced to come into the Government. We 
very much appreciate the sacrifice that you have made, the per- 
sonal sacrifice that you have made and that your family has made 
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to serve the Nation at this difficult time. Welcome to the Budget 
Committee. 

STATEMENT OF THE HONORABLE THOMAS R. NIDES, DEPUTY 

SECRETARY OF STATE FOR MANAGEMENT AND RESOURCES, 

U.S. DEPARTMENT OF STATE 

Mr. Nides. Thank you very much, Chairman Conrad and Rank- 
ing Member Sessions. I began my career on Capitol Hill as Assist- 
ant to Majority Whip Tony Coelho and then to Speaker Tom Foley, 
so I very much appreciate the pressure you all are under to justify 
every dollar that is spent. 

Today I want to explain how with just 1 percent of the Federal 
budget, the State Department and USAID prevents conflicts 
abroad, promotes prosperity at home, and, most importantly, pro- 
tects the American people. From countering extremism in Yemen 
to serving alongside our troops in Iraq and Afghanistan, to train 
Mexico’s police force to help ensure our southern border, we do 
every day — what we do is for our national security. 

I appreciate you inviting me to speak alongside Deputy Secretary 
of Defense Bill Lynn. The fact that we are presenting our budgets 
together is a very important first. It speaks to the sense of shared 
mission that begins with the President, the Secretary of Defense, 
and the Secretary of State, and extends all the way to the civilians 
and troops working shoulder to shoulder in Iraq, Afghanistan, and 
Pakistan. Cooperation between State and the Department of De- 
fense has never been better. 

Today I want to walk you through the investments that allow us 
to combine diplomacy, development, and defense to advance our na- 
tional security. 

This year, for the first time, our request is divided into two parts. 
The first part is our core budget, our foreign assistance and oper- 
ations in just about every Nation in the world. Our 2012 request 
is $47 billion, essentially flat from the 2010 levels. 

The second part is our extraordinary temporary war costs in 
Iraq, Afghanistan, and Pakistan. This year, for the first time, the 
President’s budget presents our war funding in the same way it 
funds the Pentagon’s — in a separate account called the Overseas 
Contingency Operation Account, or OCO for short. This more trans- 
parent approach distinguishes between the temporary war costs 
and our enduring budget and reflects a shared effort on the ground. 
The State Department and USAID’s share of the President’s OCO 
account of $126 billion in 2012 is $8.7 billion, which I will come 
back to in a moment. 

Let me start with our core 2012 budget request of $47 billion. It 
represents a 1-percent increase over the comparable levels in 2010, 
less than the rate of inflation. And make no mistake, even without 
the extraordinary war costs, the core budget should be considered 
part of the U.S. Government’s national security budget. It sta- 
bilizes conflict zones and reduces the threat of nuclear weapons; it 
restores old alliances; it supports democratic transitions; it 
counters extremism; it opens global markets; and it protects Amer- 
ican citizens abroad. And where we are not actively working with 
the military today. State and USAID are deploying diplomats and 
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development specialists so that the Department of Defense does not 
have to deploy our troops tomorrow. 

We are investing in four principal areas: 

First, we devote $11 billion of our $47 billion core budget to pre- 
vent conflict and support fragile states. For example, this budget 
supports humanitarian and security assistance for the likes of 
Yemen, crisis diplomacy in Sudan, and rebuilding Haiti. 

Second, we invest $7.4 billion of our $47 billion core budget to 
support key allies and partners. This includes over $3 billion for 
Israel and strong support for our partners on every continent. It 
also includes military-to-military partnerships in 130 countries 
across the world, administered by State and implemented by DOD. 

Third, we invest $14.6 billion of our core budget to advance 
human security. We have targeted drivers of future conflict: dis- 
ease, hunger, and climate change. Our largest single investment is 
$8.7 billion in global health programs, including the continued sup- 
port for PEPFAR, the program to treat and prevent HIV and AIDS 
started under George W. Bush. 

We are also investing $1 billion in food security, $650 million to 
address climate change, and over $4 billion in emergency humani- 
tarian assistance for victims of war, survivors of natural disasters, 
and refugees, like the hundreds of thousands who have fled Libya 
in the last few weeks. 

Fourth, we invest $14 billion to strengthen and sustain our pres- 
ence across the world. This is an investment of a remarkable group 
of public servants, and it delivers significant returns to the Amer- 
ican people. Our political officers build relationships and promote 
democracy. Our economic officers fight every day for American com- 
panies and jobs. Our development officers spread opportunity and 
stabilize societies, while our public diplomacy officers tell our story 
across the world. And our consular officers help average Americans 
every day. 

Finally, we have our temporary extraordinary war costs in the 
front-line states. I am glad to have Deputy Secretary Lynn here 
with me because when you consider our two OCO requests to- 
gether, you come away with a much clearer picture. The Pentagon 
is saving $45 billion this year on its overall OCO request from the 
2010 levels, largely due to the transition from military to civilian 
leadership in Iraq. 

Chairman CoNRAD. Tom, if I can just stop you on that point, be- 
cause we have people listening and sometimes we use terms here 
that are not familiar to the viewing audience. If you would describe 
what OCO stands for, because it is going to be continually ref- 
erenced during this hearing, I think it would help who might be 
listening. If you could describe what OCO stands for. 

Mr. Nides. Certainly, sir. OCO is basically an ability for us to 
be able to show the costs of our war funding, which is defined as 
temporary and extraordinary. As you know certainly from the State 
Department and somewhat from DOD, much of our war funding in 
Afghanistan, Iraq, and Pakistan has been funded by 
supplementals. And so this year in 2012, we want to have a fuller 
picture of what we believe we need to fund the front-line states. So 
we are separating our core budget from our war costs budget for 
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you all to be able to understand exactly what we define as tem- 
porary and extraordinary. 

Chairman CoNRAD. And OCO stands for Overseas Contingency 
Operations. 

Mr. Nides. Yes, sir. 

Chairman CoNRAD. So when people hear this reference, OCO, 
that stands for Overseas Contingency Operations. It relates to war 
funding and conflict funding globally. 

Mr. Nides. Yes, sir. So as I was saying, as the Pentagon is sav- 
ing $45 billion this year on its overall OCO request for 2010, large- 
ly due to the transition from military to civilian leadership in Iraq, 
ours — that being the State Department — is increasing by $4 billion. 
And as Secretary Clinton likes to say, every business owner she 
knows would gladly invest $4 to save $41. 

In Afghanistan and Pakistan, alongside our military offensive, 
we are engaged in a major civilian effort to strengthen our part- 
ners, undercut the Taliban, and take on al Qaeda. We are also 
working to deepen our partnership with the Pakistani people and 
empower the governments who act on our shared interest in taking 
on violent extremists. Our OCO request for Afghanistan and Paki- 
stan is $3.5 billion. 

A few weeks ago I visited Iraq, and as soldiers pass on the re- 
sponsibility to civilians, the State Department is ready to lead. But 
we need the support and the resources to do the job. We have lost 
too many lives and spent too much money not to see this through. 
The Iraq portion of our OCO request for State and USAID totals 
$5.2 billion. 

Finally, sir, I would like to address our funding for the rest of 
2011. The 16-percent cut for State and USAID that passed the 
House last month would put our missions severely at risk. In the 
front-line states, our efforts would be hollowed out. In the Middle 
East, we would be forced to scale back exactly at the wrong mo- 
ment. And, finally, we would turn our backs on millions of HIV/ 
AIDS patients, mothers, and children. 

The American people are right to be concerned about our na- 
tional debt, and so are we. But they still expect us to make smart 
investments in the future. And when a crisis erupts — and they al- 
ways do — they expect us to be ready. This is a moment when 
America needs to lean forward and not pull back. I look forward 
to working with you to do what is necessary to keep America safe, 
strong, and competitive in a changing and dangerous world. 

Thank you. 

[The prepared statement of Mr. Nides follows:] 
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TESTIMONY AS PREPARED 
DEPUTY SECRETARY OF STATE THOMAS R. NIDES 
SENATE BUDGET COMMITTEE 
THURSDAY MARCH 10, 2011 


Thank you very much, Chairman Conrad and Senator Sessions. I began my career 
on Capitol Hill as an aide to House Majority Whip Tony Coelho and then to 
Speaker Tom Foley. I appreciate the pressure you are under to justify every dollar 
that is spent. 

Today I want to explain how — ^with just one percent of the federal budget — the 
State Department and USAID prevent conflict abroad; promote prosperity at home; 
and, most importantly, protect the American people. From countering extremism 
in Yemen to serving alongside our troops in Iraq and Afghanistan to training 
Mexico’s police force to help secure our southern border, what we do is critical to 
our national security. 

I appreciate your inviting me to speak alongside Deputy Secretary of Defense Bill 
Lynn. The fact that we are presenting our budgets together is an important first. It 
speaks to a sense of shared mission that begins with the President, the Secretary of 
Defense and the Secretary of State— and extends all the way to the civilians and 
troops working shoulder to shoulder in Iraq, Afghanistan, and Pakistan. This is a 
relationship defined by deep mutual respect. And I am proud to say that 
cooperation between State and the Department of Defense has never been better. 

As Secretary Clinton said last week, “the most effective and cost-effective way to 
advance our security across the world” is to use “the combined assets of 
diplomacy, development and defense to protect our interests and advance our 
values.” 

We partner closely not just in the frontline states, but wherever our security is at 
stake. In Egypt, close ties beUveen our militaries have been crucial to our 
diplomacy and to Egypt’s transition. In Libya, an integrated strategy — diplomacy, 
humanitarian efforts and defense — is unfolding in real time. The entire region is 
changing, and a strong, strategic and fully-integrated American response will be 
vital. 

Today I want to walk through the key investments in a budget that allows us to use 
all the tools in our national security arsenal to advance our security across the 
world. 
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This year, for the first time, our request is divided into two parts. 

The first part is our eore budget — our foreign assistanee and operations in just 
about every nation in the world. Our eore budget request for 2012 is $47 billion, 
essentially flat from 2010 levels. 

The seeond part is our extraordinary, temporary eontingeney eosts in Iraq, 
Afghanistan, and Pakistan. For the first time, the President’s budget presents our 
war funding the same way it presents the Pentagon’s — in a separate request ealled 
Overseas Contingeney Operations, or “OCO" for short. Instead of eontinuing to 
eover war expenses through supplemental appropriations, this is a more transparent 
approaeh. It reflects our shared efforts on the ground. And it distinguishes 
between temporary, exeeptional contingency costs and our core, enduring budget. 
The State Department and USAID’s share of the President’s $126 billion OCO 
request for 2012 is $8.7 billion. 

Our core 2012 request is $47 billion, which supports our diplomatic and 
development experts in almost every country in the world. It represents a 1% 
increase over comparable 2010 levels, which is less than the rate of inflation. Even 
without the extraordinary contingency costs, the core budget should be considered 
part of the US government’s national security budget. It stabilizes conflict zones. 

It reduces the threat of nuclear weapons. It restores old alliances. It supports 
democratic transitions. It counters extremism. It opens global markets. And it 
protects American citizens abroad. And where we are not actively working with 
the military today. State and USAID are deploying diplomats and development 
specialists so that the Department of Defense does not have to deploy our troops 
tomorrow. 

We are investing in four principal areas: 

First, we devote $11.1 billion of our $47 billion core budget to prevent conflict, 
foster economic security and support fragile states. We are supporting 
development, humanitarian and security assistance to Yemen to stabilize the 
country and deny A1 Qaeda a safe haven. And we are pursuing those same goals in 
Somalia. This budget supports crisis diplomacy in Sudan and rebuilding in Haiti. 
And it proposes a new Global Security Contingency Fund that would pool 
resources and expertise with the Defense Department to respond quickly as new 
challenges and opportunities emerge. In a fast-changing world, we are working to 
tear down the bureaucratic walls and jurisdictional obstacles that prevent 
government from being as efficient as it can be. 
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Second, we invest $7.4 billion of the $47 billion core budget to support key allies 
and partners. This includes over $3 billion for Israel and strong support for the 
West Bank, Jordan and partners on every continent. It also includes military-to- 
military partnerships in over 130 countries across the world — overseen by the State 
Department and implemented by DoD. As Secretary Clinton said last week, when 
crises came, we had already developed close ties with a generation of Egyptian and 
Tunisian military officers who showed restraint during their countries’ transitions. 

Third, we invest $14 billion of our core budget to advance human security. We 
have targeted disease, hunger and climate change. These challenges not only 
threaten the security of individuals — they are the drivers of future conflict. 

Our largest single investment is $8.7 billion in global health programs. This 
includes treatment and prevention of HIV/AIDS through continued support for the 
PEPFAR program started under George W. Bush. We are fighting malaria and 
tuberculosis and saving the lives of mothers and children. 

We are investing $1.1 billion in food security, another cornerstone of global 
stability, and $650 million to address climate change. These are two whole-of- 
govemment efforts against serious and growing threats that, if fully funded, will 
contribute to a more secure and stable world for years to come. 

This budget also reflects over $4 billion in humanitarian assistance for victims of 
war, the survivors of natural disasters, refugees and migrants like the tens of 
thousands who have fled Libya in recent days. 

Fourth and finally, we invest $14 billion of our $47 billion core budget to 
strengthen and sustain our diplomatic and development presence. We fly the flag 
at Embassies and consulates in 164 countries and maintain diplomatic relations 
with another 22. 

Our political officers build relationships, solve problems and promote democracy. 
Our economic officers open markets and fight every day for American companies 
and jobs. They are determined to use diplomacy as a force for economic renewal at 
home. Our development officers spread opportunity and stabilize societies, while 
our public diplomacy officers tell our story to the world. Our consular officers 
have evacuated 2,600 people from Egypt and Libya. Last year, they also issued 14 
million passports, assisted in 1 1,000 inter-country adoptions and even helped 
return 485 abducted children to their parents. This budget also funds protection for 
our diplomats and development workers and provides them with modem, secure 
Embassies and consulates. 


3 



1191 


Finally, there is the portion of our budget that covers the temporary, extraordinary 
war costs in the frontline states. I am also pleased to be testifying alongside the 
Deputy Secretary of Defense because considering our two OCO requests together 
paints a much clearer picture. The Pentagon is saving $45 billion on its overall 
worldwide OCO request from 2010 levels, largely due to the transition from a 
military to civilian-led mission in Iraq. Ours are rising by less than $4 billion. As 
Secretary Clinton likes to say, “every business owner I know would gladly invest 
$4 to save $45.” 

In Afghanistan and Pakistan, alongside our military offensive, we are engaged in a 
major civilian effort to strengthen our partners, undercut the Taliban and take on 
A1 Qaeda. Our civilian and military surges set the stage for a diplomatic surge: an 
intensified push in support of an Afghan process to split the Taliban from al-Qaeda 
and reconcile Afghans who renounce violence and accept the Afghan constitution. 

We also offer assistance to Pakistan, a nuclear-armed nation with influence and 
interests in Afghanistan. We are working to deepen our partnership with the 
Pakistani people. And we are finding creative ways, in a difficult environment, to 
empower their government to act on our shared interest in taking on A1 Qaeda. 

The State Department and Department of Defense have designed the Pakistan 
Counterinsurgency Capability Fund (PCCF)to build Pakistan’s capacity to secure 
its borders and deny safe haven to al-Qaeda and other violent extremists. It 
leverages the strengths and Increases the flexibility of State and DoD to address 
Pakistan’s counterinsurgency requirements as they emerge and keep their forces in 
the fight. It’s an example of our commitment to integrate defense and diplomacy 
into a single shared effort to pursue our national security goals. 

The Afghanistan and Pakistan portion of our OCO request for State and USAID 
totals $3.5 billion. 

A few weeks ago, I visited Iraq. I saw the courage of the men and women serving 
there. And I also saw a true whole-of-govemment effort underway as soldiers pass 
on responsibilities to civilians. We have a window of opportunity to help Iraq 
emerge as a stable democracy and a strategic partner. These funds let us work 
throughout the country to defuse crises and find long-term solutions. Our budget 
Includes programs to train Iraqi police and assist Iraqi security forces. Both of 
these programs were previously led by the Pentagon. The Department of State is 
ready to take the lead, but we need the support and resources to do the job. We 
have lost too many lives and spent too much not to see this through. 
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The Iraq portion of our OCO request for State and USAID totals $5.2 billion. 

Finally, I also want to address our funding for the rest of 20 1 1 . 

The 16% cut for State and USAID that passed the House last month would put our 
mission severely at risk. In the frontline states, our efforts would be hollowed out 
with troops still on the ground. In the Middle East, we would have to scale baek 
our presence and our influenee at exaetly the wrong moment. We would lose 
eonsular offieers who aet as our first line of defense against terrorists and 
eeonomic offieers who are helping our eompanies compete. We would turn our 
baeks on millions of HIV/AIDS patients, mothers and ehildren. 

The American people are right to be coneemed about our national debt. So are we. 
But they still expect us to make smart investments in our future. And when crises 
erupt — and they always do — ^they expect us to be ready. 

Our 201 1 and 2012 budgets represent our assessment of the funding we need to use 
eivilian power to advanee our national seeurity — not more, not less. This is a 
moment when Ameriea needs to lean forward, not pull baek. I look forward to 
working with you to do what is neeessary to keep Ameriea safe, strong and 
competitive in a changing and dangerous world. 
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Chairman CONRAD. Thank you, Mr. Nides. 

Now we will go to Deputy Secretary Lynn. Let me just indicate 
that Secretary Lynn enjoys credibility on both sides of the aisle 
here because he has a reputation as a very strong manager and 
somebody who has been dedicated to public service for a long time 
and somebody that we respect. 

Welcome, and please proceed with your testimony. And before 
you do that, I should also indicate this hearing, which is for the 
first time a joint appearance by Defense Department and State De- 
partment, was actually requested of us by the Secretary of Defense, 
Mr. Gates, and the Secretary of State, Ms. Clinton. They made this 
request of us, and we have accommodated that request because 
they felt it was important given how their operations are closely 
linked. 

Secretary Lynn. 

STATEMENT OF THE HONORABLE WILLIAM J. LYNN, HI, DEP- 
UTY SECRETARY OF DEFENSE, U.S. DEPARTMENT OF DE- 
FENSE 

Mr. Lynn. Thank you. Thank you very much, Mr. Chairman. If 
it pleases the Committee, I would like to have my full written 
statement included in the record, and what I would like to do is 
just summarize the main points for you. 

Chairman CoNRAD. That will be done. 

Mr. Lynn. As you indicated and as Secretary Nides indicated, 
this is, I think, the first time or at least the first time in recent 
memory that the two Departments have been before this Com- 
mittee together, and it does represent, as you said, the desire of 
Secretary Gates and Secretary Clinton to represent the strong part- 
nership that they have established and the two Departments have 
established to jointly address our national security challenges. It is 
really two sides of the same coin. We at the Department of Defense 
strongly believe that a full and robust funding of our foreign policy 
operations is a very effective means of meeting our national secu- 
rity and that, indeed, if we promote stability and responsible gov- 
ernance as crises are brewing, we will be able to avoid later in the 
crisis deployment of armed forces, of U.S. military forces. And so 
we fully want to support that partnership. We believe that the mix 
of competencies between the State Department, the Department of 
Defense, as well as USAID is what is needed to address the kinds 
of security crises, the kinds of instabilities, the kinds of regional 
conflicts that spark up around the world and to do those at the ear- 
liest possible point. 

We think that the budgets that we are putting forward today, 
both the State Department and Defense Department budgets for 
fiscal year 2012, well represents that partnership. In Afghanistan, 
State, DOD, and USAID are working together on counternarcotics 
programs, on the training of Afghanistan law enforcement. We 
have proposed with congressional concurrence an Afghan infra- 
structure program that will meld the DOD responsibilities for 
counterinsurgency and the AID and State responsibilities for devel- 
opment in a way that is, I think, more integrated than in the past, 
integrated with both the long-term development plans in Afghani- 
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stan as well as the more immediate needs of the military campaign 
plans. 

At the same time, we are working together with the State De- 
partment to ensure the joint delivery of security assistance wher- 
ever U.S. interests are at stake. We have developed over the past 
several years some joint authorities, some dual key cooperative au- 
thorities, such as the Pakistan Counterinsurgency Capability Fund, 
the Section 1206 authority to train and equip partner nations in 
the counterterrorism fight. Similarly, this year we are requesting 
funding for an Office of Security Cooperation in Iraq. This would 
be a remaining DOD presence as we transition to a State Depart- 
ment lead in Iraq. We think there is still some need for a DOD 
presence in terms of security assistance. We think that is yet an- 
other key joint mission. 

In Mexico, we have jointly addressed surveillance, interdiction, 
air and maritime operations and planning through a variety of ini- 
tiatives. 

We continue to work together to train partner militaries in over 
100 countries through programs such as the International Military 
Education and Training program, as well as the newly proposed 
Global Peace Operations Initiative. 

For fiscal year 2012, we are also requesting a new and I think 
path-breaking program which would involve pooled funding where 
State and DOD would both contribute to a fund in which we would 
seek to anticipate security issues, whether they are in Africa or 
Latin America or Asia, and to jointly target assistance for develop- 
ment funding, for economic assistance, and for security assistance 
in an integrated way in an effort to anticipate brewing crises and 
reduce them before they get started. 

I also want to endorse what you and Secretary Nides were talk- 
ing about that the State Department is proposing, that its funding 
for the conflicts that we are in, particularly Afghanistan and Paki- 
stan, be funded through the Overseas Contingency Operations 
fund, to identify those funds which are essentially the marginal 
costs above the base budget of addressing those contingencies, that 
that is appropriately done in a separate fund that Congress can 
consider fully and transparently in that manner. 

As the partnership between State and DOD indicates, concepts 
of security assistance are changing. We at DOD view the security 
assistance activity as a vital instrument that can prevent or at- 
tenuate instabilities that might otherwise draw the United States 
into armed conflicts. If properly applied in a timely manner, secu- 
rity assistance is likely to be more decisive and less costly than di- 
rect military intervention after a problem has become a crisis. 

Our cooperation with the State Department is, therefore, an im- 
portant component of our national defense, and so I would urge, as 
Secretary Gates has, that you fully fund the State Department re- 
quest. 

With regard to our request for fiscal year 2012, we are seeking 
a total of $671 billion. That is divided between a base budget of ap- 
proximately $553 billion and an OCO, or Overseas Contingency Op- 
erations, budget of nearly $118 billion. In our judgment, this budg- 
et is both reasonable in that it meets our national security needs 
and prudent in that it supports the administration’s plan to hold 
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down the deficit. The proposed budget will take care of our people. 
It will continue to rebalance the U.S. defense posture. It will pro- 
vide deployed forces with what they need to carry out their very 
important missions, and it continues the reform agenda that Sec- 
retary Gates has been embarked on for the past 2 years in terms 
of streamlining our business operations. 

As we built this budget, the military departments found approxi- 
mately $100 billion in savings from business operations and lower- 
priority programs. They reinvested that $100 billion into higher- 
priority programs: intelligence surveillance and reconnaissance, un- 
manned aerial vehicles, cyber defense, and other programs. 

At the same time, outside the military departments, the Sec- 
retary and his staff were able to identify an additional $78 billion 
in defense-wide efficiencies. That money was reduced from the De- 
partment’s top line over 5 years to support the administration’s ef- 
forts to reduce the deficit. 

Finally, Mr. Chairman, I would close my opening remarks by 
mentioning the unfinished business that confronts both the execu- 
tive and the legislative branch. We are still operating 5 months 
into the fiscal year under a continuing resolution. If Congress is 
unable to enact an appropriations bill for DOD, DOD would pre- 
sumably have to continue to operate under a CR, continuing resolu- 
tion, for the entire year. This would have three very negative ef- 
fects on the Department’s operations. 

First, it would not provide in our view enough money to meet all 
of our national security needs. It would represent a $23 billion re- 
duction from the request the President made for fiscal year 2011. 

Second, a year-long CR would leave the dollars that we do have 
in the wrong places. For example, it would not provide enough 
funding in the personnel accounts to support the military pay 
raises that have been approved, and it would not provide enough 
funding in the operations accounts, in the medical accounts to meet 
medical inflation. 

Third, a year-long CR would not provide us with sufficient man- 
agement flexibility to address the needs of the Department. We 
would not be able to start new weapons, we would not be able to 
increase production of existing weapons systems, and we would be 
unable to start new military construction projects. We are already 
dealing with those problems 5 months now into the year. If the CR 
continues for the full year, those problems will get far more severe. 

So, Mr. Chairman, it is our hope that working with the Com- 
mittee and the Congress we will be able to find a way to get ap- 
proved and signed a full year appropriations bill for the Depart- 
ment of Defense. 

Mr. Chairman, that concludes my prepared remarks, and Sec- 
retary Nides and I, I am sure, would be happy to take your ques- 
tions. 

[The prepared statement of Mr. Lynn follows:] 
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Mr. Chairman and members of the Committee, thank you for this opportunity to discuss 
the budget proposal for the Department of Defense for Fiscal Year 2012. 

It is a privilege for me to testify this morning along with the Deputy Secretary of State. 
Our testimony this morning demonstrates the strong and growing partnership between our two 
Departments, which is rooted in the belief that adequately funding foreign policy operations is 
crucial to the national security mission of the Armed Forces. 

Partnership with Department of State 

The ability of the United States to promote stability and responsible governance in other 
nations is critical to our security. The foreign aid, diplomatic engagement, and security 
assistance we provide to our partners and allies helps to combat irregular threats and to head off 
brewing crises before they explode into conflicts that require costly intervention. Providing the 
full range of assistance to other nations requires a mix of competencies that extend beyond a 
single department or agency. The Department of State, Department of Defense, and USAID 
have each cultivated specific expertise. Only by partnering closely together are we able to 
advance U.S. security goals most effectively. This close collaboration is already occurring and 
will increase under our FY 2012 budget request. 

Carefully coordinated assistance is especially critical in the crises we currently face. In 
Afghanistan, State, DoD, and USAID are already collaborating on many fi-onts, particularly with 
regard to counter-narcotics, border management, and the support and training of Afghan law 
enforcement organizations. 

The Ike Skelton National Defense Authorization Act for FY 2011 provides an important 
new tool, the Afghanistan Infrastructure Program. Under this program the Departments of State 
and Defense work together to improve the infrastructure in Afghanistan in ways that support the 
needs of our military campaign plans while also recognizing long-term development of Afghan 
society. 
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In addition to our growing budgetary and operational eoordination in overseas 
eontingency operations, we are also working to enhance our joint delivery of security sector 
assistance. Over the past several years, spanning two Administrations, a number of cooperative, 
“dual-key” authorities have also been created, most notably the Pakistan Counterinsurgency 
Capability Fund and the “1206 authority” to train and equip the military forces of partner 
nations. Last year, the largest of the 1206 coalition programs was for Georgia, which has 
committed to deploy an infantry battalion to conduct counterinsurgency operations with our own 
U.S. Marines in Helmand Province, Afghanistan. 

We are also requesting $524 million in this year’s budget for a key component of our 
joint mission in Iraq — the Office of Security Cooperation - Iraq (OSC-I), which will assist in 
executing foreign military sales and supporting military-to-military efforts to advise, train, and 
assist Iraq’s security forces. OSC-I is funded by both DoD and State. To provide timely 
assistance and help with a timely transition to a civilian-led mission in Iraq, we need to begin 
funding OSC-I initiatives this fiscal year, and we need to receive full funding in FY 2012. DoD 
also needs legislative authority to stand up the OSC-1, and we ask Congress to provide this 
authority in the appropriation bill for this fiscal year. 

Although our “dual key” initiatives and joint programs in Iraq, Afghanistan, and Pakistan 
are top Department of State and Defense priorities, we are also working together in other parts of 
the world where U.S. interests are at stake. Our support of Mexico’s fight against transnational 
criminal organizations is notable in this regard. DoD supports the State-led Merida Initiative to 
improve Mexico’s capabilities in surveillance, interdiction, air and maritime operations, and 
platming. We are significantly increasing DoD training, equipping, information sharing, and 
exchanges of expertise, especially as they relate to safeguarding human rights as the military 
supports law enforcement activities. The Defense Department also executes the International 
Military Education and Training (IMET) program that is funded by the Department of State. In 
FY 2010 alone, IMET provided professional training to more than 7,000 foreign military 
students from over 130 countries. 
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The Global Peace Operations Initiative (GPOI), whieh helps train, equip, and build 
countries’ capabilities to support peacekeeping missions, is another productive collaboration 
between our two departments. GPOI is funded in the Department of State’s peacekeeping 
account; policy and funding decisions are made jointly by State and DoD. Since it was initiated 
in 2004, GPOI has helped facilitate the deployment of more than 110,000 personnel from 31 
countries to 19 operations around the world, and to support 28 national and regional 
peacekeeping training centers. To cite only one example, through GPOI we recently trained and 
equipped a Thai detachment that will fill a vital peacekeeping role in Darfur. 

For FY 2012, the State and Defense Departments have proposed an important new tool, 
the Global Security Contingency Fund, also known as the “pooled fund.” This fund would allow 
us to provide assistance for security forces and institutions and rule of law and stabilization 
programs in key nations. One of the unique aspects of this proposal is that it would allow us to 
provide targeted assistance within the budget cycle whenever we have a strategic opportunity or 
see a threat emerge. This fund is based on a new model of interagency coordination, one that 
emphasizes the links between defense, diplomacy, and development, and enables our 
departments -- in close consultation with Congress -- to respond jointly and effectively to a broad 
range of transnational challenges. Initial funding of $50 million has been requested for the State 
Department together with authority for State or Defense to provide additional funds. I ask your 
support for this proposal. 

As our increasing partnership with the Department of State illustrates, our whole concept 
of security assistance is changing. DoD views this activity as a vital instrument that can prevent 
or attenuate instabilities that might otherwise draw the United States into new conflicts. Security 
assistance can over the long term reshape the threat environment we face, allowing us to address 
regional instabilities before they become problems that could require armed interventions. With 
many of the future challenges, security assistance properly applied in a timely manner is likely to 
be more deeisive and less costly than direct military intervention after a problem has become a 
crisis. 
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For all these reasons our cooperation with the State Department is an important 
component of our national defense. Virtually every complex foreign policy issue requires 
coordinated interagency analysis and response. While budgets are only part of our interagency 
cooperation, they are also an important statement of our national priorities. In Iraq, Afghanistan, 
Pakistan, and so many other places around the globe, the Department of Defense needs a strong, 
robustly funded State Department as our partner. 

Overseas contingency operations are among the most complex missions our government 
will undertake. I believe a new budgeting approach being proposed by the State Department will 
significantly enhance clarity and accountability for these contingency operations. In FY 2012, 
for the first time. State identifies its wartime funding requirements as Overseas Contingency 
Operations (OCO) funds - just as Defense has been doing for several years. We believe this 
approach promotes transparency by clearly identifying the portions of the State Department 
budget that are directly associated with wartime efforts. We strongly support State’s use of an 
OCO budget. 

More broadly, the President’s budget requests for FY 2012 and 2011 recognize the 
importance of this partnership for national security by exempting both the Departments of State 
and Defense and related agencies from the five-year discretionary spending fi'eeze that will affect 
other, non-security agencies. The President recognizes that providing for the common defense is 
a fundamental constitutional obligation. In the interest of maintaining our national security, I 
urge the Committee to support the full budget requests made by the Department of State and the 
Department of Defense, which will enable our two departments to continue and to expand our 
work together. 

Budget Proposal for FY 2012 

Turning now to FY 2012; Our budget request was submitted to Congress last month. The 
Department is asking for about $671 billion of discretionary budget authority to support our 
mission next year — including $553.1 billion to fund base defense programs and $117.8 billion 
to support Overseas Contingency Operations, primarily in Afghanistan and Iraq. Compared 


4 



1201 


5 


with funding for FY 2011, this proposal will result in a decline in the total defense spending of 
between S15 billion (if DoD remains under a year-long CR throughout FY 201 1) and $37 billion 
(if DoD received the funding for FY 201 1 requested by the President). 

In our judgment, this budget is prudent, in that it meets national security needs, and 
responsible, in that it supports the Administration’s plan to hold down deficits. Our request is 
built around several broad themes: 

• The proposed budget takes care of our people. That is our top priority, since the 
all-volunteer force is America’s greatest security asset. We propose a military 
pay raise of 1.6 percent. We are also asking for $8.3 billion for family support 
programs, a sum that fully supports the President’s Military Families Initiative. 
For military healthcare, we are asking for $52.5 billion, including $677 million 
for research and support for traumatic brain injury and psychological health care, 
and more than $400 million to continue medical research on behalf of wounded, 
ill, and injured Service Members. 

• The proposed budget also continues to rebalance the U.S. defense posture to 
provide the capabilities needed to fight cuirent wars while also building capability 
for potential future conflicts. To support current war efforts, we plan substantial 
investment ($4.8 billion) in intelligence, surveillance, and reconnaissance 
capabilities, including various unmanned aircraft, which are in high demand by 
Combatant Commanders. We are also proposing to invest $10.6 billion in rotary 
wing aircraft. In addition we are requesting increased funding for key cyber 
activities as well as substantial funding for chemical and biological defenses and 
security assistance programs that build up the capabilities of our allies. 


• To prepare our forces for potential future conflicts, our budget proposal for FY 
2012 invests in advanced capabilities such as the Joint Strike Fighter (JSF) 
program. We will instill discipline in this major program by imposing a two-year 
“probation” period for the STOVL (Short Take Off and Vertical Landing) variant 
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while we seek to resolve design issues. Meanwhile, we plan to buy additional 
F/A-1 8 aircraft as an operational and competitive hedge. We also plan an 
aggressive shipbuilding program of 1 1 ships in FY 2012 and 56 over the next five 
years. We are investing in a family of long-range strike options, including a new 
long-range bomber program and $900 million for the KC-X tanker program. We 
have a new family of armored vehicles in the works. And we are requesting 
$1 0.7 billion for ballistic missile defenses. 


• The proposed budget provides our deployed forces with everything they need to 
carry out their mission. It includes expenditures for reset of damaged and 
destroyed equipment, for purchases of force protection equipment, for high 
priority inftastructure projects in Afghanistan that support counterinsurgency 
objectives, for the Commander’s Emergency Response Program (CERP) — a 
valuable tool in theater — and for fimding to establish the Office of Security 
Cooperation in Iraq. 


In addition to supporting these broad objectives, our proposed budget continues the 
Secretary’s reform agenda. Reforms began in FY 2010 and 2011, with a focus on the 
restructuring and termination of a number of weapons programs. Some programs, such as the F- 
22 and the C-17, were cancelled because we had already acquired enough of the capabilities they 
provide. Other programs, like the VH-71 Presidential helicopter, were terminated because of 
cost overruns or development problems, or because they would have provided what Secretary 
Gates has termed “exquisite” capabilities that are not central to our current security challenges. 

Secretary Gates has continued his reform agenda in FY2012-16 by streamlining business 
operations. Guided by his Efficiencies Initiative, the Services have identified $100 billion in 
savings and reinvested those savings into high-priority programs that strengthen warfighting 
capability. These savings will be realized through better business practices, by reorganizations, 
and by terminating or restructuring weapons programs. Examples of proposed changes include 
the elimination of uimeeded task forces, combining of air operations centers, consolidation of e- 
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mail servers, and cutting back on lower-priority tasks associated with facilities sustainment and 
construction. The Services also propose terminating programs such as the Non-Line of Sight 
Launch System and the Marine Expeditionary Fighting Vehicle (EFV). 

The Services also continue to seek improvements in the way they acquire weapons. The 
Air Force, for example, has proposed a new approach to buying two satellite programs. We call 
it EASE, the Evolutionary Acquisition for Space Efficiency program. EASE features block buys 
of satellites, which will help to preserve stability for the manufacturer and curb our own 
tendency to make expensive design changes. It also includes stable research ftmding and fixed- 
price contracts. Overall we believe that EASE will significantly reduce costs. For these two 
satellite programs to be fully funded, EASE requires the use of advance appropriations in the Air 
Force procurement accounts, and we request the Committee’s support for these advance 
appropriations. 

In addition to the $100 billion in savings by the Services, our budget identifies $78 billion 
in further defense-wide efficiencies in FY 2012 through 2016. These efficiencies allow the 
defense topline to be reduced in support of the Administration’s deficit-reduction efforts, 
beginning with a $13 billion reduction in FY 2012. 

This topline reduction was largely achieved through changes in the portion of our budget 
less directly related to warfighting capability. We are proposing revisions in military health care, 
alterations in the economic assumptions that underlie the budget, and defense-wide personnel 
changes, including a freeze on most civilian pay and personnel levels through FY 2013 and a 
reduction in the number of contractors who augment goverranent staffs. 

DoD medical costs have shot up from $19 billion in FY 2001 to $52.5 billion in FY 
2012. Our objective is to slow the growth in these costs, while continuing to provide high- 
quality military health care for the troops and their families. For FY 2012, we propose changes 
in pharmacy co-pays designed to increase the use of generic drugs and mail-order delivery. We 
are also proposing a modest increase in TRICARE enrollment fees for working-age retirees — ^the 
first such increase since the mid 1990s — and indexing of those fees to a medical deflator. And 


7 



1204 


8 


we intend to phase out subsidies for a number of non-military hospitals where the Department 
pays higher claims rates. Enactment of some of these military health care proposals requires 
changes in the Department’s mandatory spending, which have been submitted in the budget and 
we ask you to support. 

The FY 2012 budget also proposes a conditions-based decrease in the permanent end 
strength of the Army and Marine Corps starting in FY 2015. In one of his first acts upon 
becoming Secretary of Defense four years ago, and in the midst of our engagements in Iraq and 
Afghanistan, Secretary Gates increased permanent end strength for the Army by 65,000 and 
27,000 for the Marines. By 20 1 2 we will have completed the military mission in Iraq and by FY 
2014 we will have largely shifted the security mission in Afghanistan from allied to Afghan 
forces. As a result, we believe that, in FY 2015 and 2016, we can reduce active duty end 
strength by 27,000 within the Army and by 1 5,000 to 20,000 in the Marine Corps with minimal 
risk. If our assumptions about Iraq and Afghanistan prove incorrect or global conditions change 
for the worse, there will be ample time to adjust the size and schedule of this change, or reverse 
it altogether. 

Mr. Chairman, we believe that the budget levels proposed in the FY 2012 Defense 
request represent the funding required to carry out our national security mission properly. This 
budget also makes tough choices - terminating lower-priority programs, streamlining others, and 
disestablishing unneeded organizations - to ensure that every defense dollar is spent wisely. 


Need for an FY 201 1 Appropriations Bill 

Even as we start the debate over the FY 2012 budget, there is unfinished business that 
concerns us greatly. The Department still needs an appropriation for FY 2011. As members of 
this Committee are aware, the Department of Defense has been operating under a Continuing 
Resolution (CR) for more than five months. 
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If the current CR continues throughout the year, it will cause further harm for three 
reasons. First, a year-long CR would reduce the Department’s funding hy $23 billion compared 
with the request, leaving us with inadequate funding to carry out our national security 
corrunitments properly. Second, a year-long CR would leave the funding that we do get in the 
wrong places. Because we would he required to execute at FY 2010 levels, we would not, for 
example, have adequate dollars to pay for the increased costs associated with the military pay 
raise and the growth in military health care costs. In the wartime portion of our budget, there 
would be too much funding for MRAP vehicles, for which the buy was finished in FY 2010, but 
not enough for the Afghanistan National Security Forces, where costs are increasing. To correct 
these mismatches, we would be forced into extensive reprogramming actions that would result in 
further delays and shortfalls. The third problem associated with a year-long CR is lack of 
flexibility. A year-long CR would prohibit us from starting new weapons and major construction 
programs or increasing production rates of existing ones. This would affect dozens of 
acquisition programs and hundreds of construction projects. A year-long Continuing Resolution 
would leave inadequate funding and management flexibility to meet warfighter needs. 

Adverse effects from operating under a CR are already occurring. The Army and Marine 
Corps have temporarily stopped hiring civilian employees, which means key support billets are 
going unfilled. The Navy has reduced advance notice of moves for military persoiuiel, an action 
that puts added strain on military families. Investment activities are also being harmed. The 
Army recently was forced to issue a stop work order on a contract for the Stryker weapons 
programs, delaying needed improvements. The Navy has been unable to issue a contract for the 
second Virginia-class submarine and is struggling to avoid a work stoppage at the shipyard. 
Together the Services have 75 major military construction projects on hold, delaying needed 
improvements to everything from maintenance hangars to barracks. 

Problems like these will increase substantially in number and severity if the CR continues 
for the rest of the fiscal year. We will be forced to cut back on maintenance for weapons and on 
exercises for non-deployed units, both of which will directly harm readiness. Facilities 
sustainment will likely be cut sharply. We will experience more and more cutbacks and work 
stoppages in our acquisition programs. 


9 



1206 


10 

Finally, there will be harmful management consequences associated with a year-long CR, 
many of them difficult to notice from inside the Beltway. Program managers will delay 
contracting actions out of necessity, only to be required to act hastily at a later time in an effort to 
catch up. In the face of uncertainty, other managers will resort to short-term contracts that add 
cost to taxpayers and instability to the industrial base. 

In short, a year-long CR will damage national security. It presents the Department - and 
the nation - with what Secretary Gates has aptly described as “a crisis at our doorstep.” We 
strongly urge Congress to enact a Defense appropriation bill for FY 201 1 and to provide funding 
for the government as a whole. 

Mr. Chairman, we look forward to working with this Committee and the Congress as you 
consider our request. It is our hope that Congress will support our FY 2012 request and enact an 
appropriations bill for FY 2011 as soon as possible. This concludes my prepared remarks. I 
welcome the Committee’s questions. 
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Mr. Lynn. Mr. Chairman, that concludes my prepared remarks 
and Secretary Nides and I, I am sure, will be happy to take your 
questions. 

Chairman CONRAD. We appreciate that. Thank you both for your 
testimony. Let me start by saying, I have supported, in my 24 
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years on this Committee, every penny that has been requested hy 
every President for our national defense and our national security. 
For 24 years, I have supported every penny requested. 

But I have to say to you, we are going to have to change course. 
It is as clear as anything can he to me. We have the Chairman of 
the Joint Chiefs saying, as I indicated in my opening statement, 
the biggest threat to our national security is our national debt. I 
believe that to be the case. 

I served on the President’s Fiscal Commission, 18 of us did. Elev- 
en of the 18 agreed to a plan that would reduce both defense and 
non-defense discretionary spending over the next decade by $1.7 
trillion. We did so not because it was attractive to do or politically 
popular to do, but because we saw a fundamental threat to the eco- 
nomic and national security interests of the United States if we 
failed to act. 

We also called for an additional trillion dollars of revenue over 
that period by reforming the Tax Code, broadening the base, actu- 
ally reducing tax rates to help America be more competitive so we 
could generate more jobs. And those savings on spending, and we 
also save money, some $600 billion in so-called mandatory accounts 
over that period, and because of those savings through spending 
cuts and additional revenue, we saved hundreds of billions of dol- 
lars in interest, for a total package of some $4 trillion. 

And defense was not exempt. Defense was asked to shoulder its 
fair share of savings. I was delighted to see Secretary Gates pro- 
pose a package of reductions of some $78 billion in the defense 
budget, but he took those savings and put them elsewhere in the 
defense budget. So that is not a change in overall spending. 

I just want to share with you things I heard during the Commis- 
sion considerations of the defense budget going forward. Testimony 
before the Commission by some of the top defense analysts in the 
country were that 51 percent of all Federal employees are at the 
Department of Defense. 51 percent of all Federal employees are at 
the Department of Defense. And that does not count contractors. 

When we asked the contractors — we asked the analysts. How 
many contractors does the department have, they said. We cannot 
tell you. I pressed the analysts and asked them. Well, can you give 
us a range? Yes, we can give you a range, 1 to 9 million. That was 
the range provided the Commission, 1 to 9 million contractors. 
That is a pretty big range. 

When we asked the General Accounting Office for an auditable 
record of the Department of Defense, they told us the books are not 
auditable. You know, we have a big problem here and I have con- 
cluded, we simply cannot stay this course. And it is not just the 
Defense Department, it is every part of government operations. 

We are going to run a deficit this year of $1.5 trillion. I mean, 
that is a number so stunning, if 5 years ago anybody would have 
told me we were going to ever run a deficit in this country of $1.5 
trillion in 1 year, I would have thought, it is not possible. But it 
is not just this year. We are going to add to the gross debt of this 
country every year for the next 10 years over a trillion dollars. 

We have a gross debt now of 100 percent of our gross domestic 
product. At the end of this year, we are going to have a gross debt 
of 100 percent of our GDP. We have just had a study that was done 
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by Carmen Reinhart at the University of Maryland, Ken Rogoff at 
Harvard, studied 200 years of fiscal crises in 44 countries. Their 
conclusion: When you have a gross debt of more than 90 percent 
of GDP, your future economic growth is sharply reduced. That was 
the testimony before the Commission. 

When gross debt is 90 percent of your gross domestic product, 
your future economic growth is sharply reduced. Our gross debt, at 
the end of this year, will not be 90 percent. It will be 100 percent. 

So I just say to you, and my question would be. Secretary Lynn, 
can’t the Defense Department come up with savings that are net 
savings? Not just savings that are redirected so that the overall 
spending remains the same? Aren’t there savings that you can find 
there? 

Mr. Lynn. Yes, and I think we have. Let me first say, I agree 
with you and your citation of Admiral Mullen that we should in- 
deed treat the deficit problem, the national debt, as a national se- 
curity problem and we need to address it with that type of urgency. 

I think, though, as we look at defense reductions, as every de- 
partment, you need to approach it in a balanced way. We need to 
ensure that we retain what Senator Sessions talked about, is that 
we have the best trained, best equipped, best led military that the 
world has ever seen and we do not want to lose that by taking pre- 
cipitous or unwise cuts. 

In that context, I think we can learn from prior draw downs, 
ones that may not have gone as well as we would have hoped. 
When we take reductions, we need to take them in a balanced way. 
We need to take them not just in one account, but we need to take 
them across all accounts. We need to reduce force structure, invest- 
ment and operations in a seamless way so as not to unbalance and 
hollow out the force. 

We need to take tough decisions early. We have tried to do that 
with some of the weapons’ decisions in the past couple of budgets, 
not always popular, but I think important decisions that we need 
to take. And we need to be sure that we do not over-reach, that 
we do not cut into the true bone of that high quality military that 
we have. 

Now, with that as a preamble, let me go to your specific numbers 
question, Mr. Chairman. The savings that we were able to identify 
as we built this budget were actually $178 billion. You are correct, 
we reinvested $100 billion of that $178 billion. $78 billion was re- 
moved from the top line, and it was done in a way, I think, that 
reflects the lessons that I just said. 

It was done in a balanced way in that there are force reductions, 
but we tried to do it in a prudent way in that those force reductions 
do not occur until 2015 and 2016 when we hope we will have com- 
pleted the draw-down in Iraq and that we will have been able to 
transfer the bulk of the security function in Afghanistan to indige- 
nous forces. 

That will then allow us to get to the kind of reductions that you 
are talking about. But I think we have to step through this in the 
process that I have just described. 

Chairman CoNRAD. Let me just say, I think I have great respect 
for you, Mr. Lynn. I do not know if we have ever met except in 
passing, but I have read about you and I know the kind of record 
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you have brought to this position. So I want to say, I have great 
respect for you. 

But, you know, words, I think, that we use in this town can be 
very misleading. When we talk about there being $78 billion in 
savings here on a net basis, you know, it is from an inflated base- 
line that comes off of years where the budget was just going 
straight up. 

So, if one looks at the year over year spending levels in this 
budget, every year the spending goes up. It goes up. It goes up. It 
goes up. And honestly, as the Chairman of this Committee, I am 
t^alking to colleagues and there are so many people who are giving 
the speeches they gave 20 years ago. The world has changed. 

I salute the Secretary for saying. Hey, we have to take money 
out of the baseline plan. I am just saying to you. Then to take a 
big chunk of it and put it right back in, it is not going to work. 
It might work this year. It might work next year. These budgets, 
all of them in all of the Federal Government, this is not going to 
work. 

Our spending, as a share of the national income, is the highest 
it has been in 60 years. Our income, as a share of the national 
economy, is the lowest it has been in 60 years. So the reality is 
going to come crushing in on us here. It is going to come crushing 
in on us. Those who are financing this debt, half of it now abroad, 
much of it from the Chinese, if you read the reactions today of this 
announcement that Pimco has dumped U.S. debt, I just urge you, 
read what the Chinese are saying. 

Former Chinese Finance Minister saying. They have to re-evalu- 
ate whether they are going to continue buying U.S. debt. I will tell 
you, we are on a crash — we are on a collision course for a financial 
crash. It is as clear as it can be. And doing things the way we have 
been doing them is not going to cut it. 

Senator Sessions. 

Senator Sessions. I think that is a bipartisan consensus, gentle- 
men, and it is very scary. The reality is upon us and it is critical 
that we take some steps to show that we get it and we are putting 
the country on the right path. I would just note that I have to be 
critical of this Administration, both of which you are a part. 

The Education Secretary was in here the week before last, last 
week, and testified in favor of an 11 percent increase next year in 
his budget. And the Energy Secretary was here, testified in favor 
of a 9.5 percent increase. And the Transportation Secretary was 
here and proposed a 62 percent increase. And the Defense Depart- 
ment, if we do real numbers based on what the CR is and where 
you want to go next to, is a 5 percent increase. That puts you in 
better company, Mr. Lynn, a little bit. 

Mr. Lynn. It is pretty reasonable. 

Senator Sessions. Well, it may sound that way, but it is not in 
light of the debt we have and the crisis that is happening in the 
country. I think we are in a bubble in Washington. I think people 
are talking about investments. I think they are talking about busi- 
ness as usual. We are in denial about the reality of the threat. I 
am just saying, I agree with Senator Conrad, change is upon us 
and we are going to have to make it. I do not think our institutions 
have yet grasped that. 
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Some in the Congress have not yet grasped it. The ones who just 
ran for election did. They talked to the American people who, I 
think, get it. The State Department is proposing a 10.5 percent in- 
crease in the State Department total increase in spending. 

So these are not acceptable increases, I do not believe, and I do 
not think they are going to be approved, so we have to work on it. 
I agree with our Chairman, that language is important. I mean, I 
love the Defense Department. I know how big it is and how hard 
it is to move this monumental ship of defense, but DoD has por- 
trayed the 2012 request that you made, not as an increase, but as 
a $13 billion cut from last year’s projection of $566 billion. 

So one of the things we have to do in Washington is we have to 
get our language straight. We have to abandon this idea that some- 
body’s projection increases are the fact and that a reduction of in- 
crease is a cut in spending. We have to talk about, what is our cur- 
rent level, the CR level, and how much up you plan to go from that. 

As I calculate it, Mr. Lynn, you are talking about going from this 
year a 5 percent increase over the CR level, which would be a real 
increase, but not — I think that would be an accurate way of saying 
it based on my articulation of an accurate way of saying it. Would 
you agree? Is that where you say you are, about 5 percent? 

Mr. Lynn. I think that would be an accurate reflection of the 
base budget. Of course, it does not include OCO budget which rep- 
resents a $40 billion reduction. 

Senator Sessions. You are talking about $158 billion on the war 
funding to $118 billion, a saving of $40 billion, which is very sig- 
nificant. 

Mr. Lynn. And that will actually get you a net reduction. I can- 
not do the math in my head, but it would be a few percent net re- 
duction. 

Senator Sessions. Well, but we are not going to go down that 
road either, because that is the military conflict and one of the 
things we hope to achieve by this rapid draw-down — I hope it is not 
too rapid — is a financial savings and that to be separate. We are 
looking at the base defense budget. So I know you have done some 
things. 

But let’s talk about, when you focus on procurement and reduc- 
tions there, you have stretched out, as I see it, the Joint Strike 
Fighter. You call that a restructuring, but basically it just moves 
the requirement from this 5-year window out further. Does that 
have an increased cost for a copy if our contractor now is making 
few planes in his assembly line, is less? Are there any kind of cost 
increases that occur from that in addition to the fact you d not get 
the planes as soon as you would like them? 

Mr. Lynn. There is a modest — I think it is in the 1 or 2 percent 
range — increase in the unit cost from that move, but we thought 
it was prudent. As you are well-aware. Senator, we have had chal- 
lenges with this program and we thought it was prudent to slow 
that production line down until we were further along in the devel- 
opment; that we thought that that was, frankly, the best use of the 
taxpayer dollars. 

You are correct. There is some modest unit costs, but they are, 
as I say, relatively modest like 1 or 2 percent. 
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Senator Sessions. But in general, when you take a procurement 
plan and you stretch it out, it tends to drive up costs as well as 
delaying you obtaining the system. 

Mr. Lynn. It does do that. However, if you buy the planes too 
early and then the development is not complete and then you have 
to go back and retrofit the planes with the fixes that you develop 
later in the development process, that is actually even more expen- 
sive. 

Senator Sessions. I got you. I think that may well be justified 
in this case. I am just raising the point that as you make tough 
choices about trying to save money, sometimes your savings can ac- 
tually drive up costs, and we need to be careful we do not unneces- 
sarily do that. 

With regard to the State Department, Mr. Nides, over the last 
10 years, the State Department has more than doubled. It has gone 
up about 7.7 percent annually. The rule of 7, your money doubles 
in 10 years. And the budget for the State Department from 1908 
to 1910, I guess that period of time, is a 33 percent increase. 

So what I want to say is, that is an unsustainable rate. That is 
over 10 percent, 11 percent rate, I guess it is on — well, actually, 
those 2 years. 1909 and 1910 is a 33 percent increase, so that is 
about a 16 percent increase each year. So I have to tell you, we do 
not have — we cannot sustain that. My time is up and I will let you 
comment on it and we will just say one more thing. 

I am very worried that the State Department, by its nature, is 
going to be in a situation where it is asking its State Department 
personnel to go in dangerous areas of Iraq and Afghanistan that 
the military goes every day. They salute and they go and they take 
the risk, as they have sworn to do. 

But our State Department people have not taken the same kind 
of oath and do not see themselves as combat personnel. I am really 
worried as to whether or not we will be able to handle this massive 
challenge you seem to be undertaking in Iraq. But basically, on 
your budget, I will give you a chance to respond to my comments. 

Mr. Nides. Well, thank you. Senator, and I agree with Secretary 
Lynn. We all are quite concerned and certainly very much focused 
on making sure each dime we can justify, and certainly understand 
the focus that taxpayers have on how we are spending our money. 

I should say, in our 2012 request, as I think you noted, our base 
budget, which is base budget over 10, is basically flat from base to 
base. The growth in our 2012 budget is principally and solely in the 
OCO account, which is principally the transition, which I will get 
into in a minute — for military 

Senator Sessions. It is a 3.6 percent increase on the regular 
budget, which is above the inflation rate. 

Mr. Nides. Yes, I 

Senator Sessions. It is not flat, to my way of thinking. 

Mr. Nides. Well, our budget of — again, this is from where — the 
State Department/USAID’s perspective and the way we look at our 
budget, our budget is $47 billion for our base budget in the 2012 
request, versus basically that same number was in 2010. There is 
a $6.7 billion OCO request, which then adds to the total number 
of our request for the budget. 
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So between our OCO request and our base budget, we felt that, 
at least from our base budget perspective, there was a substantial 
justification for the moneys that we were spending since, obviously, 
we were basically fiat from the 2012 to 2010. Obviously, the OCO 
account, as I spoke about earlier, as you have seen the OCO ac- 
count being reduced by DoD, ours has gone up $4 billion and theirs 
has come down $45 billion. 

But again, I think it is, from our perspective, we are trying to 
be, and I think Secretary Clinton has spoken not only to the appro- 
priating committees, but to the public, a very clear understanding 
of how we are focused on every dollar that we are spending for this 
department. 

As it relates to Iraq, if you would like me to comment on that? 

Senator Sessions. According to the numbers I have, the regular 
budget is up 3.6. If you break it down to State operations, that is 
2.9; foreign operations, 4.0; war is about a double increase. Total 
budget authority goes up 10.5 percent. 

Mr. Nides. Senator, I would be more than happy 

Senator Sessions. It is not fiat. I do not believe it is fiat. 

Mr. Nides. The 150 account, which includes outside of the State 
and USAID, and that is the only account I am speaking to, the 150 
account is up 3 percent, the 150 account. But state operations are 
base budget, and I would be more than happy to come back to your 
Committee and walk through the numbers. Our base budget of $47 
billion for state and USAID, which we include a variety of items 
in that, the base of that is fiat, but the increase — and you are 
right — the increase is our OCO account for 2012. 

Chairman CONRAD. Let me just thank the Senator for his ques- 
tions and we will go now to Senator Wyden. 

Senator Wyden. Thank you very much, Mr. Chairman. I want to 
thank two very dedicated and long-time public servants. Secretary 
Nides and Secretary Lynn, and we welcome you both. 

I want to start with Libya. And last week. Secretary Lynn, Sec- 
retary Gates said, and I am pretty much quoting directly here, “We 
have to think frankly about the military in another country in the 
Middle East.” That was Secretary Gates. Now, I am of the view 
that part of the frank thinking is considering the financial cost to 
American taxpayers, especially in light of the trillion dollars plus 
that has been spent in Iraq and Afghanistan. 

So my first question is, can you provide me with an estimate of 
the costs weekly, per day, to taxpayers of establishing a no-fly zone 
in Libya? 

Mr. Lynn. I cannot at this hearing. I could provide something for 
the record, but it would depend on what the dimensions of that no- 
fly zone were. 

Senator Wyden. Well, walk us through the various options that 
I know the Department would be looking at. For example, the Cen- 
ter for Strategic and Budget Assessments went through three sce- 
narios that seemed to be getting a wide amount of debate. They 
called them the full and the limited and the standoff approach. So 
walk us through the analysis that you have done to date of the var- 
ious options. 

Mr. Lynn. That, Senator, that analysis is still ongoing and I am 
not in a position to provide that yet to the Committee, but I would 
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be happy to come back at an appropriate time and in an appro- 
priate forum and do that. 

Senator Wyden. You feel you need to do it in a classified man- 
ner? 

Mr. Lynn. Yes. Yes, I do. 

Senator Wyden. Well, I am on the Intelligence Committee as 
well. When could you have that at the Committee to the Chair, 
Senator Feinstein, Ranking Minority Member, Senator Chambliss, 
and myself? When could I have that in the Intelligence Committee 
in a classified way? 

Mr. Lynn. I am going to have to come back to you because we 
are in the middle of the planning and I am not sure when the plan- 
ning will be completed and when the President will want to share 
what — that planning with the Congress. But whenever that is 
ready, we would be prepared to do that. 

Senator Wyden. Would it be possible? I mean, as you know, 
there is a statute that says Intelligence Committee members have 
to be kept informed. Would it be possible to have, within the next 
72 hours, what you have to date, at the Intelligence Committee? 

Mr. Lynn. Again, I have to defer and come back to you with a 
specific response on both timing and content. 

Senator Wyden. I will ask Secretary Gates this same question. 

Part of what I am concerned about is that we are looking at a 
double standard with respect to inefficiency. As Chairman Conrad 
correctly pointed out, the Department cannot get its arms around 
the number of contractors it has; and yet, we are cracking down 
on contractors in other parts of government. 

What I want to do is look at a number of the issues that concern 
me the most, and I want to start with what seems to be the con- 
tinuation of a number of cold war-era programs and facilities that 
no longer deal with the most important threats. 

I mean, it is puzzling, for example, that the Pentagon needs five 
nuclear aircraft carriers to fight the Soviet Union, but it needs 11 
to fight current threats, mostly insurgents and terrorists. And 
those 11 carriers cost more than $16 billion a year to operate. As 
the Chairman noted, there is also the question of bases. I am par- 
ticularly concerned about bases in Europe that were built to deter 
an invasion by the Soviet Union. I think the Europeans ought to 
do more to defend themselves in the future. 

So my question here is, why has the Department rejected so 
many of the Commission’s recommendations for defense cuts? 

Mr. Lynn. Well, let me come back to the two specific ones you 
raised. Senator. With regard to aircraft carriers, the analysis that 
you are looking at for war-fighting with the Soviet Union is a surge 
capability and a discreet engagement with the Soviet Union; and 
indeed, that, as you know, has disappeared. 

The requirement for 11 carriers is not based on that same kind 
of analysis. What it is based on is what kind of engagement around 
the world for crises such as Libya, what kind of carriers do you 
want to have on station and available? That requires a multiplier. 

In other words, to keep two or three carriers forward, you need 
11 carriers. So the judgment there is that we do need those two or 
three carriers forward to deal with crises such as Libya, to deal 
with potential problems in the Gulf, in the Persian Gulf, in the 
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Middle East, to deal with Asian challenges. So the analysis has to 
do with that rotational base as opposed to a war-fighting analysis, 
which I think you have correctly characterized, is not clearly part 
of today’s world. 

With regard to bases in Europe, that happens to be timely. It is 
not just bases, but forces in Europe. Secretary Gates is meeting, as 
we speak, with his colleagues at NATO talking about what kinds 
of reductions in U.S. forces we might be able to take as a con- 
sequence of the changing environment. 

And it is not just reductions. We think that in terms of large 
ground units, we can take reductions in terms of some naval units, 
in terms of missile defense, in terms of some other units. There 
may indeed be enhanced capabilities that might be needed to meet 
the new challenges that the alliance faces, and we should have, 
coming out of his ministerial that the Secretary is at, some new 
plans that we would be happy to share with you. 

Senator Wyden. What is your response to my concern that there 
is going to be a double standard with respect to measuring ineffi- 
ciency? I mean, to taxpayers, waste is waste wherever it takes 
place across the Government. 

The Chairman issued a very powerful statement in his opening 
statement, who has consistently supported defense, that when the 
Department cannot get its arms around the number of contractors, 
and we are trying to crack down on contractors elsewhere. I am 
trying to crack down on contractors in the intelligence sector. Why 
shouldn’t we ask the Department of Defense to make a crackdown 
on contractors within its own agency? 

Mr. Lynn. You should. The — two things there. 

Senator Wyden. Well, wait. Well, you prepare — because my time 
is out. Will you prepare a specific response to what the Chairman 
has said with respect to why we shouldn’t, in this Committee, cut 
the number of contractors? We are going to have a budget resolu- 
tion pretty quickly, and I am going to propose that we make reduc- 
tions in those kinds of areas, and I would much prefer to do it in 
concert working with you than trying to go forward myself. So can 
you get a plan to us with respect to cutting the number of contrac- 
tors so we do not have this double standard? 

Mr. Lynn. We have indeed proposed such a plan, particularly for 
the contractors that I think you may be focused on, which are basi- 
cally augmentees to headquarters’ functions. We have a 10 percent 
per year plan over the next 3 years that we will share with you. 
I know we are over time, but the underlying premise to your ques- 
tion is correct. Our data on contractors is inadequate and we need 
to remedy that and we are taking steps to do that. 

Senator Wyden. I would like to work with you on it. If I cannot 
work with you so we can come up with an agreed upon plan to cut 
the number of contractors, I am going to work with colleagues here 
on both sides of the aisle to do it. I would much prefer to do it with 
you. Thank you, Mr. Chairman. 

Chairman CONRAD. I just want to followup and rivet this point. 
You know, everybody has to be in on the solution to this debt mat- 
ter. Everybody has to be in. And if we do not do this, it is going 
to be imposed upon us. 
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I was just sharing with Senator Sessions some of the reaction to 
PIMCO Total Return dumping all U.S. Government deht. And one 
of the reactions was in an interview with Mr. Gross, who says, “We 
have not lost faith in the U.S. Government. America is still strong 
and the economy is growing, and we have, you know, perhaps $30 
to $40 billion worth of U.S. Treasury bills, but those are shorter 
maturity obligations.” The Treasuries from the Total Return Fund, 
they dumped them all as of the end of February. 

And in an interview, he was asked, “Well, where should you in- 
vest?” Here is what he said: “You should probably go outside the 
United States. I mean, the emerging markets, the developing coun- 
tries are improving credit. They have better balance sheets than 
the United States. You have Brazil, for instance, has half the debt 
relative to GDP that the United States does — as does Mexico.” 

You know, you think about this, I think Senator Thune, who 
grew up in South Dakota, I grew up in North Dakota. Had anybody 
said that Mexico when I was growing up was a safer place to invest 
because they have half the debt relative to GDP the United States 
has, it would have been such a stunning concept, nobody could 
haveten their head around it. Now here we are. It is the reality. 
Brazil and Mexico have half the debt to GDP that we do, and I will 
bet you we are giving them money. I will bet you if I asked my 
staff to go find for me what we are doing with Brazil and Mexico, 
I bet we are giving them money. 

Senator Thune. 

Senator Thune. Thank you, Mr. Chairman. 

Secretary Lynn, Secretary Nides, thanks for appearing before us 
today. As a follow-on to the Chairman’s observations, you know, 
the Chairman of the Joint Chiefs, Admiral Mike Mullen, said a few 
months back that the greatest threat to America’s national security 
is our national debt. And Secretary of State Hillary Clinton called 
the expected $1.3 trillion U.S. deficit, I quote, “a message of weak- 
ness internationally,” and went on to say that “...it poses a national 
security threat in two ways: it undermines our capacity to act in 
our own interests, and it does constrain us where constraint may 
be undesirable.” 

I am just curious about your response to those observations and 
whether or not you share the view that — you know, when you talk 
about the threats that we face around the world today — and they 
are many: potentially nuclear Iran, instability in the Middle East, 
nuclear North Korea, China, lots of potential threats out there to 
pinpoint the national debt as being the biggest among those, if that 
is a view that you share and just sort of your general observations 
in response to what both the Chairman of the Joint Chiefs has said 
as well as what Secretary Clinton said. 

Mr. Lynn. Senator Thune, I certainly agree with both Admiral 
Mullen and Secretary Clinton that the national debt, the fiscal cri- 
sis we face is a true national security problem. And as we dis- 
cussed a bit earlier with the Chairman, I think that DOD does 
need to be part of the solution to that fiscal crisis. And Secretary 
Gates has tried to take a strong step in that direction by devel- 
oping $178 billion worth of savings: $100 billion of that was rein- 
vested in capabilities; $78 billion was removed from the defense top 
line and put toward that deficit reduction. 
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We have tried, though, to do this in a responsible way. We need 
to take reductions in a balanced way, and that ultimately means 
if you are going to reduce the top line, you really need to reduce 
the underlying force structure. If you reduce the top line without 
reducing the force structure, what you will do is hollow out the 
forces by not giving them adequate training, adequate equipment. 
And we have seen that movie. We do not want to repeat that, so 
we want a balanced reduction. 

Our feeling was that given the fights that were in — Iraq as we 
are phasing down, Afghanistan we hope to phase down but not 
yet — we think it would be prudent to have those reductions start- 
ing in 2015 but not earlier. And so that is what we have laid in 
to the budget proposal that we have presented to the Committee 
and the Congress, so that the budget does go down. The reductions 
get us to a flat budget by 2015. They do that, though, with those 
force reductions in that timing, and that reflects the conditions we 
see internationally. 

Senator Thune. Anything to add to that. Secretary Nides. 

Mr. Nides. As someone who has spent a great deal of his career 
in the finance world, I certainly share both your and Senator 
Conrad’s concern about this debt, and I certainly am very con- 
cerned about the issues as it relates to the bond market and the 
reaction to the debt, which is certainly an enormous problem for all 
of us. 

As we sit at the State Department — and I know you would be 
surprised for me to say this — we actually look at our budget as an 
ability to avoid conflict, to avoid the cost of my colleague on the left 
putting boots on the ground. There is a misperception that the 
State Department and foreign assistance is 10, 15, 25 percent of 
our national budget, our Federal budget. It is 1 percent of the Fed- 
eral budget — 1 percent of the Federal budget — and I think even 
within that 1 percent. Secretary Clinton has been very clear that 
every dollar that we are spending on conflict resolution and what 
we are spending in Afghanistan and Pakistan and Iraq or food se- 
curity or health has to be justified. And that is why, as I spoke 
with Senator Sessions, we have attempted to be very conservative 
in our base budget, and the only increase that you are seeing in 
2012 is those costs in what we refer to as “the war costs” or “ex- 
traordinary/temporary costs.” But I, too, agree very much about the 
issues around the debt and the importance of resolving it, obviously 
at least reducing it as soon as humanly possible. 

Senator Thune. Let me touch on a current issue, and it bears on 
this discussion because. Secretary Lynn, as you know, many of our 
key European allies are seeking to substantially cut their military 
budgets. For example, the U.K. has de-commissioned its aircraft 
carrier, retired its fixed-wing air component because, according to 
the U.K.’s Strategic Defense and Security Review, “There are few 
circumstances we can envisage where the ability to deploy air 
power from the sea will be essential.” 

Now, ironically, the U.K. is telling the world that a no-fly zone 
must be established above Libya and is working to draft a U.N. 
resolution to do so. Obviously, establishing a no-fly zone for Libya 
will at least partly require the ability to deploy fixed-wing air 
power from the sea. 
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It seems that our European friends are seeking to cut their mili- 
tary budgets while at the same time pushing us to intervene in 
world hot spots where only the United States has the ability to 
project power. And so my question is: What effect do these military 
cuts by our European allies have in placing even more of a burden 
on our defense budget? 

Mr. Lynn. We have been watching very closely what our allies, 
particularly NATO, have been doing with their defense budgets. 
Some of the reductions do concern us. We have worked particularly 
closely, though, with the British, and we have tried to work with 
them to ensure that as they adjust their budgets, it is done in the 
way that best protects our collective security. 

They are facing in many ways the same fiscal challenges that we 
are, and so we recognize what is driving this. It is driving us as 
well. But as I indicated to you earlier, I think we need to take re- 
ductions that are prudent and wise, although we do need to ad- 
dress the debt problems, as they do they. 

Senator Thune. Can I just followup on that? From what I have 
seen, the cost of establishing a no-fly zone over northern and south- 
ern Iraq during the 1990s was over $1 billion a year, and we flew 
about 34,000 sorties a year. Do you have any notion of how much 
it would cost to establish a no-fly zone over Libya on an annual 
basis? 

Mr. Lynn. I do not because we do not yet know what the dimen- 
sions of that no-fly zone would be and how it would compare to the 
Iraqi operations. It would be really premature for me to try and es- 
timate the cost. 

Senator Thune. My time has expired, Mr. Chairman. 

Chairman CONRAD. Thank you. Senator Thune. I thank you for 
really excellent questions. 

Mr. Secretary, both the Ranking Member and I have talked 
about the use of language here. And in your response to Senator 
Thune, you used language, again, that somebody listening that 
does not know how baselines work around here, how budgets are 
inflated over time, might conclude that somehow the spending is 
going down. And I would just like to ask you for the record, the 
base budget for 2011 for defense is $526 billion under the CR. Is 
that correct? 

Mr. Lynn. The fiscal year 2010 budget would be $526 billion if 
you do a nominal extension. That is correct. 

Chairman CoNRAD. OK. So for 2012, what is the request without 
war costs? 

Mr. Lynn. The request without war costs is $553 billion. 

Chairman CONRAD. And for the next year? 

Mr. Lynn. I would have to look that up, but — $571 billion. 

Chairman CONRAD. OK. And for the next year? 586 is the num- 
ber I have, for the next year 598. And the 553 — so the point I am 
making every year, people need to understand the spending is 
going up, and we are talking about somehow it is going down. And 
for fiscal year 2012, the $553 billion does not include the war costs. 
With the war costs what would the budget be? 

Mr. Lynn. About $671 billion, which I think is actually, just to 
continue your line, I think that is down about 3 percent from fiscal 
year 2011. So when you do the net with the war costs coming down 
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over $40 billion, the next of the base budget plus the war costs will 
come down from fiscal year 2011 to fiscal year 2012. 

Chairman CoNRAD. Can you assure this Committee that there 
will not be an additional request for funds in 2012 for war costs? 

Mr. Lynn. I cannot do that. It is possible, but as you noted at 
the beginning, we have tried to be conservative with our estimates 
of what those war costs would be to prevent exactly that. 

Chairman CONRAD. Well, I would just say the history that we 
have, not in this administration but previous administrations, is 
they were nowhere close in estimating. They would come to this 
Committee and tell us that they were going to be $50 billion, and 
then it would be $120 billion. I understand that you have changed 
course here. You are trying to give us a more accurate reflection, 
which we appreciate. But the point I am making here is the lan- 
guage we use I think kind of misleads us. I am not accusing you 
of intentionally misleading anyone. You are using the language 
that is used with respect to a baseline. The actual dollars are going 
up every year. 

Senator Cardin. 

Senator Cardin. Thank you, Mr. Chairman. Let me thank both 
Secretary Nides and Secretary Lynn for your service to our country 
and for you being here. 

I agree with the Chairman that our current deficits are not sus- 
tainable, and they are huge national security issue that needs to 
be dealt with on a bipartisan basis by having a credible plan to 
deal with the deficit. We are not going to be able to do it on the 
discretionary budget side. 

We have already agreed that we are going to have at least a 
freeze on discretionary domestic spending, and we have also agreed 
that we are going to be reducing our defense spending. 

I might say on defense spending — and I am sorry. Chairman, we 
do not have charts, but if you look at America versus the rest of 
the industrial developed nations of the world and how much we de- 
vote toward national defense issues, we are shouldering a larger 
burden than our allies. And at one point we have to recognize that 
and do something about it because it is not fair to the American 
economy. And I am one who will always support the necessary 
budgets for the defense of the people of this Nation. But we are 
shouldering an unusual burden, and it is part of the problem that 
we have today trying to figure out a sustainable budget for our 
growth and for dealing with the deficit. 

Entitlement spending needs to be contained. I think we took a 
major step in that direction last year by the Affordable Care Act, 
by investing in technology and prevention and managing people’s 
diseases and setting up clinics rather than the use of emergency 
rooms. I think we are going to bring down Medicare and Medicaid 
spending and health care spending in this country. We need to do 
more. There are more entitlement programs. And we have talked 
about revenues. We just had several hearings in the Finance Com- 
mittee dealing with looking at tax reform so that we can equate 
our revenues with our necessary spending. 

Which brings me back to the issue at hand. We are not going to 
balance the budget on 12 percent of the budget, on 12 cents out of 
every dollar, and that is the discretionary domestic spending. 
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which our international development assistance happens to fall 
under. I happen to think that less than 1 percent of our budget 
being spent on international development assistance is a very mod- 
est amount of money. As you point out, both of you point out, these 
types of expenditures are critically important for U.S. objectives 
internationally and developing capacities in other countries to pro- 
vide more stable regimes, putting less stress on the future needs 
of our military and developing the type of stability that is impor- 
tant to the United States, including markets that will buy U.S. 
products. All that I think is very true. 

And I must tell you, I find the share of the pie that is devoted 
toward international development assistance to be a little bit too 
modest, and I think we should be making greater strides. Having 
said that, we need to have accountability in every dollar that is 
spent. 

So I want to know what you are doing to make sure that the dol- 
lars that are being appropriated by Congress are spent for their in- 
tended purpose. And what are you doing to make sure that we are 
not financing corruption among different regimes? We are very con- 
cerned that dollars that we appropriate may very well be ending 
up in foreign bank accounts of deposed leaders. So what assurances 
can you give us that you are monitoring the moneys that are being 
spent so that we get value for the dollars that we are appro- 
priating? 

Mr. Nides. Would you like me to take the question first? Thank 
you very much. Senator. I want to emphasize — and you pointed out 
the 1 percent of the Federal budget again. I want to emphasize 
that 1 percent is all of the costs for the State Department and 
USAID. That includes all of our embassies across the world, all of 
our foreign service officers, civil service officers, our locally en- 
gaged, all of our foreign aid, all of what we do to fight hunger, all 
we do to fight AIDS and HIV, and all the things that we are doing 
to help us in those individual crisis countries. So as the American 
people — and you and I have spoken about this. The American peo- 
ple hear about how much money is spent on foreign aid, and obvi- 
ously the views of it is 15 or 20 percent. It is 1 percent, and it in- 
cludes all of what we are doing around the world. 

No. 2, to answer your question specifically, the Secretary an- 
nounced for the first time the QDDR. Actually we borrowed the 
idea from DOD. The QDDR was our attempt to do exactly what you 
are looking at. How do we look at ourselves faster, better, smarter? 
How do we find the efficiencies? How do we look at every dollar 
that we are spending, be it on global health, be it on how we orga- 
nize, how our staff is paid, how we as an organization operate? And 
in our attempt to try to very much focus on what you are getting 
at, as it relates to our issues around how dollars are sent, we have 
a very strong IG within the State Department. We work very close- 
ly with them all over the world, particularly in areas we are spend- 
ing a lot of development dollars. So we are as an organization in- 
herently committed because we know the focus that you have on 
the money spent and we know how rare those dollars are. 

Senator Cardin. In order to have successful efforts for increasing 
capacity of other countries, there needs to be a priority on gender 
equality. There is a direct relationship between how women are 
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treated in countries as to their economic growth and potential. The 
Millennium Challenge Corporation has integrated gender equality 
into their basic core missions. 

What are you doing in the State Department or Defense to make 
sure that in our efforts to help other countries on their develop- 
ment assistance, priority is placed on gender equity, equality? 

Mr. Nides. I will quickly answer the question, and then I will 
turn to my colleague. As you probably know, there is probably not 
much more that the Secretary cares more about than this issue. 
You may have seen her on the cover of the recent news magazine 
talking specifically on this topic. It is inherent in everything we do, 
with the way we organize and how we focus, how we put programs 
together, beyond global health, what we are doing for women and 
girls and what we do across the world. But this is something that 
certainly is part of our core, and I assure you that Secretary Gates 
feels the same way, but it is a part of our foundation because we 
believe that conflicts end at the beginning of what we do on gender 
and what we do specifically about women and girls. 

Senator Cardin. Secretary Lynn? 

Mr. Lynn. Secretary Nides is correct. Secretary Gates shares the 
importance and the attention that is needed for gender equality. It 
goes to the more general question that we started the hearing with, 
that we are trying to create a much strong partnership between 
State and Defense so that we are working together with State and 
Defense on common goals like gender equality and that the overall 
impact for our national security is that we should be able to antici- 
pate and respond to brewing crises, with development and security 
and diplomatic assistance, before we have any need for any kind 
of armed intervention. And we are trying to work a strong partner- 
ship toward those ends. 

Senator Cardin. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman CONRAD. Thank you. Senator. 

Senator Begich. 

Senator Begich. Thank you very much, Mr. Chairman. 

Secretary Lynn, let me followup on what Senator Cardin just 
started with this conversation in regards to where we have to bal- 
ance the budget and deal with the costs of the Federal Govern- 
ment. 

Do you agree with his statement that it has to be spread among 
all agencies and discretionary cannot take the load that it is tak- 
ing? Do you agree with that statement? 

Mr. Lynn. Absolutely. 

Senator Begich. OK. I know Senator Wyden asked this question, 
and I want to expand on it — he was here earlier — in regards to the 
overseas stationing and the bases and the construction budgets. I 
have only been here 2 years, but one of the things we put in the 
defense authorization bill — and I know it is in process. You have 
indicated, I think, that it is Secretary Gates’ hands or a start proc- 
ess of reviewing our stations overseas, and there will be a report 
coming soon. Can you define — and this is what I have learned in 
my hearings. What does “soon” mean? Define “soon” when that re- 
port will come, that we will see some report that tells us our over- 
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seas base operations, what we need to do to create more efficiency, 
scale back, or reassign. 

Mr. Lynn. I am not sure which report you are referring to. Sen- 
ator, but in the earlier discussion what I was referring to is that 
there are ongoing consultations with our NATO allies about what 
the future force structure in Europe ought to look like, and we will 
have the results of that later this spring. 

Senator Begich. OK. In expansion of that, I am pretty sure — and 
I will confirm this with my staff and maybe your staff — that is, I 
think an authorization bill, we also wanted the Defense Depart- 
ment to look at the overall overseas operations; in other words, not 
just Europe but where we have bases. And, you know, is it the 
right model for the wars that we are engaged in today and the se- 
curity that we are engaged in today? And how can we examine that 
and see if there are opportunities for savings there? We will pull 
that language. We will share it with you. It makes me nervous be- 
cause it is 2-year-old language, but I will work with your office, be- 
cause we have to look at the whole picture. As you are looking at 
NATO allies, we have operations worldwide, and we have to re-ex- 
amine what is the right approach. And, honestly, we cannot afford 
what we are doing. It does not matter if it is in education or de- 
fense, or you pick the subject matter. Based the President’s own 
conversations, we cannot afford to be on the track we are on finan- 
cially for this country because at the end of the day we will hit a 
brick wall, and there will be nothing available for us to operate. So 
I will get your staff that language. 

Mr. Lynn. Terrific. 

Senator Begich. Let me ask you also, I know GAO has done a 
report that identified issues that are overlap or duplication. There 
are about 30-some of these issues. About 10 relate directly to DOD. 

One, have you started to review that report, those responses of 
that GAO report? 

Two, do you anticipate giving a response to this Committee and/ 
or to Armed Services or what your actions will be? And I only say 
this based on history that I read in 2005 when this effort was ap- 
proached in a more narrow focus. The military started, then they 
stopped. They did not do anything. 

Mr. Lynn. Started what? I am sorry. 

Senator Begich. It was a review of efficiencies. I think it was the 
medical command, if I remember right, unification of the medical 
command, and it just kind of — they started but they never went 
any further even though GAO had reported in 2005, I think it was, 
that there were some inefficiencies, opportunities. So what I am 
worried about — ^because now we have another report that talks 
about ten other areas that are potential. What is going to be — I 
should preface this with saying I think one of the things I have 
learned here after 2 years, we do not do a good enough job in over- 
sight, to be very frank with you. And so having this meeting, my 
intention would be your response to continue to badger you in this 
Committee and the Armed Services Committee to know what we 
are doing, because what I find is I keep reading report after report 
of stuff that has been done by GAO, and then kind of just brushed 
aside, and new administration, new Congress, new people, out of 
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sight, out of mind. So my objective is to kind of keep my shopping 
list and keep pounding. 

So have you see that report, the latest one? And what are your 
intentions with it? 

Mr. Lynn. I have seen the report. Let me say two things, one 
broad, one a little narrower. 

First, the Secretary developed even before this GAO report his 
Efficiencies Initiative and developed, as we have discussed in the 
rating agencies, $178 billion worth of savings. These are business 
efficiencies, consolidation of headquarters, elimination of lower-pri- 
ority programs, reduced use of contractors, reduced civilian hiring, 
a whole variety of measures. 

We plan to continue that effort. That was not a one-time deal to 
your point. We are looking for all inputs to the next phase of that 
effort. We are certainly going to look at that GAO report you men- 
tioned, and in response to the specific question on the issue of how 
should we organize our medical operations, we are going to look at 
the issue of should we have a defense health agency, should we 
have a unified military command, should we continue and try and 
improve the process that we have now. We will look at all of those 
options. 

Senator Begich. What is your timetable for doing that? 

Mr. Lynn. We are looking at — we just started that review, so I 
do not have a precise timetable, but I think the next iteration of 
this broader efficiencies effort would be we would have something 
to submit with the fiscal year 2013 budget. 

Senator Begich. Which I appreciate because I know the GAO re- 
port had between $280 and $400 million, give or take. You know, 
in this world we live in, a few million here and a few million there. 
But it is significant. And so I appreciate your willingness to take 
a look at that. 

My time is almost up, but I want to followup on one that is — 
actually the conversation started in the Armed Services Committee 
when I was over there. I think it was earlier this week or last 
week. I have kind of lost track of time here a little bit. But it is 
on the MEADS air and missile defense system, and I just want you 
to help me understand the proof of concept and how this works, be- 
cause for a guy who does not deal with those terms, I see we spend 
almost $1 billion, but then wisely the military says, you know, this 
is not working out, this program is running — ^you know, it is de- 
layed. It is not cost-effective. The list goes on and on. You made 
a good decision to cancel it. 

The problem is we are going to have to pay $800 million, give 
or take a few there, in regards to the proof-of-concept requirement. 
How does that — I guess, you know, as a former mayor, when I had 
people doing software development for me, for our technology and 
so forth, the risk was on them. We gave them the idea. Their job 
was to give us a bid with cost ranges, and then if they could not 
fulfill that and I canceled the contract, I did not pay one dime. 
That was their risk. 

One, how do we do this? And do we do this in every contract? 
Or I should not say “every.” In other contracts? 

Mr. Lynn. Well, it depends on the program. We have a variety 
of different contracting mechanisms. With this program, the 
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MEADS program, this is complicated not only by contracting mech- 
anisms, but it is an international program. We have two major 
international partners, the Germans and the Italians. So we cannot 
take unilateral decisions. This has to be a joint decision. 

We have, as you correctly cited, decided that we are not going to 
pursue production of this program. Partly it is a narrow need. It 
can be met by other programs. Partly, as you said, the costs have 
grown and the schedule has slipped. 

We have to make that decision, though, in consultation and col- 
laboration with our allies, and what we have decided to do is to fin- 
ish the development phase, which takes over the next 2 years, and 
then if they choose — they may choose to go forward with produc- 
tion. That is their decision. We will be pulling out at that point. 

You might say. Why not pull out now? 

Senator Begich. Right. 

Mr. Lynn. Which I think was the thrust of your question. The 
nature of the way the contract was signed many, many years ago 
is that if one of the three nations pulls out, they pay all of the ter- 
mination costs. If we pay all of the termination — you can question 
that, but that is the way it is. 

Senator Begich. Right. 

Mr. Lynn. Decided long ago. If we pay all of the termination 
costs, we will pay essentially the same amount and get nothing. 
That did not seem to be the wise choice. We decided we will pay 
that amount and get the technology that is developed, which can 
be used in other systems. But that is the central reason for that. 

Senator Begich. Thank you very much. 

Mr. Chairman, I know my time is out. I just have one question 
for the record, if I could, and that is, in general 

Chairman CoNRAD. Senator, we are doing well, so if you want to 
take a little additional time, you can do it. 

Senator Begich. OK. Thank you very much, Mr. Chairman. 

I guess on this one, can you prepare — and I know you probably 
cannot do it right now, obviously, but what other — because I would 
consider that a financial risk to the Federal Treasury when we 
have contracts that have these out clauses that cost us money to 
get out of a development. Are there other contracts like this that 
if that can be estimated, what kind of these risk costs could be for 
us if we get out of contracts? I mean, at this point I know the De- 
fense Department operates uniquely in their own way, but, hon- 
estly, I got to tell you, I am always surprised — you know, the F- 
35 was another example. I think when I first came here 2 years 
ago, it was, I do not know, $60 million a copy or whatever it was. 
I forget what it is now, 120, 130, whatever. But it almost seems 
like when we work with these defense contractors — who actually, 
we were shown yesterday, paid 1.6 percent taxes, the lowest of all 
corporate entities in this country, but put that aside for a second. 
We are their biggest customer. How is it that, you know, we lay 
out the parameters, but I see on and on again we always have 
these costs that we have to pay the contractor to get out of the con- 
tracts that we have, and the reality is, without our contracts, they 
would not be in business? I mean, we are their platinum cus- 
tomers. When they take this technology and we allow them to sell 
it to other countries, our allies — I mean, I am struggling with this. 
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I know there is some long explanation for the military infrastruc- 
ture, but I just do not get it because — you know, I can talk about 
the personnel system when you are trying to change the system on 
payroll, you spend half a billion dollars. Cancel the contract be- 
cause it did not work like you had anticipated? I mean, if I was 
in the city as a mayor, we would sue the contractor and get our 
money back because they had sold us a bill of goods, because they 
came in and gave us a razzmatazz in the RFP process and it did 
not really work. I mean, I do not — I do not understand. Or the sat- 
ellite system where we spent, I do not know, $4 or $5 billion and 
it really did not work out as well as we expected. 

How do we get a handle on these contractors that know they win 
either way? Because they do come back and contract with us later, 
because there is such a limited group. So they know they have us 
because there are only so many we do business with. If they fail 
to perform, we pay them anyway — not all of it, obviously, but they 
build it into the margins. They are smart business people. That is 
why they are very profitable and they pay very little in taxes to 
the United States. How do we get at that? I mean, it is billions. 
I am shocked, just in the 2 years that I am here, how many con- 
tracts we have canceled and we are just, like, what is half a billion 
here, what is 5 billion here, and now today it is another $800 mil- 
lion. 

Mr. Lynn. Well, there are a couple of things there. Senator. One 
is whenever you take the tough decisions to eliminate a system — 
and I think we have taken quite a number — you are losing your 
sunk costs. And the judgment there is that even though you are 
losing that sunk cost, the marginal cost going forward is not worth 
the value or benefit to the Government of paying even the addi- 
tional marginal costs. And we have made that — ^but you have to ac- 
knowledge there is going to be some cost to that prior decision 
probably not recapturable. 

To your broader question of can we do something about how we 
contract, we are trying. In particular, we have focused on using 
fixed-price contracts, which I think is more what you are expecting 
as mayor and whatever. But we have tried that in the past, and 
it has been worked poorly at times, and you have to be careful 
about where you used fixed price. 

Senator Begich. Sure, I agree. 

Mr. Lynn. If you are using fixed-price contracts where you a de- 
veloping cutting-edge technology, that is probably not going to 
work. 

Senator Begich. I agree. 

Mr. Lynn. Where you have mature technology, where you have 
an established contract, where you have an established production 
base, we think you can pursue a fixed-price development contract. 
Now, frankly, the Government is probably going to pay a little bit 
additional on that contract up front because you are asking the 
contractor now to take more risk. The benefit to the Government 
is that is the limit of the Government’s risk. At this point now the 
risk migrates to the contractor, and they have every incentive to 
deliver the contract on that amount of money. 

So we have tried — the large example that has been in the papers 
recently that you will know about this is the tanker contract. 
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Senator Begich. Right. 

Mr. Lynn. In the prior iterations, the development contract was 
cost-plus. We felt that that met exactly the criteria I just laid out. 
It is well-understood technology. Our requirements are stable, and 
we had two companies that, frankly, had very mature production 
bases. We were able in that case, therefore, to go to a fixed-price 
contract as well as not to exceed contracts for the production. We 
ended up with a very, very strong competition, and the result of 
that is, frankly, versus the 2008 competition, the American tax- 
payers saved billions. 

Senator Begich. Thank you, Mr. Chairman, for allowing me. Can 
I get for the record — because I know I used a number, but I do not 
know if it — ^you know, it is what I keep hearing is the amount that 
our buyout is or our termination costs in the MEADS contract. Can 
you put that 

Mr. Lynn. We will get that to you for the record. 

Senator Begich. And do all contracts that we negotiate have sub- 
ject to appropriation? 

Mr. Lynn. Yes, I believe so. 

Senator Begich. OK. Honestly, I would just say we are not going 
to appropriate to MEADS, so what happens? 

Mr. Lynn. Well, there is already — I will get it for the record. I 
believe we have already had enough appropriations. The way we 
would work is there has already been enough money appropriated 
to cover the termination liability. Otherwise 

Senator Begich. Right, but I guess for the legal department here 
is the question: If we clawed back and said you do not get that 
money, we are not appropriating that money for the purpose that 
you have described, the contract then terminates. I am not a law- 
yer, but I would be curious what the law department thinks within 
your ag. 

Mr. Lynn. We will get that. 

Senator Begich. It is just a different way to skin the cat. 

Senator Begich. I will leave it at that. Thank you, Mr. Chair- 
man. 

Chairman CoNRAD. I thank the Senator. 

I thank both the witnesses. I appreciate very much your appear- 
ance here today. Secretary Nides, Secretary Lynn. I would ask you 
to take the message back — and I think you have probably heard it 
loud and clear here. There are more cuts coming. I mean, you can 
write it down. It is going to happen. 

No. 2, those cuts will be more draconian if there is not a com- 
prehensive long-term deal that involves tax reform and the entitle- 
ment programs. That is as clear to me as it can be. And I visit with 
colleagues on these issues every day. The votes are not there to 
sustain spending at these levels. There are more cuts coming — the 
cuts will be much more draconian — to all of discretionary spending 
if there is not a comprehensive long-term deal that involves tax re- 
form and the entitlements. And it does not matter whether I am 
here as Chairman or not. As you know, I have announced I am not 
running again. But it is going to happen. It is just as sure as we 
all sit here. And it may happen much sooner than anyone antici- 
pates if we get more news like the news today that PIMCO dumps 
all their U.S. Government debt. 
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I have been here 24 years. I do not know of anything that is 
more clear to me than the cuts that will be imposed on your agen- 
cies could be draconian and could come much quicker than anybody 
anticipates if there is not a more comprehensive long-term deal 
that involves tax reform and the entitlements. I know that with 
certainty, so I would ask you to share it. 

Thank you very much, and we stand adjourned. 

Mr. Lynn. Thank you very much, Mr. Chairman. 

Mr. Nides. Thank you. 

[Whereupon, at 11:47 a.m., the Committee was adjourned.] 

Questions for the Record Submitted to 
Deputy Secretary of State Thomas R. Nides by 
Senator Patty Murray (#1) 

Senate Budget Committee 
March 10, 2011 


Question : 

What would be the impact on assistance programs in the areas of global 
health, humanitarian and development assistance, and the management and 
operations of USAID if Congress were to adopt the funding levels proposed 
inH.R. 1? 

Answer : 

H.R. 1 would have a devastating impact on assistance programs in the 
areas of global health, humanitarian, and development assistance, and the 
management and operations of USAID. For example, H.R. 1 would: 

• Reduce critical global health programs, jeopardizing the progress we are 
making in saving the lives of millions and building a better and more 
secure world for children and their families, 
o Malaria: 5 million children and family members will be denied 
treatment or preventative interventions for malaria, 
o Tuberculosis (TB): 43,000 children and family members with 
tuberculosis will be denied treatment, of whom 12,000 will likely die. 
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o Neglected and Tropical Diseases (NTD): More than 16 million 
persons will be denied treatment for debilitating conditions such as 
blinding trachoma and onchocerciasis, 
o Maternal and child health (MCH): 3,500 mothers will die and more 
than 40,000 children under five years of age - of whom 16,000 are 
newborns - will perish in the absence of highly effective child 
survival interventions. 

o Nutrition: More than 500,000 undernourished children will be 
deprived of highly effective nutrition interventions, putting them at 
risk for stunting and death. 

• Severely limit our ability to maintain required levels of assistance for 
ongoing disasters and respond to large emergencies at a time when the 
United States is responding to three new, urgent humanitarian crises in 
Japan, Libya/Tunisia, and Cote D’lvoire/Liberia. 

• Force USAID to cease providing food aid to 15 million people receiving 
life-saving assistance. 

• Reduce Development Assistance by 40 percent from the President’s FY 
201 1 Request, which could lead to a severe reduction in, or even the 
elimination of, funding for the Feed the Future (FtF) and/or the Global 
Climate Change (GCC) Initiatives. 



1228 


o With world food prices at their highest since the 2008 crisis, and the 
volatility that food prices recently helped spark in the Middle East, it 
is more important than ever that the US engage to help countries 
achieve long-term food security and avert short-term food crises. A 
substantial reduction to FtF would leave at least 1 million people — 
largely women, children, and small farmers— extremely vulnerable to 
rising food prices and natural disasters, at risk of chronic hunger, and 
in potential need of humanitarian assistance. 

o Alternatively, if the Development Assistance reduction was 
absorbed by the initiatives, FtF would be virtually eliminated 
leaving 4 million people at risk of chronic hunger. 

o Severe reductions in Global Climate Change would jeopardize our 
ability to meet our Copenhagen/Cancun commitments; curtail aid that 
helps countries mitigate the destabilizing impacts of climate change; 
and damage efforts to expand the markets and reach of U.S. clean 
energy technologies. 

o Microfinance: Microfmance institutions in nearly 30 countries 


around the world will be forced to significantly scale back operations 
or shut their doors, resulting in nearly 600,000 fewer clients, mostly 



women, accessing financial services to sustain their businesses and 
contribute to the economic livelihoods of their families and 
communities. 

o Water; 700,000 persons will be deprived access to clean drinking 
water and sanitation. 

o Education: Out of the approximately 64 million children benefitting 
from USG education assistance worldwide, over 19 million will lose 
access to schooling opportunities. 10 million girls will be deprived 
access to basic education, causing further social and financial 
marginalization. 

Destroy the bipartisan effort to revitalize USAID as the world’s premier 

development agency. The reduction would reverse this progress and 

have the following effects: 

o Halt hiring of all Foreign Service Officers (FSOs) under the 
Development Leadership Initiative. 

o Jeopardize the functioning of USAID’s Compliance and Oversight of 
Partner Performance (COPP) division which manages the suspension 
and debarment of firms and individuals seeking to defraud the 
taxpayer, making vulnerable billions in current and future obligations. 
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o Inhibit USAID’s ability to more aggressively combat waste, fraud, 
and abuse in our programming. 

o Hamper contracting oversight efforts: During the past decade, the 
Agency has been required to oversee up to $18 billion in funds per 
fiscal year with a reduced workforce of contracting officers, putting 
tens of billions of dollars at risk for fraud, waste, and abuse, 
o Reduce our ability to more quickly shift from cost-reimbursement to 
fixed-price contracting, which will force the Agency to continue with 
riskier and more costly contract mechanisms, 
o End support for USAID’s Implementation and Procurement Reform 
Initiative, and its goal of implementing more USAID assistance 
through local NGOs, businesses and other local entities, and U.S. 
small businesses, thereby hastening our exit strategy for assistance to 
developing countries and lowering our unit costs, 
o Curtail USAID’s ability to provide safe and secure space for hundreds 
of Foreign Service Officers overseas, which will limit the Agency’s 
ability to deploy officers to critical posts. 
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Questions for the Record Submitted to 
Deputy Secretary of State Thomas R. Nides by 
Senator Patty Murray (#2) 

Senate Budget Committee 
March 10, 2011 


Question ; 

Would there be an impact on U,S. based non-governmental organizations or 
universities who receive USAID funding? Can you give some examples? 

Answer : 

The reductions under H.R. 1 would severely impact USAID’s development, 
humanitarian and health programs. These are the very programs which are largely 
carried out by nongovernmental organizations including universities. Therefore, 
many of these organizations would be impacted by these proposed cuts. For 
example, if the cuts to humanitarian assistance in H.R. 1 are enacted, 
nongovernmental organizations such as Catholic Relief Services, CARE, World 


Vision, etc. could be affected. 
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Questions for the Record Submitted to 
Deputy Secretary Thomas Nides by 
Senator Patty Murray (#3) 
Senate Budget Committee 
March 10, 2011 


Question : 

How would elimination of USIP affect ongoing programs where State, 
USAID and USIP are collaborating? 

Answer : 

As the Quadrennial Diplomacy and Development Review (QDDR) 
highlights, internal violent conflict and weak or failed governance in many 
countries have become a central security challenge for the United States. 

The United States Institute of Peace (USIP) works alongside the Department 
of State, USAID, and Department of Defense to respond to these challenges, 
providing analysis and programmatic responses to help prevent, manage, and 
resolve conflicts around the world. With a reputation for impartiality and 
effectiveness, the Institute fills an important niche that complements official 
U.S. Government efforts to address these important issues. 

The elimination of USIP would undermine our national security by 
removing a national institution that plays an important role in crisis and 
conflict prevention and resolution and the promotion of sustainable, 
responsible, and effective governance in fragile states. Losing this 
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institution as a part of civilian toolkit would be harmful to national security 
and development missions in Afghanistan, Pakistan, Iraq, Sudan, and 
Colombia, and other peacebuilding efforts around tlie world. 
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Questions for the Record Submitted to 
Deputy Secretary of State Thomas Nides by 
Senator Ron Wyden (#la) 

Senate Budget Committee 
March 10, 2011 


Congress has enacted tough sanctions to give the Administration the tools 
necessary to stop Iran from developing nuclear weapons. However, I am 
concerned about the lack of sanctions on companies that continue to invest 
in Iran’s energy sector in violation of the U.S. law. 

Question ; 

Does the State Department have a plan to fully implement existing 
sanctions that target Iran’s energy sector? Will the State Department meet 
the 180-day deadline — on March 29**’ - to complete investigations and make 
determinations regarding investment in Iran’s energy sector? 

Answer : 

The State Department has been robustly implementing the Iran 
Sanctions Act, as amended by the Comprehensive Iran Sanctions, 
Accountability, and Divestment Act (CISADA). Secretary Clinton used the 
Act’s provisions when she sanctioned Swiss-based, Iranian-owned firm 
Naftiran Intertrade Company (NICO), a major investor in a number of oil 
and gas development projects in Iran and a partner with a number of 
international firms in projects outside Iran. NICO was responsible for 
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securing much of Iran's foreign investment as well as its refined petroleum 
supplies, and sanetioning this firm has had a chilling effect on its activities. 

In addition, we utilized the Special Rule provision in CISADA to 
seeure the withdrawal of five major international oil eompanies from Iran. 
We also used the law as a tool for warning foreign companies and 
governments of the consequences of engaging in potentially sanetionable 
aetivity in Iran’s energy sector. In part due to the U.S. government’s 
coordinated and comprehensive efforts, major oil companies such as Total, 
Statoil, Royal Dutch Shell, ENI, INPEX, and Repsol have eommitted not to 
undertake any new activities in Iran. Other large companies such as Vitol, 
Glencore, and Trafigura, as well as ThyssenKrupp, Siemens, Toyota, Kia 
Motors, and Linde have also opted to end business with Iran, even in cases 
where investment is in areas not directly covered by sanetions. Moreover, 
many have decided not to compete for opportunities in Iran to avoid U.S. 
scrutiny. 

Regarding the investigations announced by Deputy Secretary 
Steinberg on September 30, 2010, the Secretary has already made decisions 
on a number of these eases, and that information has been provided to the 
Congress. We will promptly inform Congress of any other decisions that are 
taken with respeet to these ongoing investigations. 
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We continuously monitor companies for new or ongoing potentially 
sanctionable activity, and are currently collecting information on several 
cases. We expect to inform the Congress of the decisions on these cases in 
the very near future. 

Finally, we remain heavily engaged in outreach to build support for 
and compliance with CISADA’s provisions. We have raised Iran sanctions 
issues at the highest levels during trips to the UAE, Iraq, China, Sweden, 
Germany, South Korea, France, UK, Azerbaijan, India and many others 
since the Act was passed and came into effect. We successfully worked 
with our partners in the P5+1 and the Security Council to put in place tough 
new, multilateral sanctions on Iran through Security Council Resolution 
1 929. In addition to UNSCR 1929, we have worked with other members of 
the International Community to impose their own additional sanctions on 
Iran. The European Union, Japan, South Korea, Canada, Norway, Australia, 
and Switzerland have all imposed tough new sanctions, which complement 
our sanctions under the ISA and CISADA. 
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Questions for the Record Submitted to 
Deputy Secretary of State Thomas Nides by 
Senator Ron Wyden {#lb) 

Senate Budget Committee 
March 10, 2011 

The Iran sanctions law requires companies seeking U.S. government 
contracts to certify that they do not conduct certain prohibited activities in 
Iran’s energy sector. 

Question ; 

What is the Department of Defense doing to ensure contractors 
comply with this provision? Is the Defense Department conducting reviews 
of current activities of contractors that have previously conducted prohibited 
business in Iran, such as Honeywell Corporation, to ensure they are 
complying with the sanctions law? 


Answer ; 

We refer you to the Department of Defense on this matter. 
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Questions for the Record Submitted to 
Deputy Secretary of State Thomas Nides by 
Senator Ron Wyden (#2) 

Senate Budget Committee 
March 10, 2011 


Question : 

A few days ago I wrote to Secretary Clinton to commend her on her speech 
about how it is in America’s national economic and security interest to 
promote a global, open Internet. I specifically encouraged her to take 
advantage of her meetings with the Prime Minister of Australia this week to 
enlist her help in making the promotion of an open Internet a clear priority 
of the Asia Pacific Economic Council. 

Because the Internet is increasingly the means by which commerce is 
conducted and societies organize, it is in our economic interest to ensure that 
foreign regimes aren’t blocking or filtering content for political or 
commercial protectionist reasons. 

• How is the Department of State going to coordinate with the United 
States Trade Representative and the Department of Commerce to 
commit to a framework that ensures an open Internet? 

Answer : 

The Administration has been addressing a range of economic concerns, 
including an open Internet, with our global trading partners. We have, 
for instance, stressed the importance we place on balanced trade ties in 
our bilateral fora, such as the U.S.-China Strategic and Economic 
Dialogue (S&ED), and in multilateral settings such as the G20 and the 
Organization for Economic Cooperation and Development (OECD). 

State Department has led US government efforts to unite the human 
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rights and economic issues of Internet Freedom in our bilateral and 
multilateral diplomacy to demonstrate that blocking Internet content has 
both a moral and a financial cost. 

The State Department has coordinated with the Office of the U.S. Trade 
Representative (USTR), the Department of Commerce, and the White 
House in the submission of Draft Principles for Internet Policy-Making 
to the OECD in order to promote the Internet economy and maintain an 
open and innovative Internet environment. We also play an active role in 
the Trade Policy Staff Committee, an interagency body chaired by 
USTR, where we review together all aspects of global trade issues, 
including open Internet access for commerce. It is important to 
emphasize that we will continue to press our foreign trading partners to 
meet their international obligations to protect the intellectual property 
rights of American companies and entrepreneurs. This is a critical tenet 
of the Internet economy. 

We know that interagency cooperation is key to successfully meeting 
Administration objectives, particularly in the fast-moving environment of 
the Internet. We will continue to work together to develop sound 
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principles for an open Internet and to stress to our economic partners the 
imperative and economic benefits of an open Internet. 
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Questions for the Record Submitted to 
Deputy Secretary of State Thomas Nides by 
Senator John Thune (#3) 
Subcommittee on State and Foreign Operations 
Senate Committee on Appropriations 
March 10, 2011 


Question : 

Joint Effort to Respond to Unforeseen Events 

As we’ve seen recent events unfold in the Middle East, it’s apparent that our 
government cannot predict every crisis nor are we fully capable of understanding 
the cascading effects of one turbulent event. I understand the Departments of 
Defense and State are working together to create a pilot program that will allow 
both Departments to jointly deploy to crisis events like we’re seeing in the Middle 
East. Can you describe this program more in-depth and how you intend to fund 
this program in FY2012 and in the future? 

Answer: 


There are two different programs in the State Department FY2012 budget 
submission that your question touches upon. 


The Secretaries of State and Defense have proposed a new tool called the 
Global Security Contingency Fund (GSCF) which would allow DoD and State to 
pool resources and expertise to provide assistance to security forces and the 
government agencies responsible for those forces as well as justice sector and 
stabilization assistance. We believe this proposal advances U.S. national security 
interests in four main ways: (1) it provides us with the agility needed to address 
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today’s complex strategic environment; (2) it serves as a new business model, 
emphasizing collaboration and the interconnected nature of defense, diplomacy, 
and development; (3) it enables our departments to respond jointly and effectively 
to a broad scope of transnational challenges; and (4) it leverages the resources and 
expertise of other departments and agencies. 

We envision specific uses of the GSCF will vary depending on the emergent 
threat, opportunity, and operating environment. Current events in the Middle East 
suggest increased flexibility and agility in U.S. government responses within the 
budget cycle will certainly be necessary to respond to rapidly changing 
circumstances in regions critical to U.S. interests. 

Your question may also refer to the requested Civilian Stabilization 
Operations (CSO) account, which supports the Civilian Response Corps (CRC) 
and the Office of the Coordinator for Reconstruction and Stabilization (S/CRS). 
The CRC is an expeditionary interagency U.S. government response capability that 
deploys civilian expertise to assess, plan, prevent, mitigate, and respond to conflict. 
It is a mainstream program that has been authorized and funded since October 
2008. In addition, although CSI supports close coordination with the military, the 
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CRC is comprised of experts from nine civilian agencies of the U.S. government 
and by definition cannot include members of the uniformed services. 

The State Department strongly supports full funding for both the GSCF and 
the CSO as they address different needs for preventing and responding to conflict 
and other security challenges and opportunities. GSCF provides assistance 
funding, which can be used for a variety of activities, to strengthen a country’s 
ability to prevent or respond to security and rule of law challenges or opportunities, 
while CSO provides operational funding to deploy the CRC to prevent and respond 
to conflict. 


1 



1244 


CHARRTS No.: SB-01-001 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President’s Fiscal Year 2012 Defense and International .Affairs Budget 
Member: Senator Murray 
Witness: DEPSECDEF Lynn 
Question: #1 

Retiring NASA Space Shuttles 


Question : Mr. Secretary, the President’s FY 2012 budget for the U.S. Air Force' contains $14 
million to pay for preparation and delivery of NASA Space Shuttle Atlantis to the National 
Museum of the Air Force (Operation and Maintenance, Air Operations, Servicewide Activities). 

Flas NASA selected the National Museum of the United States Air Force in Dayton, Ohio as the 
site for one of the retiring space orbiters? 

Answer : No, NASA has not yet announced the plan for retiring space orbiters. 
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CHARRTS No.: SB-01-002 
Senate Budget Committee 
Hearing Date: March 10,2011 

Subject: The President's Fiseal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness: DEPSECDEF Lynn 
Question; #2 

Retiring NASA Space Shuttles 


Question : Mr. Secretary, the President'. s FY 2012 budget for the U.S. Air Force contains S14 
million to pay for preparation and delivery of NASA Space Shuttle Atlantis to the National 
Museum of the Air Force (Operation and Maintenance, Air Operations, Servicewide Activities). 


Has the Museum entered into any preliminary discussions or agreements with NASA on this 
subject? 

Answer : No, the National Museum of the United States Air Force did not entered into any 
preliminary discussions or agreements with NASA on this subject. As with other interested 
aviation museums, the National Museum of the United States Air Force has engaged NASA to 
obtain information on their selection process and timeline, as well as background information for 
NASA's expectations and requirements for acceptance of a Space Shuttle, 
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CHARRTS No.: SB-01-003 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness: DEPSECDEF Lynn 
Question: #3 

Retiring NASA Space Shuttles 


Question : Mr. Secretary, the President's FY 2012 budget for the U.S. Air Force' contains $14 
million to pay for preparation and delivery of NASA Space Shuttle Atlantis to the National 
Museum of the Air Force (Operation and Maintenance, Air Operations, Servicewide Activities). 

If not, is it premature for the Air Force to be allocating funds for this activity? 

Answer : Due to the Department of Defense budget process, any substantial known requirement 
for Fiscal Year 2012 must be included to prevent an unplanned execution year bill. NASA is 
sehedulcd to retire shuttles in Fiscal Year 201 1 and deliver them to the recipients by the end ot 
Fiscal Year 2012. So, if the Air Force receives a shuttle, the cost to prepare and transport it 
would be a Fiscal year 2012 expense. 
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CHARRTS No.: SB-01-004 
Senate Budget Committee 
Hearing Date: March 1 0, 20 U 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness: DEPSECDEF Lynn 
Question: #4 

Retiring NASA Space Shuttles 


Question : Mr. Secretary, the President's FY 2012 budget for the U.S. Air Force contains $14 
million to pay for preparation and delivery of NASA Space Shuttle Atlantis to the National 
Museum of the Air Force (Operation and Maintenance, Air Operations, Servicewide Activities). 

The budget states that the Air Force has 'requested an interagency transfer of the Space Shuttle 
Atlantis to the National Museum of the United Stales Air Force.' Was this a formal request and 
when was it submitted? Can you define what is meant by an interagency transfer? What, if any, 
is the significance of the Space Shuttle Atlantis to the Air Force? 

Answer : A formal request was signed by the Secretary of the Air Force to NASA on March 1 8, 
2009. An interagency transfer is a common term used to describe how a U.S. Government 
agency or Department can obtain excess property directly from other Federal agencies and the 
process is regulated by the Federal Management Regulation (F.MR), Title 41 of the Code of 
Federal Regulations section 102-36.145. 

The Space Shuttle Atlantis is particularly significant to the Air Force having flown more 
Department of Defense-dedicated missions than any other orbiter. Atlantis launched on its first 
space flight on October 3, 1985 in support of a Department of Defense project. Ten space shuttle 
missions were wholly dedicated to DoD projects. W'hile Defense payloads have flown on many 
additional missions, Atlantis flew half of these dedicated missions and the majority (4 of 7) of 
the Department’s classified missions. To date, 38 a.stronauts with Air Force, Air Force Reserve, 
or Air National Guard affiliations have flown aboard Atlantis. 
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CHARRTS No.: SB-01-005 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President’s Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness: DEPSECDEF Lynn 
Question: #5 

Retiring NASA Space Shuttles 


Question : Mr. Secretary, the President's FY 2012 budget for the U.S. Air Force contains $14 
million to pay for preparation and delivery of NASA Space Shuttle Atlantis to the National 
Museum of the Air Force (Operation and Maintenance, Air Operations, Servicewide Activities). 

What does the $14 million cost in the budget represent? NASA documents reveal the costs to 
prepare and deliver a shuttle to be much higher. Has NASA provided the Air Force with a 
separate cost estimate? 

Answer : In the Fiscal Year 2012 President’s Budget request, the Air Force requested $14 
million for preparation and delivery of an orbitcr for the National Museum of the United States 
Air Force. The current estimate assumes a portion of the preparation w'ork will be done by the 
Air Force. NASA did not make a decision about whether to provide a shuttle to the Air Force. If 
NASA selects the Air Force to receive a shuttle, the Air Force, with the approval of Congress, 
anticipates providing the necessary resources to prepare and transport it to the National Museum 
of the United States Air Force. NASA did not provide the Air Force a separate or a detailed cost 
breakdown. 
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CHARRTS No.: SB-0 1-006 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject; The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness; DEPSECDEF Lynn 
Question: #6 

Retiring NASA Space Shuttles 


Question : Mr, Secretary, the President's FY 2012 budget for the U.S. Air Force contains $14 
million to pay for preparation and delivery of NASA Space Shuttle Atlantis to the National 
Museum of the Air Force (Operation and Maintenance, Air Operations, Servicewide Activities). 

I understand that there are a number of non-government museums across the country that are 
qualified to display a NASA shuttle and are hoping to secure one. How does the Air Force 
answer the charge that including Federal funds in the FY 2012 budget for this purpose gives the 
National Air Force Museum an unfair advantage in the NASA selection process? Would you 
characterize this allocation as a Presidential earmark? 

Answer : As a Federal entity, the National Museum of the Air Force (NMUSAF) depends on the 
budget process. It is precluded by law and regulation from soliciting private funds; therefore, it 
must seek the support of Congress. This is not an unfair advantage, nor a Presidential earmark. 
Rather, the NMUSAF is following the nonnal budget processes available to it in order to meet 
the mission requirement to preserve, maintain, and make available possible portions of our 
Nation's heritage to the widest public audience. A Space Shuttle Orbiter is an important part of 
the Air Force’s history and heritage and as such, it is appropriate for the Secretary of the Air 
Force to request a Space Shuttle for display and to seek budget support. 
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CHARRTS No.: SB-01 -008 
Senate Budget Committee 
Hearing Date: March 1 0, 20 1 1 

Subject: The President’s Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Munay 
Witness: DEPSECDEF Lynn 
Question: #8 

TRICARE 


Question : Mr. Secretary, The US Family Health Plan designed by Congress in 1996 provides 
the full TRICARE Prime benefit for military beneficiaries in 16 states and the District of 
Columbia for over 1 15,000 beneficiaries. In Washington State, over 11,500 of my constituents 
are enrolled in USFHP through Pacific Medical Centers. These beneficiaries tell me they are 
very satisfied vidth this health care option. Pacific Medical Centers employs a medical home 
model of care to provide prevention and wellness programs as well as effective disease and care 
management programs designed to care for beneficiaries' health care needs over their lifespan. 
This is one of the major reasons the enrollees are so satisfied with the program. 

The FY 12 President's Budget Request includes a proposed legislative provision that future 
enrollees in US Family Health Plan would not remain in the plan upon reaching age 65. 1 am 
concerned that this proposal would push the cost from the Department of Defense to Medicare 
and increase the out-of-pocket cost for the retiree as they would be obligated to pay for 
TRICARE for Life and Medicare Part B instead of USFHP. 

Public Law 104"201 Sec 726(b) mandates the Government cannot pay more for the care of a US 
Family Health Plan enrol lee than it would if that beneficiary were receiving care from other 
government programs. 

Is the destabilization of this program consistent with the DQD's stated priorities of improved 
health management and taking care of people? 

Answer : The Department believes these changes responsibly manage DoD’s health care 
finances, while continuing to promote models of care which improve population health and 
enhance the patient experience. Only approximately 30,000 of the 1 15,000 patients enrolled in 
the USFHP are in medical home practices. All 9.6 million TRICARE patients enjoy preventive 
care benefits at no cost shares, regardless of the program in which they are enrolled. The current 
cost for a USFHP enrollee aged 45-65 ranges from S6,600 to $10,000 while the cost for a 
comparable patient under TRICARE Prime is $4,202. I encourage further implementation of 
medical home within USFHP as a method to help achieve better care at a lower cost. 

The Department’s proposal makes only a modest change to the USFHP method of payment. 
Current enrollees are excluded from the change, further limiting the impact on the model of care. 
Future enrollees w'ould shift to Medicare Part B and TRICARE for Life payment upon reaching 
age 65. This proposal does not prevent the USFHP from collecting from both Medicare and 
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I'RICARE and retaining these patients for health care. Since 90 percent of USFHP enroliees are 
already covered under Medicare, the changes to them would be modest as well. 

Since we estimate that les.s than 3 percent of USFHP enroliees would shift to the new funding 
mechanism over the next five years, the USFHP would have time to adopt their program. The 
Administration estimates that the proposal will save the government $279 million over the next 
decade and reduces the Department’s contribution to the Medicare Eligible Retiree Health Care 
Fund by over $3 billion over the next 5 years. 
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CHARRTS No.: SB-01-009 
Senate Budget Committee 
Hearing Date; March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness: DEPSECDEF Lynn 
Question; #9 

TRICARE 


Question : Mr. Secretary, The US Family Health Plan designed by Congress in 1 996 provides 
the full TRICARE Prime benefit for military beneficiaries in 16 states and the District of 
Columbia for over 1 15,000 beneficiaries. In Washington State, over 1 1,500 of my constituents 
are enrolled in USFHP through Pacific Medical Centers. These beneficiaries tell me they are 
very satisfied with this health care option. Pacific Medical Centers employs a medical home 
model of care to provide prevention and wellness programs as well as effective disease and care 
management programs designed to care for beneficiaries' health care needs over their lifespan. 
This is one of the major reasons the cnrollees are so satisfied with the program. 

The FY 1 2 President's Budget Request includes a proposed legislative provision that future 
enrollees in US Family Health Plan would not remain in the plan upon reaching age 65. I am 
concerned that this proposal would push the cost from the Department of Defense to Medicare 
and increase the out-of-pocket cost for the retiree as they would be obligated to pay for 
TRICARE for Life and Medicare Part B instead of USFHP. 

Public Law 104"20I Sec 726(b) mandates the Government cannot pay more for the care of a 
USFamily Health Plan enrollee than it would if that beneficiary were receiving care from other 
government programs. 

Mr. Secretary, in the past 1 have opposed any increase in TRICARE enrollment fees. While I 
recognize the impact of providing health care for the military, their dependents and retirees is a 
rapidly increasing budget item, I continue to be concerned about the financial impact to the 
individuals affected. Working-age retirees that may be unemployed or underemployed could 
struggle to make their premiums and may forego health insurance if their fixed pension does not 
cover their cost of living. Please explain what "medical deflator" those fees would be indexed 
too and how they would impact the rise in premiums. 

An.swer : A final decision on the exact medical index has not been made. The Department 
engaged various stakeholders as to the appropriateness of a variety of indices. The goal is to 
choose an index that is transparent, externally derived, relevant to the retired population, and 
easy to understand, and reflects growth in health care costs. 

With respect to the general TRICARE fee increases, DoD was careful to recommend modest 
changes. The increase in TRICARE premiums would be $5 per month and the first such 
increase since 1995. Military pensions have risen considerably over that time period and the 
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increase should not be an undue hardship on these beneficiaries. Furthermore, DoD is 
recommending that these increases not apply to medically retired beneficiaries or their survivors, 
i'he changes in pharmacy co-pays that are recommended are al.so modest and include a reduction 
in the co-pay for generics obtained through the mail order option. 

With regard to those currently enrolled in USFIIP, they would be grandfathered and would see 
no change in their coverage. For those who choose to enroll in USFFIP in the future, they would 
be transitioned to 1 RICARIi for Life ( 1 FL) upon reaehing age 65, consistent with other 
TRICARF. Prime enrollees. TFL has no additional premium although there is a requirement to 
purchase Medicare Part B. Approximately 90 percent of current USFFIP enrollees over the age 
of 65 are enrolled in Medicare Part B. 
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CHARRTS No.: SB-01-010 
Senate Budget Committee 
Hearing Date: March 10, 2011 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness: DEPSECDEF Lynn 
Question: #10 

MyCAA 

Question : Mr. Seeretary, the MyCAA career advancement account program is a great benefit 
for our servicemembers' spouses. However, the program experienced some significant 
difficulties in 2010 including a temporary stoppage and the October announcement reinstating 
the program for a limited group of spouses. This program should be expanded to include all 
military spouses as originally planned. In this difficult economic climate and with the stress 
placed on military families faced with repeated deployments, having portable careers that 
provide meaningful work is key to helping manage some of the stresses faced by repeat moves 
and increasing financial demands. The temporary stoppage caused financial hardship to a 
number of military families already in the MyCAA system. 

How much would it cost to expand the program to all spouses going forw'ard? 

Answer : The Department estimates that it w'ould cost approximately $374 million above the 
current fiscal year budgeted $66 million if expanded to the original program. The Department 
estimates that it would cost approximately S440 million annually to return to the original 
program, The potential total liability is estimated to be $4 billion if all military spouses used the 
program to its fullest benefits. This is a rough estimate based on the short program history with 
limited data and with the significant changes from the initial start of this program to the current 
program. 

The original program was open to approximately 750,000 military spouses (double the number 
of spouses currently eligible) with a $6,000 benefit cap and allowed all degree types. The 
current program has a $4,000 benefit cap and is designed to assist spouses of junior personnel 
(E1-E5, W1-W2, 01-02) pursuing an associate’s degree, or a license or credential leading to a 
portable career. 

The MyCAA program is part of the more expansive Spouse Education and Career Opportunities 
(SECO) program that offers services to all military .spouses at no cost. Services include career 
exploration and discovery to include skill, intere.st and aptitude inventories; education, training 
and licensing requirements; career readiness such as resume preparation and interview 
techniques; and career connections to identify federal and private employment opportunities to 
include the .Vlilitary Spouse Employment Partnership, 
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CHARRTS No.: SB-0 1-0 11 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fi.scal Year 2012 Defense and International Affairs Budget 
Member: Senator Murray 
Witness; DEPSECDEF Lynn 
Question; #1 1 

MyCAA 


Question : Mr. Secretary, the MyCAA career advancement account program is a great benefit 
for our sendccmembers' spouses. However, the program experienced some significant 
difficulties in 2010 including a temporary stoppage and the October announcement reinstating 
the program for a limited group of spouses. This program should be expanded to include all 
military spouses as originally planned. In this difficult economic climate and with the stress 
placed on military families faced with repeated deployments, having portable careers that 
provide meaningful work is key to helping manage some of the stresses faced by repeat moves 
and increasing financial demands. The temporary stoppage caused financial hardship to a 
number of military families already in the MyCAA system. 

How much of an increase is that over prior year funding and can you detail the breakout of the 
total amount? 

Answer : The Department estimates that it would cost approximately $374 million above the 
current fiscal year budgeted $66 million if expanded to the original program. The total estimated 
cost of $440 million for the extended program is a rough estimate based on the short program 
history with limited data and with the significant changes from the initial start of this program to 
the current program. The total potential liability based on every eligible spouse taking advantage 
of this program at $6 thousand per spouse could be as high as $4 billion. 
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CHARRTSNo.: SB-01-012 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Warner 
Witness: DEPSECDEF Lynn 
Question: #12 

National Security Implications of the United States' Deficit and Debt 


Question : The United States currently has a budget deficit of $1,3 trillion and a national debt of 
more than $14 trillion, much of which is owned by the Chinese government. 

Is the United States' fiscal situation becoming a national security problem'? If so, to what extent 
will the U.S.' mounting debt and budget shortfalls constrain our freedom of action overseas and 
affect our military policy choices in the future? 

Answer : To the extent that reducing the deficit were to prevent the United States from properly 
resourcing the military and other instruments of national power (diploniaey, development, 
intelligence), the national debt poses a potential threat to the ability to carry out the national 
security strategy. If future defense budgets are reduced significantly, there is a risk of hollowing 
out military forces, constraining today's operations and the development of future capabilities, 
and failing to support adequately our men and women in uniform. 

The world remains dangerous and unpredictable, and our global commitments are significant. 
The Department can be more efficient, but DoD cannot afford to put off investments in future 
capabilities or undermine critical relationships. The Department must continue efforts to make 
our forces and capabilities more strong, agile, and versatile. Broad and comprehensive 
investments in science and technology and in research and development are of increasing 
importance to preparing for future challenges. Short-sighted cuts to reduce our defense budget 
now may lead to costlier responses and more tragic consequences later. 

Like the rest of the federal government, the Defense Department is prepared to tighten its belt, 
but there is little that is discretionary about the security we provide to the United States. Cuts 
can only go so far without hollowing the force. DoD’s efficiencies effort reallocated $100 
billion across the Military Departments to top priority areas, and the Department identified an 
additional $78 billion in savings over the next five years. The cumulative effect of these efforts 
and our new investments allow' the Department to protect the military’s combat power, despite a 
flattening defense budget. 
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CHARRTS No.: SB-01-013 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Warner 
Witness: DEPSECDEF Lynn 
Question: #13 

GAO Report on Reducing Duplication in Government Programs 


Question: The GAO in March 201 1 released a report on reducing duplication and cutting costs 
in government programs. Within the Defense Department, the report highlighted 7 areas of 
duplication and another 6 categories where the Defense Department can save taxpayers' money. 
In one notable example, the report found that by realigning the Defense Department's military 
medical command and consolidating common functions, projected savings could be achieved of 
between $281 million to $460 million annually. 

(a) Do you agree with GAO's conclusions and the resulting taxpayer savings that could be 
generated, primarily by avoiding duplication? If so, how do you plan to implement the report s 
recommendations and how long will it take to do so? 

(b) In addition to those areas mentioned in the GAO report, are there other places within the 
Defense Department where costs can be cut or overlap can be reduced? If so, where, and how 
much cost savings can be achieved? 

Answer: There is always a potential for cost savings associated with avoiding duplication. In 
the case of military healthcare, potential savings must be carefully weighed against the risk of 
reduced military readiness or degraded care to service members and their families. There is no 
current plan to create a unified military medical command. 

In 2006, a working group chartered under the Under Secretary of Defense for Personnel and 
Readiness (USD (P&R)) and the Chairman, Joint Chiefs of Staff, prepared recommendations and 
possible courses of action for a unified medical command. The USD (P&R) and the Assistant 
Secretary of Defense for Health Affairs (ASD (HA)) advanced an alternative framework and, 
after due consideration I approved a framework for Achieving More Joinlness and Unity of 
Command on November 27, 2006, Over the past four years, the framework was partially 
implemented. A formal review of the results of the implementation is now being conducted by 
the GAO and is expected to be complete in late 2011. There is no current plan to create a unified 
militai-y medical command. 

With respect to the potential savings from a unified medical command, the figures cited by the 
G.AO are from a 2006 study by the Center for Naval Analyses (CNA). The CNA study 
recognizes that there could be numerous configurations of a consolidated military medical 
command. This makes it difficult to prepare an accurate estimate of costs or savings. The study 
further suggests that a significant portion of the savings due to reorganization would come from 
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a reduction in medical manpower: military, civilian, and contractors. 

Significantly, the Department’s FY2012 budget request includes an assumed reduction in nearly 
800 contractors in the TRICARE Management Activity (TMA). In addition, we point out that 
Congress has prevented the Department from pursuing conversions of hundreds of military 
medical billets to civilian positions. In many, if not most, cases, a civilian incumbent would be 
less costly than a uniformed service member. 

The CNA report also acknowledges, but does not include in its estimated savings, that 
implementing a unified medical command would require a “long and potentially costly transition 
period.” The report, however, does not include an estimate of these costs. 

Aside from the unified medical command, the Department continues to aggressively pursue 
reductions in redundant or overlapping functions. In all, the Department’s FY 2012 budget 
request includes a proposed $78 billion reduction in the defense budget topline over the next five 
years. 
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CHARRTS No.: SB-01-014 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Warner 
Witness: DEPSECDEF Lynn 
Question: #14 

Relocation of United States African Command (AFRICOM) 

Question : The GAO report also recommends the Defense Department assess the costs 
and benefits of its overseas military presence. The United States is spending billions of dollars 
to maintain overseas installations in places like Germany, which currently hosts 2,000 personnel 
at the United States African Command (AFRlCOM).Question: Given that the Defense 
Department is still looking for a pennanent home for AFRICOM, could significant cost savings 
be achieved by relocating this facility to the Hampton Roads area in Virginia? The decision to 
close the United States Joint Forces Command (JFCOM) has created excess capacity in Norfolk- 
skilled and cleared personnel, secure facilities, IT, and other host infrastructure-whieh could be 
leveraged to enable .AFRICOM to become operational without additional cost to the taxpayer. 

Amswer : Please refer to the Department’s latest correspondence on this matter from 
Assistant Secretary Alexander Vershbow to Senator Lindsey Graham. 
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CHARRTSNo.:SB-0!-0i5 
Senate Budget Committee 
Hearing Date; Mareh 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Warner 
Witness: DEPSECDEF Lynn 
Question; #15 

Arlington National Cemetery 

Question : As you are aware, the Northern Virginia Technology Council (NVTC) spent 5 
months studying the business processes at Arlington Cemetery and produced a comprehensive 
report offering specific solutions to fix many of the cemetery's problems. 

(a) Will the United States .Army seek a supplemental appropriation in FY 201 1 funding to put in 
place the short-term, "off the shelf fixes recommended in the NVTC report'? If so, how much 
supplemental funding will the Army request? 

(b) The United States Army National Cemeteries Program requested $45.8 million for FY 2012. 
Is this funding sufficient to implement NVTC's recommended long-term infrastructure 
improvements that will be required to transform Arlington National Cemetery? 

Answer : The Northern Virginia Technology Council made five main recommendations 
involving chain of custody, case management, culture, process automation, and program 
management. These recommendations arc consistent with efforts already underway for gravesite 
accountability, digital maps, architecture modernization, the Department of the Army Inspector 
General (DAIG) remediation, historic records automation, hiring actions, and master plan 
development. These efforts are estimated to cost $17. 5M in FY 201 1 . 

Due to the fact that we are operating under continuing resolutions and that the spending level for 
the Army National Cemeteries Program has not been set for FY 201 1, it is unknown whether the 
FY 201 1 funding will be sufficient. The FY 2012 budget request for the Army National 
Cemeteries Program was based on the best available information and will need to be re-assessed 
once FY 201 1 funding is determined. 
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CHARRTS No.: SB-01-016 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject; The Presindent's Fiscal Year 2012 Defense and International .Affairs Budget 
Member: Senator Begich 
Witness: DEPSECDEF Lynn 
Question: #16 

GAO Report 

Question : GAO identified .several other initiatives the Department of Defense could take 
to reduce redundancies and achieve cost savings and increased perfonnance. For instance, GAO 
identified 3 1 entities within DOD where duplication and overlap of work occurs responding to 
warfighter urgent needs. GAO also identified several entities within DOD whose work most 
likely overlaps on counter-IED efforts. Streamlining efforts across the Department not only 
saves money, it will allow DOD to manage its resources better and respond to our warfighter 
quicker. Right now, for every major issue DOD encounters it seems a new task force or 
organization is created to respond. Realistically, the ability already exists within DOD to address 
many of the problems encountered without creating entirely new organizations that often times 
are meant to be temporary but become permanent. 

a. Are you aware of the other recommendations in the report? 

b. Joint Forces Command and the Business Transformation Agency are visible and prominent 
organizations. I commend the Department for taking the initiative to consolidate the functions of 
those organizations, but did the Department take a serious internal look at all the entities and 
organizations during the efficiencies initiative? 

c. How many entities and agencies exist within DOD? 

d. How many people are employed in the surrounding area for the Department and military 
services, including employees in Crystal City? How much does Cry.stal City space cost the 
Department each year? 

An.swer : 

a. DoD is aware of the 17 recommendations in the March 201 1 GAO report, 

b. The Secretary directed the entire Department to “take a hard and unsparing look at how the 
department is staffed, organized and operated.” As a result, the entire Department found 
about $!54B in savings over the Future Years Defense Program (FYDP). While these results 
were admirable, the Secretary remains committed to inculcate a “culture of savings” within 
the Department at all levels. Clearly more work remains in both ensuring that these savings 
are realized and finding additional efficiencies. 

c. Cun-ently, the Department of Defense is composed of the Office of the Secretary of Defense, 
the .loint Chiefs of Staff the Joint Staff the Office of the Inspector General of the Department 
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of Defense, 10 Combatant Commands, 3 Military Departments, 18 Defense Agencies. 10 
DoD Field Activities, and such other offices, agencies, activities, organizations, and 
commands established or designated by law, or by the President or by the Secretary of 
Defense, in accordance with sections 111, 113, and 192 of title 10, United States Code. 

d. There are approximately 13,700 DoD persotmel in Crystal City. The FYl 1 projected space 
cost for Crystal City is $162. 3M. Going forward, these costs will likely not be the same from 
one year to the next due to scheduled BRAC closures of some buildings, Anti- 
Terrorism/Force Protection (AT/FP) right sizing of existing buildings to house non-BRAC, 
and the additions of new buildings for future space requirements. These changes apply to the 
entire National Capitol Region (NCR) inventory. 
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CH ARRTS No. : SB-0 1-017 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President’s Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Begich 
Witness: DEPSECDEF Lynn 
Question: #17 

GAO Report 

Question: GAO also concluded the Department of Defense could save $281 to $460 
million annually by creating a Joint Medical Command. GAO also noted the Department has 
been unable to move forward with a Joint Medical Command because of cultural differences 
among the services. 

a. Has the Department of Defense recently assessed cost savings associated with a Joint Medical 
Command? Why or why not? 

b. Are the GAO's projected cost savings of this initiative accurate? 

c. If there is a cost savings, why isn't the Department moving forward with a Joint Medical 
Command? 

d. In a fiscally constrained environment it is imperative the Department of Defense make every 
effort to reduce wasteful spending. Especially when eliminating redundancies may serve our 
military members betters. How committed is the Department to ensuring cultural barriers don't 
continue to prevent achieving cost savings and increasing productivity? 

Answer: The Department has not recently assessed cost savings associated with a Joint 
Medical Command. In the case of military healthcare, potential savings have to be carefully 
weighed against the risk of reduced military readiness or degraded care to service members and 
their families. 

In 2006, a work group chartered under the Under Secretary ofDefense for Personnel and 
Readiness (USD (P&R)) and the Chainnan, Joint Chiefs of Staff prepared recommendations and 
possible courses of action for a unified medical command. The USD (P&R) and the Assistant 
Secretary ofDefense for Health Affairs (ASD (HA)) advanced an alternative framework and, 
after due consideration the I approved a framework for Achieving More Jointness and Unity of 
Command on November 27, 2006. Over the past four years, the framework was partially 
implemented. A formal review of the results of the implementation is now' being conducted by 
the GAO and is expected to be complete in late 2011. There is no current plan to create a unified 
military medical command. 

With respect to the potential savings from a unified medical command, the figures cited by the 
GAO are from a 2006 study by the Center for Naval Analyses (CNA) . The CNA .study 
recognizes that there could be numerous configurations of a consolidated military medical 
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command. This makes it difficult to prepare an accurate estimate of costs or savings. The study 
further suggests that a significant portion of the savings due to reorganization would come from 
a reduction in medical manpower; military, civilian, and contractors. 

Significantly, the Department’s FY 2012 budget request includes an assumed reduction in nearly 
800 contractors in the TRICARE Management Activity (TMA). In addition, the Department 
points out that Congress prevented the Department from pursuing conversions of hundreds of 
military medical billets to civilian positions. In many, if not most, cases, a civilian incumbent 
would be less costly than a uniformed service member. 

The CNA report also acknowledges, but does not include in its estimated savings, that 
implementing a unified medical command would require a “long and potentially cosily transition 
period.” The report, however, does not include an estimate of these costs. 

The Department is committed to ensuring that no barriers — cultural or otherwise — prevent the 
achievement of cost savings and increased productivity. .Aside from the unified medical 
command, the Department continues to aggressively pursue reductions in redundant or 
overlapping functions. In the spring of 2010, in recognition of the fiscal pressures the country is 
facing, the Department launched a comprehensive effort to reduce its overhead expenditures. In 
all, the Department’s FY 2012 budget request includes a proposed $78 billion reduction in the 
defense budget topline over the next five years. 
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CHARRTSNo.: SB-01-018 
Senate Budget Committee 
Hearing Date: March 1 0, 20 1 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Begich 
Witness: DEPSECDEF Lynn 
Question: #18 

GAO Report 

Question : For the record, please submit a formal response to GAO’s report outlining the 
Department of Defense's action it will take on GAO's recommendations and any internal cost 
data regarding the recommendations. 

Answer : The GAO’s recommendations are consistent with the Secretary’s guidance and 
generally aligned with the Department’s ongoing initiatives. The DoD actively considered all of 
these proposals and, in many cases, has similar efforts underway. Note that many of these 
initiatives (electronic health records, for example) are large projects that will take time and 
require congressional support to complete. I look forward to working with you on these as they 
develop. 
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CHARRTSNo.: SB-01-019 
Senate Budget Committee 
Hearing Date; March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Begich 
Witness: DEPSECDEF Lynn 
Question: #19 

Efficiency Initiatives 

Question: Some of the efficiencies are tangible savings, like the civilian hiring and pay 
freeze. However, many of the efficiencies savings outlined have yet to be realized. For instance, 
the end strength decreases are projected to save money, yet they are contingent upon a number of 
factors and may not actually be realized. Additionally, military construction project savings 
were really just delayed to future years. Please identify the tangible savings from the efficiency 
initiatives. Flow will DOD monitor efficiency efforts to ensure cost savings are realized'? 

Answer: The Secretary challenged the Military Departments and Special Operations 
Command with an efficiency goal of at least SlOOB in savings that these organizations could 
retain and shift to higher priority programs. These efficiencies came from reorganizations 
($25. IB), better business practices ($45. 5B), program reductions and terminations ($21.5B), and 
reduced lower priority programs ($8,2B). 

The Military Departments and Special Operations Command are able to provide additional 
details such as those found in the Department of Defense Efficiency Initiatives FY12 Budget 
Estimates Justification Book which was provided to Senate staff. 

The Department will monitor the efficiency efforts through the normal budgeting and 
programming process. 
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CHARRTS No.; SB-01-020 
Senate Budget Committee 
Hearing Date: March 10, 2011 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Begich 
Witness; DEPSECDEF Lynn 
Question: #20 

Efficiency Initiatives 

Question : How arc the efficiency initiatives impacted by a year-long continuing 
resolution? 

Answer : The continuing resolution negatively affects the Department’s ability to 
effectively conduct business in a number of critical ways, not least of which may be risks 
associated with operational demands, the inability to implement new programs, and uncertainty 
regarding budget levels. Some efficiency initiatives may suffer delay as a result, but the 
Department remains committed to full implementation as quickly and rationally as possible. 
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CHARRTS No.: SB-01-021 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Begich 
Witness: DEPSECDEF Lynn 
Question: #21 

MEADS 


Question : 1 applaud the Department of Defense's decision to not proceed to procurement 
of the MEADS air and missile defense system. As noted in the DOD Memo, the program is 
substantially over budget and behind schedule; and it would take an extra $974M to $1 . 16B just 
to complete the Design and Development (D&D). But I understand approximately $804M will 
still be spent to implement a "proof of concept" effort. I am concerned that this would mean 
.spending hundreds of millions of limited dollars on a system that we will not procure. 

Please elaborate on the decision to implement a proof of concept effort - 1 want to make sure I 
understand why we are investing almost $1 billion on a system we are not going to procure and 
what the way ahead is. 

Answer : The Department believes implementation of a “proof of concept” D&D 
program, within the funding limits agreed in the MEADS D&D Memorandum of Understanding 
(MOU), is the best option for the United States and its partners, Italy and Germany. Funding 
MEADS up to the existing MOU cost ceiling by providing the remaining U.S. commitment of 
$804 million allows the Department to harvest technology from its investment. With this 
investment, the MEADS program completes those prototypes that already passed critical design 
review. In many cases, component parts were ordered or delivered for these major end items, 
such as the radars. The program would complete limited system integration and demonstrate 
capability via ground and flight tests of these prototype systems. This allows documentation of 
the tested design, the ability to assess the capabilities of the major system elements, and the 
development of data packages for these elements. This decision ensures the DoD: will fulfill its 
obligations under the MOU; will avoid a situation where the DoD may be viewed as reneging on 
its international obligations; will avoid requiring the DoD to pay termination costs we do not 
believe would be any less than the cost of completing the “proof of concept” effort under the 
MOU; and, importantly, will facilitate the maturation of key technologies useful to the DoD in 
the other programs and to its .MOU partners, Italy and Germany, in any follow-on effort. 

Even if the MEADS program was tenninated, which would require the consent of the German 
and Italian Ministries of Defense, it would effectively force the DoD and its German and Italian 
partners to devote significant funds to cover contractor termination costs - funds that could 
otherwise be used to bring MEADS development to a useful level of maturity. It is our firm 
belief: harvesting key technologies developed under MEADS for use in other DoD programs; 
capturing the engineering, design, and test documentation for the “proof of concept” effort; and 
supporting our allies in their air defense capability development efforts are worthy of the 
continued funding for the remainder of the D&D effort. 
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CHARRTS No.: SB-01 -022 
Senate Budget Committee 
Hearing Date; March 1 0, 20 1 1 

Subject: The President’s Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Thune 
Witness; DEPSECDEF Lynn 
Question: #22 

Defense Cuts in Europe and Effect on U.S. 


Question : Many of our key European allies are seeking to substantially cut their military 
budgets. For example, the United Kingdom has decommissioned its aircraft carrier and retired 
its fixed-wing air component because, according to the UK’s Strategic Defense and Security 
Review' "there are few' circumstances we can envisage where the ability to deploy airpower from 
the sea w'ill be essential." Ironically, now the UK is telling the world that a no-fly zone must be 
established above Libya, and is working to draft a UTSI resolution to do so. Obviously, 
establishing a no-fly zone for Libya wall at least partly require the ability to deploy fixed-wing 
airpower from the sea. 

It seems that our European friends are seeking to cut their military budgets while at the same 
time pushing us to intervene in world hotspots where only the United States has the ability to 
project power. While defense budgets in Europe and the United States are facing constraint and 
decline, defense budgets in Asian and Middle Eastern countries are expanding dramatically. 

What kind of effect is this global redistribution of military power likely to have over the long 
term? 


Answer : I share your concern about allies’ reduced defense budgets. The Department 
continues to engage in frank discussions with all of its partners regarding the challenges 
associated with declining defense expenditures. Such discussions must be based on a shared 
understanding of security threats. NATO Secretary General Rasmussen, in a February 2011 
conference in Brussels, echoed these sentiments when he said: “Europe simply cannot afford to 
get out of the security business. . . . It has to revitalise its role as the United States’ prime security 
partner and adjust to the new global security environment.” 

In our view, although these are challenging economic times and many countries have significant 
fiscal challenges, Allies will need to find ways to spend limited funds more wisely through 
pooling, specialization, and multinational procurement. Although not a panacea, these practices 
should be a .step in the right direction. 

Notwithstanding the shortfall in investment, however, allies demonstrated an unparalleled level 
of commitment to the mission in Afghanistan with a current contribution of more than .15,000 
personnel and sustained support for almo,st a decade. In Libya, our European partners are 
showing a willingness and capability to assume leadership of military operations. These are 
clear indications that our allies have the will and the resolve to share burdens and responsibilities 
to see these missions through to a successful conclusion. 
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CHARRTS No.: SB-01-023 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Thune 
Witness: DEPSECDEF Lynn 
Question: #23 

Budget Reductions and Plan to Flatten DoD's Base Budget 

Question : The 2011 National Military Strategy (NMS) of the United States of America 
highlighted the dangers associated with a nuclear armed Iran and North Korea. It also 
highlighted China's continued military modernization efforts and China's expansion interests 
beyond Asia. 

In an unpredictable W'orld with threats like those mentioned in the NMS, how does the FY2012 
budget request and the four-year budget plan address an uncertain world that may require the 
U.S. to respond to future contingency operations, such as establishing a no-fly zone? 

And, is this budget plan based on a stable world where the U.S. is not at war or responding to 
crises? 


Answer : The FY 2012 budget and the outyear plans addresses an uncertain world by 
funding the military capabilities that national security leadership believes are required to protect 
and advance U.S. interests around the globe. This funding supports what leadership assesses to 
be the right mix of air, ground, and naval forces to respond to a full spectrum of contingencies. 
It balances support for ongoing operations and preparing for an uncertain future. 

No, this budget plan is not based on a stable world where the United States is not at war or 
responding to crises. It is based on a continued fight against terrorism, engagement in 
Afghanistan, and protecting America in an unstable and uncertain world. 
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CHARRTS No.; SB-01-024 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Thune 
Witness: DEPSECDEF Lynn 
Question: #24 

Joint Effort to Respond to Unforeseen Events 

Question : As we've seen recent events unfold in the Middle East, it's apparent that our 
government cannot predict every crisis nor are we fully capable of understanding the cascading 
effects of one turbulent event. 1 understand the Departments of Defense and State are working 
together to create a pilot program that wall allow both Departments to Jointly deploy to crisis 
events like we're seeing in the Middle East. 

Can you describe this program more in-depth and how you intend to fund this program in 
FY2012 and in the future? 

Answer : The Secretaries of State and Defense have proposed a new authority, which 
would be called the Global Security Contingency Fund (GSCF), and which would allow the 
Department of State and Department of Defense to pool resources and expertise to provide 
assistance to security forces and the government agencies responsible for those forces, as well as 
to provide assistance to the justice sector and for stabilization. The three-year pilot program will 
enable the United States Government to utilize interagency expertise to respond to emergent 
challenges and opportunities through joint program formulation, approval, and, in some cases, 
implementation. 

I envision that specific uses of the GSCF will vary depending on the emergent threat or 
opportunity, and the operating environment. Current events in the Middle East suggest that 
increased agility in government response within the budget cycle is necessary to respond to 
rapidly changing events on the ground. 

Our departments propose to start modestly, with a S50 million appropriation to the Department 
of State. The proposed legislation also will allow either the Department of State or the 
Department of Defense to transfer additional funds from existing appropriations into the GSCF, 
up to a combined total of $500 million in appropriations and transfers. The intent of the fund is 
not to spend $500 million on an annual basis, but to have adequate resources available to respond 
rapidly to emergent challenges or opportunities within a given fiscal year, in the event that such 
resources are necessary. Actual expenditures in a given year depend on the requirements. 1 
believe this approach is a responsible way to balance the need for additional agility with a 
funding structure that encourages rigor in programming decisions due to the need to transfer 
funds from other sources. 
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CHARRTS No.: SB-01-025 
Senate Budget Committee 
Hearing Date: March 10, 2011 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Thune 
Witness: DEPSECDEF Lynn 
Question; #25 

Rising Healthcare Costs and the effect on DoD 

Question : I’m aware that Secretary Gates has voiced great concern about the escalating 
military health care costs and the financial impact on DoD, According to DoD estimates, health 
care costs are projected to increase from $50 billion in FY201 1 to $65 billion in 
FY2015. Because of these escalating health care costs, 1 understand that DoD has implemented 
several cost cutting measures, such as increasing I'RICARE Prime enrollment fees and 
increasing pharmacy co-payment fees. Can you explain in more detail what these new fees are 
and how much they will cost? And, how did DoD establish a fee that would achieve cost savings 
over the long term-what was your methodology? 

Answer : Yes, the Department of Defense (DoD) is proposing to adjust fees in tw'o ways: 
TRICARE Prime enrollment fees and pharmacy co-pays. I'RICARE Prime enrollment fees have 
not been adjusted since the program’s inception in 1995, when it was set at $460/ycar for a 
retired family. The first proposal would only modestly increase Prime enrollment fees for 
military retirees and family members - $2.50 per individual retired beneficiary/month or $5 per 
retired family/month. Beginning in 2013, these retiree enrollment fees would be indexed to 
health care inflation. This would avoid the current situation with the enrollment fees having no 
relationship to rising health care costs. Medically retired Service members and survivors would 
be exempt from these increases. The Department of Defense estimates that this proposal would 
save $31 million in FY 2012 and $434 million over 5 years. 

The second proposal would increase incentives for beneficiaries to choose the most effective 
outlets for prescriptions. This proposal would eliminate co-pays for generic drugs through mail 
order (from the current $3/prescription). Furthermore, it would increase co-pays for drugs 
purchased through retail pharmacies to $5 for generics, $12 for brand name drugs and $25 for 
Tier 3 (non-formulary) drugs (from $3/$9/$22 respectively). Prescriptions obtained from 
military facilities would remain free. Mail order co-pays for brand name drugs would remain $9 
while for Tier 3 drugs, the co-pay would increase to $25 from the current $22. With these 
adjustments the incentives would be for the beneficiary to utilize military facilities and/or mail 
order and to choose generics over brands. Our estimate is that this proposal would save DoD 
$95 million in FY 2012 and nearly $2.6 billion over 5 years. 
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CHARRTS No.: SB-0 1-026 
Senate Budget Committee 
Hearing Date; March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Thune 
Witness; DEPSECDEF Lynn 
Question; #26 

Building Organic Capability within DoD 

Question: According to the Commission on Wartime Contracting in Iraq and 
Afghanistan, DoD often lacks sufficient core expertise and will then rely heavily on embedded 
contractors, sometimes in high-risk areas, to perform mission-critical support. Furthermore, the 
Commission recommended that DoD conduct an assessment to determine the organic resources 
needed to preserve a core level of capability.In light of the Commission's recommendations, 
what steps have you taken or plan to take to start growing an organic capability? 

Answer: The Civilian Expeditionary Workforce (CEW) represents one DoD 
initiative designed to build organic capability within the Department, The goal is to establish 
and maintain the DoD CEW as a force multiplier to leverage the Department's capability to 
respond to threats to our national security and to provide a more agile and ready force. 

Currently, CEW relies on Capability-Based Volunteer (CBV) to support DoD mission 
requirements, predominantly in the U.S. Central Command Area of Responsibility. Over the 
next two years, an appropriately sized subset of civilian workforce positions will be identified 
and will be organized, trained, and equipped in a manner that facilitates the use of their 
capabilities for operational requirements. This workforce shall be ready to deploy in support of 
combat operations by the military; contingencies; emergency operations; humanitarian missions; 
disaster relief; restoration of order; drug interdiction; and stability operations of the Department 
of Defense. The Department's policy is to rely on a mix of capable military' members and DoD 
civilian employees to meet DoD global national security mission requirements. 

DoD civilian employees are an integral part of the Total Force. They serve in a variety of 
positions, provide essential capabilities and, where appropriate for civilians to do so, support 
mission requirements of the Department. 
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CHARRTS No.: SB-0 1-027 
Senate Budget Committee 
Hearing Date: March 10, 201 1 

Subject: The President's Fiscal Year 2012 Defense and International Affairs Budget 
Member: Senator Warner 
Witness: DEPSECDEF Lynn 
Question: #27 

GAO Report 

Question: A recent GAO report concluded "DOD should assess the costs and benefits of 
oversees military presence options before committing to costly personnel realignments and 
constructions plans." According to GAO, this could save the Department billions of dollars. I am 
concerned about DOD's continued investment overseas. There has been no real strategic look at 
U.S. presence, and force structure changes, like the recent end strength decrease announcement, 
continue to delay decisions like the one regarding whether or not an Army Brigade will stay in 
Europe. 

Answer: I disagree with the statement that ‘There has been no real strategic look at U.S. 
presence.” Since taking office the Obama Administration has conducted extensive strategic 
reviews, including analyses of the U.S. presence abroad. Additionally, the Department of 
Defense completed its 2009 Quadrennial Defense Review, and its budget requests and force 
structure recommendations reflect that strategic review. Our decisions on Army and Marine 
Corps end strength, and bringing home an Army brigade from Europe, support our strategic 
assessments and our judgment on how best to allocate our constrained resources. 
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Questions for the Record from Senator Bill Nelson for Dr. 
Till von Wachter 

“Challenges for the U.S. Economic Recovery,” Senate 
Budget Committee 
Thursday, February 3, 2011 

Questions: 

Florida’s economy largely relies on stability in the housing market. The Treasury 
Department and the Department of Housing and Urban Development are expected 
to release a plan for reforming Fanne Mae and Freddie Mac sometime this month. 
Do you believe the housing sector would be significantly encumbered by a quick 
withdrawl of Gannie and Freddie from the secondary mortgage market? How would 
structure Fannie Mae and Freddie Mac given the past distortion of risk within the 
mortgage industry? 

Response: 

Senator, I do not have specific recommendations in response to your question, as 
they fall outside my area of expertise. 

o 



